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(Natural Resources; General Discussions) 


TUESDAY, JANUARY 21, 1958 


House or REPRESENTATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D.C. 

The committee met, at 10 o’clock a. m., pursuant to recess, in the 
hearing room of the committee, House Office Building, Hon. Wilbur 
P. Mills, chairman of the committee, presiding. 

The Cuarrman. The committee will please come to order. 

The first witnesses this morning are Mr. Richard S. Kitchen, Sen- 
ator Johnson, Fred L. Hartley, Mr. Lentz. 

Are you appearing together, gentlemen ? 

Mr. Krrcuen. Yes; we are. I am Mr. Kitchen. 

The Cuairman. Mr. Kitchen, will you give your name, address, and 
the capacity in which you appear, for the record, and identify those 
who appear with you. 


STATEMENT OF RICHARD S, KITCHEN, CHAIRMAN, COMMITTEE FOR 
OIL SHALE DEVELOPMENT, DENVER, COLO, 


Mr. Kircuen. My name is Richard S. Kitchen. I am chairman 
of the Committee for Oil Shale Development, Denver, Colo. My ad- 
dress is 320 Equitable Building, Denver 2, Colo. 

We are appearing with regard to House Joint Resolution 327 and 
companion resolutions. 

The Cuatrman. Let me ask you how you desire to divide the 20 
minutes assigned to you. 

Mr, Kircuen. I shall introduce the witnesses who will then appear 
in order. 

The Cuamman. You want the time divided among the four? 

Mr. Kircuen. Yes; we do. 

The Cuarrman. In that case, I think it would be desirable if all of 
them come forward now. It will facilitate matters if you will identify 
all of them. 

Mr. Rogers. Mr. Chairman, may I file a statement in behalf of 
this legislation ? 

The Cuatrman. Certainly, Mr. Rogers. We will be glad to re- 
ceive your statement. Without objection it will appear in the record. 


STATEMENT OF REPRESENTATIVE BYRON G. ROGERS, OF 
COLORADO 


Mr. Rocers. My name is Byron G. Rogers, Representative of the 
First Congressional District of the State of Colorado, which is the 
city and county of Denver. It is a pleasure to appear with leading 
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citizens of the western part of the United States and express the hope 
that this honorable committee will give serious consideration to and 
—_ the synthetic fuel depletion allowance. 

The object and purpose of this legislation is to amend section 613 (b 
and section 613 (c) (4) in the case of coal, oil shale, bituminous sand, 
—>, and other natural deposits, when mined as a course of syn- 
thetic oil or gas—crushing, retorting, and other extraction processes 
necessary to derive oil or gas from the crude mineral product. 

The United States Government has spent more than $17 million in 
developing a method of extracting liquid fuel from oil shale. The 
Congress of the United States has prohibited the United States 
Government from engaging in the production of liquid fuel from the 
oil shale and, in effect, has directed that it be carried on by private 
enterprise as the Government does not desire to engage in business. 
We are, therefore, confronted with the problem of how best to de- 
velop the natural resources of the United States. We all realize that 
in the event of a national emergency, oil and oil fuel are absolutely 
essential. We have many thousands of acres of land in the States 
of Colorado, Utah, and Wyoming, together with certain formations 
in the Eastern States, that can be developed. 

The proper approach to this problem is to make it attractive to pri- 
vate industry that they prepare this oil for our national defense. 
While it is true the United States Government has spent millions of 
dollars in establishing a process for this extraction of oil from oil 
shale, coal, and other minerals, nevertheless private industry has been 
slow, because of the competitive conditions, to engage extensively in 
this field. In other words, private industry does not feel that they 
should expend millions and millions of dollars unless there is some 
incentive to assure that they would receive a fair return on their 
money and obtain a fair profit. 

The progress and development of this great natural resource will 
depend on the action taken by this committee. We, of the West, feel 
it is only fair that private enterprise be given an opportunity to de- 
velop this natural resource and make it available to the Nation not 
only in the event of war but to keep pace with the expanding and 
growing economy of this Nation. The areas where these natural 
deposits are now located cannot progress unless special inducements 
are given to private industry. We, in the West, believe that fair and 
equitable treatment should be given these developers who are willing 
to risk their money. 

I, therefore, urge that this committee extend its depletion allowance 
of 2714 percent so as to encourage private industry to extract liquid 
fuel from coal, oil shale, bituminous sand, gilsonite, and other natural 
deposits. Our problem is how to best develop it and have it available 
to the people of the United States. 

The Cuarrman. If you will identify the other three, then, for the 
purpose of the record. 

r. Krrcnen. I will introduce three witnesses in addition to myself 
today. 

The first witness will be former United States Senator Edwin C. 
Johnson, on my right. 

The second witness will be Mr. Fred Hartley, the vice president in 
charge of research of the Union Oil Company of California, who will 
be sitting on my left. 
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The fourth witness will be Mr. Hover T. Lentz, Esq., attorney, 
Denver, Colo., who will present a technical amendment to the 1954 
Revenue Code in the event the committee desires to use that method of 
action on these measures rather than the method of the House joint 
resolution as introduced. 

The Cuarrman. Mr. Kitchen, I notice that I have some statements, 
one each from Senator Barrett, Senator Allott, and our colleagues, 
Mr. Aspinall and Mr. Chenoweth. I assume that they want their 
statements to appear in the record along with Mr. Rogers. Is that 
your understanding ? 

Mr. Kircuen. Yes, sir. 

The CHairMAn. Without objection they will appear in the record. 

(The statements referred to are as follows :) 


STATEMENT OF SENATOR FRANK A. BARRETT, OF WYOMING 


your committee to report favorably on House Joint Resolutions 3 
328, and 329. 

It seems to me that the depletion rate for oil shale and coal, when 
processed for the extraction of liquid fuel, should be the same as de- 
pletion rates now allowed for oil and gas wells. In my opinion, this 
is a logical step that must be taken if we are to insure fullest develop- 
ment of our natural resources. 

I cannot urge you too strongly to favorably consider granting the 
newly developing oil shale industry and the old established coal in- 
dustry the same tax provisions which have made it possible for our 
Nation to efficiently and effectively develop its oil and gas resources. 

In the past 15 years, the consumption of petroleum has doubled, and 
there is reason to believe the demand will continue to increase steadily. 
Since the domestic petroleum industry has already discovered most 
of the easily found petroleum, it is becoming increasingly difficult and 
exceedingly costly to find new fields that will meet the rising demand ; 
but, the security of our country demands that we take every step and 
means available to increase our oil reserves. 

While it is not a substitute for crude oil, yet oil shale and coal offer 
the Nation a certain and reliable method to increase its liquid fuel 
supply. Oil shale is found in more than half, and coal in 31 States of 
the Union. The largest and richest oil shale deposit on this continent 
lies in the States of Wyoming, Utah, and Colorado. We have there, 
sufficient shale to fuel this Nation for well over 1,000 years. That is 
in effect, a free insurance policy that guarantees fuel for our Nation 
when the supply of crude oil is exhausted. 

Development during the past few years of low-temperature carbon- 
ization to extract oil from coal has made that natural resource a valu- 
able source of much-needed liquid fuel. The Nation’s coal reserves 
are estimated at nearly 2 trillion tons. Wyoming alone has an esti- 
mated 121.5 billion tons of coal reserves, and we are looking forward 
to development of a synthetic fuel industry in our State. 

The welfare of our country demands that we provide assurances 
of a continuing source of liquid fuels and adequate standby reserves 
to safeguard and secure our national security. It would be folly for 
us to place dependence on oil produced beyond our continental limits. 


Mr. Barrett. Mr. Chairman, let me take this opportunity to - 
’ 
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In the years that lie ahead, the development of the tremendous oil 
shale and coal deposits in the Rocky Mountain region will be essen- 
tial to provide the assured source of liquid fuels. We have spent 
millions in recent years on research at Rifle, Colo., and the Bureau 
of Mines Laboratory at Laramie, Wyo., to prove the commercial pos- 
sibilities of oil shale. In addition, private industry has spent huge 
sums for the same purpose. 

Establishment of an equitable depletion rate for oil shale and coal 
will enable free enterprise to develop an oil shale and coal synthetic 
fuel industry under similar conditions as was afforded to the oil and 
gas industry. If accorded this same treatment, the oil shale and coal 
industries can commence the recovery of oil from our shale and coal 
deposits. This, in turn, will lead to the development of new indus- 
tries which will produce new revenues for the United States and for 
the individual States; and, in addition, will provide employment for 
many of our people. 

I hope the committee will take favorable action on this legislation. 


STATEMENT OF SENATOR GORDON ALLOTT, OF COLORADO 


Mr. Atzrorr. Mr. Chairman, we are beginning a session of Con- 

ss that history may record as one of the most significant in the 
ong life of our epablie, What action is taken during the coming 
months will affect the future, not only of every American, but of 
millions of other people around the globe, and may even determine 
our survival as a nation and as a way of life. 

There are a great many weighty, complicated matters of national 
defense to be considered and these will get our primary attention. 
In this regard, I want to discuss one area which has a direct bearing 
on our ability to remain strong, productive, and secure in a world 
of international tension—the development of our oil-shale reserves. 

No one today would question the importance of oil in our world 
of modern technology and mechanization. It is true that we have 
opened up new possibilities of power in atomic and nuclear reactions, 
but the day is far beyond the horizon when these sources of power 
will take over the myriad daily duties now handled by oil. There 
is no sign for years to come that the steady increase in consumption 
of oil will level off, much less decline. Oil is expected to fill 70 per- 
cent of our future energy needs. The actual rate of acceleration of 
demand in the United States in the past has been 5.8 percent per 


year, compounded annually. Taking a conservative rate of future. 


increase at 4.3 percent, our domestic consumption which was 8.8 
million barrels per day in 1957 will rise to 10.3 million barrels per day 
day in 1960—just 2 years from now—and to 12.8 million barrels in 
1965. 

At present we are supplied by our own crude oil production and by 
imports. It is questionable whether we can continue to rely with any 
confidence on these two sources alone in the future. We have been 
fortunate in this country in having oil reserves that have been largely 
adequate to our needs. However, these reserves are being used up 
while demand increases. Oil exploration is becoming less rewarding 
and more expensive. In 1945 to find a million barrels of new reserves 
required the drilling of approximately 60 wildcat wells, 18 of which 
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were productive. In 1955 the number of wells needed to produce the 
same amount of oil was 41 successful wells. Roughly 80 percent of 
all wildcat wells drilled in the United States are dry holes. Out of 
about $5 billion spent each year on exploration, half goes into ventures 
that prove unsuccessful. The cost of discovering and producing a 
barrel of oil has risen steadily. It is now almost to the point where the 
net value of crude oil is less than the exploration expenditures; in 
fact, this is the situation in many areas. 

On the basis of a conservative estimate of future needs, by 1965 
there will be an oil shortage of 3.8 million barrels a day. If we should 
find ourselves in a period of emergency operations, the need would be 
substantially greater. There seems to me to be serious doubt that the 
deficit can be made up entirely by the importation of oil. 

The major area of foreign supply, the Middle East, is an area of 
political instability, as we are all painfully aware. Recently we have 
witnessed a number of crises. The shutdown of the Suez Canal and 
the destruction of Syrian pipelines confronted the world with a petro- 
leum shortage. Although fortunately the effect was only temporary, 
the issues that inflame the inhabitants of that part of the globe have 
not been settled and we do not now see how and when they will be 
settled. The Soviet Union during the past year took more than a 
casual part in fomenting fear and inciting these incidents and it would 
be foolhard to assume that it has decided to withdrawn from these 
policies. We simply cannot count on Middle Eastern oil flowing with- 
out interruption to our pipelines. 

The situation is scarcely more promising in other major areas of 
foreign supply. South America, while relatively more stable, has 
suffered periodic revolutions and other crises; any repetition of these 
could seriously affect export of oil. There also the Communists are 
seeking to spread their influence by subversion. In Alaska we have a 
great potential supply, but the potential is as yet undeveloped and the 
geographic location of this Territory raises serious questions about its 
aecessibility in a time of emergency. Any sort of limited conflict 
anywhere in the world would have the effect of reducing our oil im- 
ports by endangering shipping and by necessitating use of transporta- 
tion resources for military needs. 

Another complication is that the United States will be competing on 
the world oil markets with many other nations. In every part of 
the world countries that have been backward by our standards are 
rapidly surging ahead in industrialization and technological develop- 
ment. Their needs for oil can be expected to expand astronomically. 
Considering such factors, Mr. Eugene Ayres, of the Gulf Research Co., 
has said, “It seems certain that the world’s annual production of 
petroleum will have fallen far behind demand by 1965.” In light of 
these circumstances it is not surprising that official policy has dis- 
couraged any reliance on foreign imports of oil. 

Similarly, former Under Secretary of State, Herbert. Hoover, Jr., 
pointing to the effects of the Middle East disputes, recently said: 

Those events demonstrated, perhaps more vividly than ever before, that the 
security of our Nation in times of emergency—in fact the security of the entire 


free world—depends to a very considerable extent upon our having adequate 
domestic supplies of petroleum. 
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Continuing, he emphasized, 


There must be adequate incentives to continue finding new reserves to replace 
the ones that are constantly being used up. There must also be incentives to 
develop these new reserves into usable oil fields * * *. 

I am calling your attention to this alarming picture not to arouse 
fear or despair, but only to point out that a serious situation does in 
fact exist, and that the adequacy of present production should not 
blind us to taking steps to safeguard future supplies. 

If we refuse to act on foresight, someday we shall turn out of 
sheer necessity to the production of oil from the known reserves of oil 
shale. If we wait, however, until forced to act, we shall find ourselves 
in an extended period where the need is pressing but technology and 
industry have not had time to meet it. The best estimates indicate 
that even with emergency priority for the program, it would take 5 
years to have any significant operations in oil shale going. Such a 
gap could be disastrous if our country still had to depend on military 
and economic strength to keep us from war and annihilation. The 
purpose of Senate Joint Resolution 92 is to see that this source of 
oil can be completely developed and capable of production at the 
moment it is needed. 

The basic problem of the oil shale industry, unlike that of the oil 
well producers, is not that of locating deposits. Geologists have 
found deposits in half of our States. Most notable are the Chatta- 
nooga formation in Ohio, Kentucky, Indiana, Missouri, Illinois, Mich- 
igan, Pennsylvania, and New York; the richest of known deposits, 
the Green River formation in Colorado, Utah, and Wyoming. Esti- 
mates of the amount of the oil available in these sources are stagger- 
ing. For example, one part of the Green River formation, one oil 
shale area that has been adequately studied, is estimated to contain 
over 1 trillion barrels of oil. Total world consumption of oil to 
date has been less than one-tenth of that amount. 

The problem that has delayed development of the oil shale industry 
is establishment of a proven technology for producing this oil on a 
commercial basis. Great advances have been made in research in re- 
cent years, both by the Bureau of Mines and by private companies. 
It now appears that present processes will produce oil at the competi- 
tive market price or very near it. This alone, however, does not 
eliminate the element of investment risk. A retort to produce oil from 
shale in commercial quantities would cost from $50 million to $100 
million and there are still questions to be settled about the process 
of building such a plant. It is obvious that a tremendous capital 
investment, is nebtied, and would-be oil shale producers have to com- 
pete for available development capital. One of the significant factors 
blocking any major investment is the depletion allowance of 15 per- 
cent as compared to 271% percent allowed on conventional means of 
producing oil. It is not realistic to expect that a new industry can 
compete with any success against an established one when put at 
such a heavy tax disadvantage. Certainly no such discrimination was 
intended in the original tax Jaws which were enacted before oil shale 
was known to be among our oil reserves, and it is neither fair nor 
wise to maintain this inequity. 

If oil shale were allowed the same depletion figure, it would clearly 
be competitive, the necessary incentive would be offered to private 
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investment, and the way opened for the further development of these 
vast reserves. 

Under the circumstances as I have just outlined them, it might seem 
desirable pe for preferential treatment for oil shale development 
by means of Government. guaranties on the building of the retorts 
or by ao subsidies. In a time of serious emergency this would, 
no doubt, be done. But for the present we are suggesting this means 
to attract private capital, operating in what has been the traditional 
American way. The fact that the action requested will only put the 
oil shale industry on a par with conventional petroleum producers 
further stresses the reasonableness of the resolution. 

Another point of the greatest importance is that, paradoxically, 
Senate Joint Resolution 92 which takes the form of a tax concession 
will unquestionably result in higher tax revenues. At present there 
is no revenue at all from oil shale and there will be none until the 
industry is developed. Increasing the depletion allowance can be 
expected to get the industry off to a start, eventually resulting in 
important revenues from this source. This is a point not to be over- 
looked today when we face the need for increased defense expendi- 
tures and additional tax sources. 

The Government has another monetary interest in the develop- 
ment of oil shale as the owner of large tracts of oil shale land. For 
example, half of the rich “mahogany ledge” in Colorado, which is 
estimated to contain 90 billion barrels of oil, is owned by the Federal 
Government. These lands have been withdrawn from entry and 
contain no other value either in physical resources or scenic interest. 
The Bureau of Mines has spent about $23 million in oil shale experi- 
mentation and has made substantial progress in mining and retort- 
ing methods. But without a going industry to put methods into 
operation, the progress remains of academic value, and the land areas 
now held by the Government remain unproductive. When private de- 
velopment of oil shale has reached a commercial stage, the return 
on these Federal lands will be maximized. Surely we are not in a 
position to be indifferent to this. 

In conclusion, I emphasize that few questions facing the Congress 
today have more immediate and vital relation to our long term 
strength and stability than this. “The side which has the greatest 
availability of oil is the side which will win the next war,” according 
to Mr. J. H. Carmichael, of the New York Times. I think America 
does not want to be caught unprepared. Approval of Senate Joint 
Resolution 92 is essential to forestall that possibility. 


STATEMENT OF CONGRESSMAN EDGAR CHENOWETH, OF COLORADO 


Mr. CuenowetH. Mr. Chairman, and members of the committee, 
I appreciate this opportunity to appear before you today in support 
of House Joint Resolution 331, a bill I introduced on May 14, 1957, 
and which provides for a depletion allowance for deposits of oil 
shale, coal, and other natural deposits, when they are processed for 
the extraction of synthetic liquid fuel, and which allowance shall be 
the same as that allowed to oil and gas wells. 

I have jointed a number of my colleagues in the House in sponsor- 
ing this legislation. We are united in our effort to obtain this deple- 
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tion allowance, which we consider essential to the welfare of our 
Nation. 

I feel that we should encourage those who are spending their money 
to develop our oil shale deposits, and who are willing to take this 
risk to ascertain if the production of synthetic liquid fuel from oil 
shale is profitable on a commercial basis. I believe that those who are 
engaged in this undertaking are entitled to the incentive of this de- 
pletion allowance, which we are asking for in this legislation. 

I have the honor to represen the Third Congressional District of 
Colorado. There are no oil shale deposits in my district, so far as 
can be ascertained. However, there are large deposits on the western 
slope of Colorado, and there is a great deal of interest in the present 
experimental work which is in progress. I am indeed happy to give 
my full support to this proposal. 

I do have in my district oe deposits of coal, and for many years I 
have been interested in the development of synthetic liquid fuel from 
coal. I have seen the coal mines in southern Colorado decline in 
number, until only 2 major coal mines are left in an area where just 
a few years ago there at least 30 large producing mines. I have been 
anxious to find a way to use this coal and put these men back to work. 
The use of coal for synthetic liquid fuel seems to offer the best 
prospects. 

It is unnecessary for me to tell this committee that the coal industry 
is a sick industry, and needs help. There is a feeling that the coal 
industry is coming back, and that within a period of perhaps 10 years 
the demand for coal will be greatly increased. 

As a member of the Special Subcommittee on Coal Research of the 
House Interior Committee I came to the conclusion that there is a 
future for coal in this country. However, the coal industry faces an 
immediate problem of how to continue in business until that time 
comes. 

While it may be true that the production of synthetic fuel from coal 
may come at a later date than the production from oil shale, the United 
States Bureau of Mines, pursuant to the Synthetic Fuels Act of 1944, 
has carried out some very significant research on coal hydrogenation— 
research which should be continued. As indicated by the United States 
Bureau of Mines’ Report of Investigations 5236, issued in July 1956, 
hydrogenation of aaa to produce a liquid fuel is definitely feasible and 
will most certainly occur soon, either as a result of new lower cost 
techniques or because of the rising cost of crude petroleum. 

Also, I am informed that chemical companies and coal companies 
will become more and more interested in the processing of coal to obtain 
a myriad of chemicals. At the same time industrial gas will be gen- 
erated and a great source of low-cost power would become available. 
If a fair depletion allowance be accorded such synthetic fuel, the 
future of the depressed coal production areas throughout the United 
States will be bright indeed. 

Although my district contains no known oil shale deposits, its econ- 
omy is interwoven with that of western Colorado, Utah, and Wyoming. 
The development of the oil shale industry will require large amounts 
of steel, much of which will be produced at the Pueblo plant of the 
Colorado Fuel & Iron Corp., in my district. Any increase in the pro- 
duction of steel will, of course, bring about a similar increase in the 
production of coal. 
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Also, much of the food and fiber to feed and clothe the new popula- 
tion in the oil shale area will be provided by my district. In short, 
development of the oil shale industry will give the entire West an eco- 
nomic “shot in the arm.” 

In order that the tremendous capital necessary to create an oil shale 
industry and other synthetic fuel industries may be attracted it would 
appear mandatory that tax treatment be given which is equal to that 
accorded oil and gas production from wells. 

Mr. Chairman, I urge that the committee give favorable considera- 
tion to House Joint Resolution 331, and similar bills which are pend- 
ing. We must have this legislation in order to develop the oil shale 
deposits of western Gelowsaas and other Western States. I want te 
again thank you for the opportunity to appear in support of this legis- 
lation. I hope that the committee will report a bill to the House at an 
early date. 


STATEMENT OF REPRESENTATIVE WAYNE N. ASPINALL, OF 
COLORADO 


Mr. Asprnatu. Mr. Chairman and members of the committee, I 
would like to thank this committee for extending an opportunity to 
persons interested in synthetic fuels to be heard on the subject of ex- 
tending tax treatment to this industry equal to that accorded oil and 
gas produced from wells. In introducing House Joint Resolution 327, 
it was my sincere hope that this committee would give serious consid- 
eration to methods of establishing a synthetic fuels industry as a go- 
ing concern within the borders of the United States. 

The Green River oil shale formation is located in one of the most 
strategic areas in the heart of the United States, extending from the 
Colorado River from a point east of Grand Junction, Colo., north 
and west all the way into Utah and Wyoming. Among other things, 
it is located in the middle of the area to be served by the Upper Colo- 
rado River Basin project authorized by Congress. 

This deposit is located in a position from which it could supply 
vital defense installations ‘maa the Rocky Mountain area in time 
of emergency. It can also supply oil by pipeline to the west coast 
where the domestic supply of oil is particularly short. 

Further, testimony of defense officials before congressional com- 
mittees indicates that oil from shale is especially adaptable to the 
production of jet fuels and other military fuels. From these con- 
siderations it is obvious that it is highly desirable in the interest of 
national security to develop this additional source of domestic oil, 
and to develop it quickly. America and the free world are becoming 
increasingly digettiens upon oil imports which in time of war or other 
crisis, such as the Suez incident, may be lost to us entirely. 

Not only is the development of this tremendous oil shale deposit 
important for strategic defense reasons, but also it is important as a 
means by which our entire economy can be bolstered. It is reliably 
estimated that a commercial oil shale industry producing 1 million 
barrels of oil per day would create jobs for 63,000 people. This would 
result in a community in Colorado of about 340,000 persons. Resulting 
direct taxes are estimated at about $800 million annually. Including 
other Federal income such as excise taxes and revenue from the leasing 
of the vast portion of this formation owned by the United States, the 
total Federal revenue from this development would approximate $1 
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billion annually. In these times when Congress is being asked for 
additional billions for defense it is vital that we explore every means 
of encouraging new business and industries which will then be able to 
share the tremendous tax load carried by our citizens. 

In that portion of my district not covered by oil shale, a major por- 
tion is underlaid by coal. While there are a few producing mines, 
most lie idle and many deposits are unopened. The situation in coal 
mining regions in this country is to desperate that the Committee on 
Interior and Insular Affairs established a special subcommittee to in- 
vestigate ways and means of encouraging that industry. The United 
States Bureau of Mines reports that liquid and gas fuels are grad- 
ually displacing coal as a source of fuel energy in this country. They 
state that in 1920 coal supplied about 75 percent of our fuel energy 
and oil and gas only 20 percent. Today the situation is reversed ; coal 
supplies only about 25 percent while oil and gas furnishes about 65 
percent of our fuel energy. 

The reason for including coal in the measure before you is to en- 
courage coal producers and others to c: wry on the work already admir- 
ably commenced by the Bureau of Mines for the development of com- 
mercial methods for extracting fuel from coal. We hope that in this 
way the depressed coal areas throughout our country may be given 
new vigor. 

I am convinced that this legislation is necessary in order to provide 
incentive to private industry to go ahead and develop means of pro- 
ducing more fuel at low cost. I am convinced that this is in the na- 
tional interest and cannot fail to strengthen the economy and the secu- 
rity of this country. For these reasons I whole heartedly urge you to 
act on this measure in this session, and, even if a crash program were 
started today, it is reliably estimated that 5 years would pass before 
significant amounts of synthetic fuels would be available. There is 
no time to lose, but there is much to be gained by prompt and favorable 
action on this measure. 

Mr. Kircuen. I have a number of additional statements. I may 
say, before I get to that point, I am summarizing my statement and 
request that the full statement appear in the record. 

The Cuairrman. Without objection it will appear in the record. 

(The statement referred to is as follows :) 


STATEMENT OF RICHARD S. KITCHEN, CHAIRMAN OF THE COMMITTEE FOR OIL SHALE 
DEVELOPMENT, DENVER, CoLo., BEFORE WAYS AND MEANS COMMITTEE OF THE 
House OF REPRESENTATIVES, UNITED STATES CONGRESS, RE SYNTHETIC FUEL DE- 
PLETION ALLOWANCE 


We greatly appreciate the opportunity to appear before this committee on the 
matter which we feel is of utmost importance to our region and to our country 
asa whole. Because of limitations of time I will confine myself to a brief explana- 
tion of the background of our committee and will then present three witnesses on 
the subject of oil shale which is the natural resource in which we are personally 
primarily interested. The first witness will be former United States Senator 
Edwin C. Johnson, who will speak on the broad policy questions involved in this 
legislation. 

Secondly, I will present Mr. Fred Hartley, vice president in charge of research, 
of the Union Oil Co. of California, who will summarize his written state- 
ment which is designed to acquaint you with the technology of oil shale and to 
demonstrate that we are not troubling you with a matter involving mere specula- 
tion of future development, but are presenting to you a definite opportunity to 
aid in the early development of a gigantic new industry. 
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Finally, I will present one of my law partners, Hover T, Lentz, Esq., of Denver, 
Colo., who is a well-known expert in the field of income-tax law, and who will 
present very briefly a technical amendment which the committee might prefer to 
consider at.such time as any action is taken on these measures. 

The Committee for Oil Shale Development is an unincorporated association 
of individuals. It is an outgrowth of the efforts of individual chambers of com- 
merce on the western slope of Colorado, and of the Colorado State Chamber of 
Commerce to aid in the development of this new industry. In order to coordinate 
these efforts it was felt that a committee should be established and it was further 
thought to be desirable that the committee should not be identified with any 
organization or with any one State, because oil shale deposits occur in many 
States and because oil shale technology cuts across various professional fields. 
Accordingly, a committee was formed with the very able assistance of the Sena- 
tors and Congressmen from the three States, House Joint Resolutions 327, 328, 
329, 330, and 331 were introduced and referred to your committee and thence 
to the various executive departments for comment. I understand that these 
comments are now or soon will be in the hands of your committee. 

Mr. Krrcnuen. In the interest of saving time, and in addition to the 
oral testimony of the three witnesses already mentioned, I ask the 
permission of the committee to include in the record, as part of my 
testimony, the following written statements: Statement of Dr. C harles 
H. Prien of the Denver Research Institute; statement of Fred V. 
Larson and Frederick H. Larson, independent shale oil operators; 
statement of Dr. Tell Ertl, consulting geologist; statement of R. E. 
Cheever, city manager, city of Grand Junction, Colo.; statement of 
A. C. Rubel, president of Union Oil Co. of C alifornia ; statement of 
Howard N. Y ates, executive vice president, Colorado State Chamber 
of Commerce; Statement of H. E. Linden, president, The Oil Shale 
Corp.; statement of the Honorable Frank A. Barrett; statement of 
the Honorable Wayne N. Aspinall; statement of the Honorable J. 

“dgar Chenoweth; brief in support of equal depletion allowance for 
sy nthetic fuels, by Committee for Oil Shale Development. 

I will now proceed to introduce our three witnesses for presentation 
of their ora] testimony. 

With respect to House Joint Resolution 327, and companion 
resolution, we understand that these resolutions have been referred 
to the various departments for comment which are not yet in the 
hands of this committee, and when these comments are received by 
this committee, I would request the privilege of submitting written 
comments on them for the record. 

The Crarrman. Mr. Kitchen, we would not want to deny you that 
privilege. It is a question of time. This hearing will conclude on the 
ith of ‘February and within a short time thereafter we will have to 
close the record. 

Now, we do not know when these reports will be in. I think it would 
be better for you to obtain permission to file subsequent statements for 
use by the staff, although the statements may not appear in this record. 
We will be glad to give youthat permission. 

Mr. Kircuen. The following further written statements have been 
submitted, and in order to save time in addition to the oral testimony 
of these witnesses, I ask permission of the committee to include in the 
record as part of my testimony the following written statements: 

The statement of Charles H. Prien, of the Denver Research In- 
stitute; 

Fred V. Larson and Frederick H. Larson, Independent Shale Oil 
Producers; 
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Dr. Tell Ertl, consulting geologist ; 

R. E. C heever, city manager, city of Grand Junction, Colorado; 

A. C. Rubel, president of Uni nion Oil Company of California ; 

Howard N. Yates, Colorado State Chamber of Commerce: 

H. E. Linden, president of the Oil Shale Corp. and “Brief in Sup- 
port of Equal Depletion Allowance for Synthetic Fuels,” by Commit- 
tee for Oil Shale Depletion. 

The CuairmMan. Without objection, these statements will be in- 
cluded in the record. 

(The material referred to is as follows :) 


STATEMENT OF Dr. CHARLES H. PRIEN, DENVER RESEARCH INSTITUTE, UNIVERSITY 
OF DENVER, BEFORE WAYS AND MEANS COMMITTEE OF THE HOUSE OF REPRESENT- 
ATIVES, UNITED STATES CONGRESS RE SYNTHETIC FUEL DEPLETION ALLOWANCE 


It has been requested that I prepare a statement of opinion regarding the 
status of growth of an oil shale industry in the United States, and its con- 
tribution to the United States economy, particularly with reference to projected 
tax revenues. I beg leave to comment as follows: 


I, CURRENT STATUS OF OIL SHALE TECHNOLOGY 


Oil shale processing involves three major steps, viz, mining and crushing, 
retorting, and refining of shale oil to finished products. Maximum economy in 
each step is a prerequisite if shale oil products (e. g., gasoline and jet fuels) are 
to compete with petroleum products. 

Mining and crushing: As a result of the excellent work of the United States 
Bureau of Mines under the Synthetic Fuels Act (30 U. S. C. 321-25, as 
amended), mining and crushing costs for oil shale have now been reduced to 
an economically feasible level. Certain petroleum companies are at present 
engaged in active development programs designed to reduce such costs even 
further. 

Refining shale oil: Partial refining of shale oil in Colorado is necessary to 
produce a suitable pipeline crude. At least two successful processes have been 
developed—one by Union Oil Co., the other by the United States Bureau of 
Mines. In recent conversations with other interested petroleum companies I 
have learned that several alternate processes have also been developed in various 
oil company laboratories. Completion of refining at the market point involves 
combinations of processes already more or less standard in petroleum refining. 

In summation, several economically feasible processes for refining shale oil 
now appear to exist. Further increases in refining efficiency are under 
investigation. 

Retorting: An economical retorting process for United States shales has long 
been a major obstacle to development of an industry. However, at present tech- 
nology at last appears close to solving this problem. At least three processes 
appear reasonably close to varying stages of fruition. 

The Union Oil Co. process is under large-scale pilot-plant investigation in 
western Colorado. Recent-conversations with Union personnel indicate that 
successful economic retorting has been accomplished over long periods of time, 
at a rate of 500 tons per day per retort. 

The Denver Research Institute has been developing the Aspeco process for 2 
years, under contract with the Oil Shale Corp., Beverly Hills, Calif. Technically 
successful operation has been attained to date in a 24-ton-per-day pilot plant. 
It is planned in the near future to construct a 2,000- to 3,000-ton-per-day retort- 
ing plant in western Colorado. 

The United States Bureau of Mines, prior to cessation of activities at Rifle, 
Colo., in 1955, had developed its gas combustion process to a 150-ton-per-day pilot- 
plant stage. Further technical and economic evaluation of the process was 
prevented by lack of additional appropriations. From the data obtained on the 
prior smaller scale pilot units previously constructed, however, it would appear 
that the Bureau process has promise of becoming competitive with processes 
such as that of the Union Oil Co. 

A large number of new retorting processes have been patented by various oil 
companies within the past 5 years. Some are known to be under active labora- 
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tory investigation. Their current status, as well as that of the Sinclair “in situ” 
retorting process, is not public knowledge. 

Summation: From the above it is obvious that oil shale technology has pro- 
gressed to the point where initiation of an industry can be expected within the 
near future. 

II. ECONOMIC SIGNIFICANCE OF AN OIL SHALE INDUSTRY 


The 1951 Paley Commission report, as well as more recent estimates of future 
United States petroleum production and demand, predict an oil shale industry 
of approximately 1 million barrels per day capacity within the next 15 to 20 
years. The economic contributions of such a new industry to the Nation, 
including the tax revenues therefrom, are enormous. A study along these lines 
has recently been completed by Denver Research Institute. The committee’s 
attention is directed to the following pertinent facts therefrom for a 1-million- 
barrel-per-day industry. These figures do not include contributions by satellite 
industries created as a result of the parent industry. 


Pe I RN ia ences hover Bites Mel their wen bares eee $7.8 billion. 
TO, I ee Eres eee gee bla btidiaserigey aa ae 63,000. 

IE SN abhi rte ephichnuntcsth-nvich<hep ees depen dente atinanote $411,000,000. 
ase. 00 TOW NOUDUIRTION CONRUOE. Qo... 6... cc ndontenscadq-senaecetnde 340,000 people. 
POGGrGL LATOR DOTIOCATOG GTR BRIY ois at cece can ie eee eee $560,000,000. 
Sec CN SD, iin ndismtianserinniay beatin $42,700,000. 
LOCe, TEE Were Gn qn. o no eo eee $26,860,000. 


Attention is directed to the fact that same $629,000 in new taxes will be 
produced annually from the Colorado-based shale industry itself, its employees, 
and their property. Of this amount, some $560 million annually would flow to 
the United States Treasury. 

In addition, this new industry will require 2,021,000 tons of steel and other 
metals for its creation, and will consume some 135,000 tons of these metals 
annually for maintenance. Approximately $236,400,000 will be spent annually 
for operating expenses. 

It is thus seen that the economic potential alone of an oil shale industry is 
enormous. Its contribution to the national defense is so obvious as not to require 
comment. 


STATEMENT OF FRED V. LARSON AND FREDERICK H. LARSON, INDEPENDENT OIL 
SHALE OPERATORS, BEFORE WAYS AND MEANS COMMITTEE OF THE HOUSE OF REP- 
RESENTATIVES, UNITED STATES CONGRESS, RE SYNTHETIC FUELS DEPLETION 
ALLOWANCE 


As independent oil shale operators, Fred V. Larson and Frederick H. Larson 
desire to make the following statement in support of an equitable tax treatment 
for the oil-shale industry. 

Our holdings of approximately 24,000 acres in eastern Utah have been un- 
developed for the past 35 years because of economic reasons—the principal one 
being the excessive cost of producing shale oil as compared to natural crude. 
Certainly the depletion allowance of 27% percent on crude-oil production is in 
the best interests of the United States. This is necessary to get risk capital to 
make the expenditures for the continual discovery of crude oil to meet our grow- 
ing demands. So, too, would it be equitable and in the best interests of the 
United States to allow a 27%4-percent depletion allowance for oil produced from 
shale. 

In our opinions, the two primary reasons for encouraging the start of the oil 
shaie induscry are— 

1. It is imperative in these days of international tension to have an adequate 
reserve of oil within the continental limits of the United States. Oil shale pro- 
duced in the States of Colorado, Utah, and Wyoming is the answer to this re- 
serve of oil. 

2. To properly sustain the economy of this country, increasing amounts of fuel 
will be needed. The largest single source of undeveloped energy within the 
United States is oil shale. Its proper development will require great expendi- 
tures of capital; and that capital will be available only if a fair return on in- 
vestment can be made. 

The key to all of this is the equitable-tax treatment of 27% percent depletion 
allowance on oil shale. 
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STATEMENT OF Dr. TELL Ertl, CONSULTING GEOLOGIST, BEFORE WAYS AND MEANS 
COMMITTEE OF THE HouUsE OF REPRESENTATIVES, UNITED STATES CONGRESS, RE 
SYNTHETIC Fuet DEPLETION ALLOWANCE 


Oil shale soon may become one of the Nation’s most important mineral re- 
sources. The United States Geological Survey’ in 1957 estimated that 1,380 
square miles of the Piceance Creek Basin in northwestern Colorado contain 959 
million barrels of shale oil in oil shale assaying mere than 15 gallons of oil per 
ton. Later in 1957 the Bureau of Mines, analyzing more recent drill hole data, 
raised the reserve to 1,500 million barrels. Perhaps 1,000 million barrels are 
ecouomically recoverable, three times the proved petroleum reserves of the 
entire world. Utah, Wyoming, and many of the States east of the Mississippi 
River also have extensive oil shale reserves. These reserves, when developed, 
will make the United States absolutely independent of overseas oil. 

The Bureau of Mines, from 1944 to 1956, developed basic data and demon- 
strated oil shale technology. Though much was learned by the Bureau, none 
of the phases of the program reached a satisfactory conclusion. The Bureau of 
Mines developed a method for mining oil shale inexpensively ; invented and tested 
a retort, known as the gas combustion type, which well may be developed into a 
commercial-type, oil shale retort ; and showed that usable gasolines, diesel fuels, 
and other liquid fuels could be made from shale oil. Concurrently many oil 
companies worked on phases of oil shale technology. Sinclair carried on tests 
of retorting oil shale underground at their property northwesterly of Grand 
Valley, Colo. 

The only fieldwork presently being carried on in the United States on oil shale 
is that of Union Oil Company of California on Parachute Creek, northerly of 
Grand Valley, Colo. For the past 10 months, Union has been testing and 
operating an underfeed-type retort using an entirely different principle than the 
retort developed by the Bureau of Mines. During these 10 months, progress 
has been so encouraging that the present Union retort must be considered suitable 
for use in a commercial industry. Throughout per unit cost is high, recovery of 
shale oil is satisfactory, and long life and operability can be extrapolated from 
the extensive retorting tests already made. Union also is mining oil shale from 
an underground mine in which research is being carried out to determine the 
least expensive way to mine oil shale. 

Union has beneficiated shale oil on a research basis, to yield a pure, high- 
quality synthetic crude oil from which superior diesel fuel, jet fuel, and gasoline 
have been made. The beneficiation is done by hydrogenation, a process that has 
been confirmed by the Bureau of Mines laboratories in Pittsburgh, Pa. By- 
products that are yielded by Union’s retorting and beneficiation processes include 
a low-heat-content combustible gas from which vast amounts of electrical energy 
will be produced when the oil shale industry is developed; oil shale coke that 
can be used for fuel or electrodes; and ammonia and sulfur that will be used for 
chemicals and fertilizers. 

I have been associated actively with the technical and engineering phases of 
oil shale development for 14 years, and I can say from firsthand knowledge that 
the United States can produce 1 trillion barrels of shale oil cheaply from the 
Piceance Creek Basin, that oil shale can be mined cheaply by a modification of 
the Bureau of Mines mining method, that the Union retort in its present stage 
of development already can become a component of a commercial plant, and 
that shale oil can be made into superior liquid fuels on a commercial basis. 
Furthermore, the total cost of making these superior fuels is close to the cost of 
making similar fuels from petroleum. My studies show that when the shale 
oil industry obtains tax treatment equal to that afforded the petroleum industry, 
the production of shale oil in the United States will commence and will grow 
into a large and important industry. Then the United States no longer will 
need to fear the interruption or loss of foreign supplies of oil. 


_' Donnell, John R., Preliminary Report on Oil-Shale Resources of Piceance Creek Basin, 
Northwestern Colorado. Geological Survey Bulletin 1042—H, U. S. Government Printing 
Office, Washington, 1957, p. 270. 
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STATEMENT OF R. E. CHEEVER, Ciry MANAGER, CITY OF GRAND JUNCTION, COLO., 
BEFORE WAYS AND MEANS COMMITTEE OF THE HOUSE OF REPRESENTATIVES, 
Un itrep Srates ConGrRESS RE SYNTHETIC FUEL DEPLETION ALLOWANCE 


On behalf of the citizens of Grand Junction, Colo., and the surrounding area, 
it is a distinct pleasure to make this statement to the Ways and Means Committee 
of the United States House of Representatives. 

For many years the residents of this area have looked forward to the develop- 
ment of the tremendous oil shale reserves which exist in this immediate vicinity. 
Two deterrents to the development of the oil shale industry have existed. The 
first and foremost of these deterrents has been that the cost of producing synthetic 
petroleum products from oil shale has exceeded the cost of producing crude oil 
from wells. Because of recent advances in the technology of mining oil shale 
and extracting oil therefrom made by the United States Bureau of Mines, Union 
Oil Company of California, and other companies and individuals, it now appears 
likely that the cost of producing synthetic petroleum products from oil shale 
will be reduced so that it will approximately equal the cost of petroleum from 
conventional sources. The second deterrent to the development of the industry 
has been the difficulty in attracting the tremendous amounts of capital necessary 
to get the industry underway. With the advances in technology, capital will 
undoubtedly be available to develop the industry if it is accorded a fair and 
equitable tax treatment. 

It goes without saying that the development of the oil shale industry will be of 
tremendous benefit to the residents of this area. But of more importance is 
the fact that the entire Nation will gain from this new industry since this new 
source of petroleum products will be strategically located deep in the heart of 
the Rocky Mountains, and the United States will not be dependent upon foreign 
petroleum which must be transported over the long and vulnerable sea routes and 
which will remain subject to the whims of foreign governments. This new source 
is needed now. Tomorrow may be too late. 

The creation of an industrial center in western Colorado seems certain as it is 
truly the “World's Storehouse of Energy.” Hidden in the magnificent mountains, 
beautiful valleys, and rugged canyons in western Colorado is every major source 
of energy known to man. Both bituminous and anthracite coal are found in 
gizantic beds in western Colorado. Geologists contend that at least one-fourth of 
the known coal reserves of the world are here, and most of it is still untouched. 
The Colorado plateau ranks first in the production of uranium ore concentrates. 
In 1957 a new gilsonite industry was born with the completion of an $18 million 
plant and pipeline 13 miles west of Grand Junction operated by the American 
Gilsonite Co. This plant makes a pure sulfur-free coke from gilsonite for the 
aluminum industry, and high-grade gasoline is recovered as a byproduct. This 
area is also the center of several large oil and gas fields. The Rangely field in 
northwest Colorado has been in production several years and is one of the best 
producing fields in this Nation. The Aneth or San Juan oilfield just discovered 
in southwestern Colorado, and southeastern Utah is foreseen as one of the 
Nation’s biggest producers. 

-assage of the upper Colorado storage bill by Congress in 1956 gave momentum 
to the fast moving economy of this region. Great dams such as Glen Canyon, 
Collbran, and Curecanti will provide cheap hydroelectric power. 

If the industrial growth of the United States is to keep pace with the industrial 
growth of the Communist countries, the United States must foster the develop- 
ment of its natural resources and encourage new industries. The creation of a 
new oil shale industry could well be the triggering factor in the industrial 
growth of this area. The pioneers of the oil shale industry are confident that 
the industry can be “put on the road” if the oil shale industry receives a fair and 
equitable tax treatment; and for that reason we in western Colorado are hopeful 
that the pending legislation designed to accomplish this result will receive 
favorable consideration. 

The city of Grand Junction and the energetic people of western Colorado 
want this development to come, and they are geared to assist in every way 
possible to bring this ultimate expansion to reality. 








1308 GENERAL REVENUE REVISION 


STATEMENT or A. C. RUBEL, PRESIDENT, UNION Or, CoMPANY OF CALIFORNIA, 
BEFoRE WAYS AND MEANS COMMITTEE OF THE HOUSE OF REPRESENTATIVES, 
Unitrep STaTes CONGRESS, RE SYNTHETIC FUELS DEPLETION ALLOWANCE 


In 1944, the United States Congress acted with wisdom and foresight by 
adopting the Synthetic Liquid Fuels Act, which authorized and directed the 
United States Bureau of Mines to conduct experiments at Laramie, Wyo., and 
Rifle, Colo., for the purpose of developing economic means of processing oil shale. 
At that time it was the express hope of Congress that this pioneering work would 
ultimately inspire active interest on the part of private industry in carrying 
forward commercial production. 

Pursuant to the act, the Bureau of Mines conducted a comprehensive program, 
developing mining standards and procedures and testing ways and means of 
extracting oil from the shale. As was hoped, private industry followed the lead 
of the Bureau of Mines and a number of companies have experimented in this 
field. Union Oil Company of California has to date spent over $8 million in 
developing and operating a pilot retort at its properties near Grand Valley, 
Colo. This retort, which is in reality a large-scale research tool, has had most 
satisfactory results and we are more optimistic now than ever before over the 
prospects of commercial oil production. 

The Green River oil shale formation is so vast that with equal tax treatment 
we can foresee production at rates in the order of 1 million barrels per day 
by private concerns in the not-too-distance future. However, even a 20,000- 
barrel-a-day plant, which from our present information is the minimum size 
unit for commercial operation, would require an investment of between $60 
million and $100 million. Clearly, an oil shale industry of such magnitude will 
be a tremendous undertaking, offering opportunities to many companies and 
investors. 

In order to generate the tremendous amount of capital which will be necessary 
for the establishment and expansion of this industry, it is our sincere conviction 
that the tax treatment must be the same as that accorded crude oil and gas. 
We believe that by establishing this tax equality, Congress can be assured that 
industry will go ahead with this job without subsidy or Federal aid. 


STATEMENT OF HOWARD N. YATES, EXECUTIVE VICE PRESIDENT, COLORADO STATE 
CHAMBER OF COMMERCE, DENVER, BEFORE WAYS AND MEANS COMMITTEE OF THE 
Hovse OF REPRESENTATIVES, UNITED STATES CONGRESS, RE SYNTHETIC FUEL 
DEPLETION ALLOWANCE 


As executive vice president of the Colorado State Chamber of Commerce I am 
interested in any measures which would promote the economic development of 
our area. In this respect the people of the Rocky Mountain West are united. 
The feeling is unanimous that the creation of an oil shale industry in Colorado, 
Wyoming, and Utah would not only benefit the individual localities where the 
industry is at work but would be of significance to the entire West and of 
nationwide importance. 

We therefore urge this committee and the Congress of the United States to 
adopt measures assuring equitable tax treatment for this industry. 

In support of these measures before you we hereby respectfully submit copies 
of the following resolutions supporting an equitable depletion allowance for oil 
shale and coal: Resolution of the Colorado State Chamber of Commerce; reso- 
lution of the Rocky Mountain Oil and Gas Association ; resolution of the Colorado 
State Legislature; resolution of the Colorado Mining Association ; resolution of 
the Mountain States Association ; resolution of the Western Governors’ Congress. 


RESOLUTION OF COLORADO STATE CHAMBER OF COMMERCE, DENVER, COLO., RE SYNTHETIC 
FUEL DEPLETION ALLOWANCE 


Whereas there are tremendous known reserves of oil shale and coal in areas 
of the Rocky Mountain West, particularly in Colorado, Wyoming, and Utah; and 

Whereas the unsettled world condition makes it essential to consider the im- 
portance of these reserves; and 

Whereas the development of the oil shale industry in the extraction of liquid 
fuel will bring an entire new industry of major importance into existence; and 
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Whereas the development of processes for the extraction of synthetic liquid 
fuel or gas from coal or other natural deposits will add measurably to the 
economy of the country; and 

Whereas such development will bring a tremendous amount of new sources of 
taxation into existence; and 

Whereas private capital would be encouraged to participate in this develop- 
ment if it can be done on a competitive basis with other sources of fuel; and 

Whereas we feel that a depletion allowance equal to that rightfully allowed 
for the development of crude petroleum should be offered the creation of oil and 
gas from shale oil, coal, or other substances: Now, therefore, be it 

Resolved, That the Colorado State Chamber of Commerce support the petition 
of the Committee for Oil Shale Development, requesting the adoption of a pro- 
vision in the Revenue Code to permit equal treatment for oil shale and coal in 
the matter of depletion allowance. 

Adopted by action of the board of directors, Colorado State Chamber of 
Commerce, Monday, January 13, 1958. 


RESOLUTION OF ROCKY MOUNTAIN OIL AND GAS ASSOCIATION, RE SYNTHETIC FUEL 
DEPLETION ALLOWANCE 


Resolved that the Rocky Mountl Oil and Gas Association recognizes and favors 
the theory of percentage depletion for oil shale but has insufficient knowledge 
and information to enable it to arrive at any conclusion as to the proper amount 
thereof ; and that the subject be retained for continuing study by the appropriate 
committees. 


HOUSE JOINT MEMORIAL NO. 1 OF THE COLORADO STATE LEGISLATURE, MEMORIALIZING 
THE CONGRESS OF THE UNITED STATES TO AMEND THE INTERNAL REVENUE CODE TO 
ALLOW THE OIL SHALE INDUSTRY THE SAME DEPLETION ALLOWANCE AS THAT GIVEN 
THE OIL AND GAS INDUSTRY 


Whereas it is becoming apparent that the United States must eventually turn 
more and more to synthetic sources to supplement its petroleum resources, and 
for this reason the promotion and development of new domestic sources of fuel 
oils, including the mining and production of oil shale, is essential ; and 

Whereas the depletion allowance now allowed on the mining of oil shale is 5 
percent as compared with a 2714-percent depletion allowance given the oil and gas 
industry ; and 

Whereas the oil shale industry, in the exploration and promotion of oil shale 
deposits and in the mining of oil shale, should be given the same economical as- 
sistance as is given the oil and gas industry, in order to expand the oil shale in- 
dustry and create a competitive market between the two industries: Now, there- 
fore, be it 

Resolved by the House of Representatives of the 41st General Assembly of the 
State of Colorado (the Senate concurring herein), That it respectfully memorial- 
izes the Congress of the United States to amend the Internal Revenue Act so as 
to provide that the depletion allowance allowed on the mining of oil shale be 
raised from 5 percent to 27% percent of the value of the oil produced from oil 
shale mined ; and be it further 

Resolved, That a copy of this memorial be transmitted to the President of the 
Senate and the Speaker of the House of Representatives of the Congress of the 
United States, and to the Senators and Congressmen representing the State of 
Colorado in the Congress of the United States. 


RESOLUTION OF THE COLORADO MINING ASSOCIATION, DENVER, COLo., RE SYNTHETIC 
FUEL DEPLETION ALLOWANCE 


A new branch of the mining industry is developing in the Western States of 
Colorado, Utah, and Wyoming, which bids fair to insure our supply of oil and 
other petroleum products for decades to come. This infant industry must be 
encouraged to take the financial risks involved in the development and construc- 
tion of plants for processing oil shale. In view of hazards involved in initiating 
this undertaking, we believe that the production of oil from oil shale should be 
awarded the same depletion allowance as that now accorded the production of 
oil from wells, and we call attention to this provision in the Colorado law which 
allows this depletion charge. 


} 
{ 
{ 
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RESOLUTION OF MOUNTAIN STATES ASSOCIATION RE SYNTHETIC FUEL DEPLETION 
ALLOW ANCE 


The members of the Mountain States Association, meeting formally and offi- 
cially in their annual meeting, May 16, 17, and 18, 1957, in the wonderful city 
of Phoenix, Ariz., said meeting being called so each member could assemble and 
exchange ideas on program, projects, and policies which will contribute to the 
continued and regular growth of our beloved Rocky Mountain empire, 

Whereas the subject of the development of the oil shale industry in the Rocky 
Mountain area was brought to the attention of the members present at the 
business session on May 18, 1957; and 

Whereas in the United States the consumption of petroleum has doubled in 
the last 15 years with indications for the future of steadily increasing consump- 
tion ; and 

Whereas the United States now imports approximately 1% million barrels of 
petroleum per day to meet consumptive demand ; and 

Whereas recent events have demonstrated the United States and the free 
world must have an adequate and independent reserve of oil readily available 
to give them freedom from economic coercion ; and 

Whereas in the public land States of Utah, Wyoming, and Colorado there are 
vast and well-defined deposits of oil shale which contain more than a trillion 
barrels of oil—the Federal Government being the sole owner of more than half 
of this enormous deposit and reserve ; and 

Whereas when oil is extracted from oil shale, substantial amounts of by- 
products, such as coke, sulfur, liquid ammonia, and waste gas suitable for the 
production of power, are also produced ; and 

Whereas, the establishment of industries to produce oil from shale and coal 
would create new resources, new wealth, and new tax revenues for local, State, 
and Federal Governments; and 

Whereas the Mountain States Association has historically interested itself 
in the development of the natural resources which lie within the 8 Mountain 
States: and 

Whereas the development of the oil shale industry would provide great eco- 
nomie activity within the Mountain States : Now, therefore, be it 

Resolved by the Mountain States Association in conference assembled, That 
this organization go on record as encouraging and supporting the efforts of the 
oil shale industry to secure equal consideration, with other synthetic fuels, to 
that accorded oil and gas wells. 

The motion to support the resolution was duly made, seconded, and adopted. 


RESOLUTION OF WESTERN GOVERNORS’ CONGRESS, RENO, NEV., APRIL 27, 1957, RE 
SYNTHETIC FUEL DEPLETION ALLOWANCE 


Be it resolved by the Western Governors’ Conference, That, in the interest 
of national defense and the development of new resources within the borders 
of this country, the Congress of the United States is urged to grant unto the 
oil shale industry the same depletion allowance as is now accorded oil and gas 
produced from wells for Federal income tax purposes. 





STATEMENT OF H. E. LINDEN. PRESIDENT, THE OIL SHALE CorP., BEFoRE WAYS 
AND MEANS COMMITTEE OF THE HOUSE OF REPRESENTATIVES, UNITED STATES 
CONGRESS, RE SYNTHETIC FUELS DEPLETION ALLOWANCE 


As the head of a company which has spent over half a million dollars of its 
own funds to develop a successful oil shale retorting process, I feel that the 
users of our process, or any Other process, should in some way be rewarded 
by the Federal Government for pioneering a shale oil industry. 

The production of shale oil converts a valueless natural resource into one 
of great value for all the people in this country. I firmly believe that the time 
is near when we will be able to prove that shale oil can be competitively pro- 
duced with natural oil. Such venture money as would be employed in the 
establishment of this industry, which I feel should be regarded not only as an 
oil industry but as a chemical industry, should definitely be encouraged by the 
Federal Government in some form. 





BRIEF IN SUPPORT OF EQUAL DEPLETION 
ALLOWANCE FOR SYNTHETIC FUELS 


by 


COMMITTEE FOR OIL SHALE DEVELOPMENT 


Denver, Colorado 
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INTRODUCTION 


Today the defense of the Free World, its welfare, and its industry, 
are tied directly and completely to the production and the distribution 
of petroleum. A major interruption of its flow to the markets of the 
Free World would cause frightful suffering, complete industrial chaos, 
and even war, almost immediately. In such circumstances ordinary 
prudence demands the adoption of dependable safeguards which leave 
nothing to chance. 


The Congress of the United States is aware of this challenge to 
petroleum supply lines. Resolutions have been introduced in both 
Houses which, if made effective, would add more than a trillion barrels 
to this nation’s available petroleum reserves, in areas most easily pro- 
tected against hostile action and man-contrived interference. 


Painstaking and costly research over a period of many years has 
indicated that petroleum can soon be produced at reasonable prices 
from the almost inexhaustible beds of oil-shale and coal which occur in 
more than half of the 48 states, provided such production is equitably 
taxed. The huge private capital outlay necessary to develop such a 
synthetic fuel industry will be forthcoming if Congress grants identical 
tax treatment to that now accorded oil and gas recovered from wells. 


The Committee for Oil Shale Development respectfully submits 
this brief for consideration on the merits of such tax treatment. 
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IL 


DOMESTIC SUPPLIES OF PETROLEUM ARE INSUFFICIENT 
TO MEET PRESENT AND FUTURE DEMANDS 


A. Production of oil within the United States is not keeping pace with 
demand. 


In March of 1956 a publication of the oil industry asked this lead- 
ing question: 


“Ts oil nearing a production crisis?” (1) 


The article then went on to quote recent statements by four in- 
dividual industry experts and from an American Petroleum Institute 
committee, in effect answering the question, 


“Ves 1? 


The experts quoted were M. King Hubbert, Chief Geology Con- 
sultant for Shell Development Company, (2) Ira Cram, Senior Vice 
President of Continental Oil Company, (3) J. H. Murrell of De Goyler 
& MacNaughton, Dallas Consultants, (4) and I. A. Levorsen, Tulsa 
Geology Consultant. (5) 


Were this not sufficient, a number of articles have recently been 
published by industry experts evidencing a general conviction that pro- 
duction within the United States is not keeping pace with accelerating 
demand. Included among these are A. V. Nickerson, President, Socony- 
Mobil Oil Co., Inc., (6) Eugene Ayres, Consultant, Gulf Research Com- 
pany, (7) (8) and David T. Staples, President, Tide Water Oil Com- 
pany. (9) 


The source work most commonly cited in current articles on the 
subject is that published by Joseph E. Pogue, Petroleum Consultant, 
and Kenneth E. Hill, Vice President, in collaboration with other experts 
of the Petroleum Department of the Chase Manhattan Bank, New York. 
(10) Because of its common acceptance, figures from that report will 
be used throughout this presentation and we will hereafter refer to that 
publication as the “Chase Report”. 


The Chase Report arrives at domestic consumption figures of 
8.380 million barrels per day for 1955 and predicts the plausible prob- 
able demand to be 10.3 million barrels per day in 1960, and 12.8 million 
barrels per day in 1965. Contrasting with this, the Chase Report 
estimates total United States on-shore and off-shore production at 8 
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million barrels per day in 1960 and 9 million, but not to exceed 10 mil- 
lion, barrels per day in 1965. 


Accordingly, there will be an oil shortage in the United States of 
3.8 million barrels per day by 1965. This situation is illustrated by the 
following chart based on the charts contained in the Chase Report: 


Cuart I 


PRODUCTION AND CONSUMPTION OF PETROLEUM 
IN THE UNITED STATES 


THOUSAND BARRELS DAILY 
(3-YEAR MOVING AVERAGES) 


U.S. CONSUMPTION = 


“a : 
\\ cruve ou 
PRODUCTION 


—_— 





1930 1935 1940 86: 1945 i950 1955 1960 81965 


SOURCE 1931-1955: 3-Yeor moving overages of Bureau of Mines 
octual figures for 1930 - 1956. 


19860 2 1965: The Chase Manhotton Bank - Feb. 2!,1956- 
“Future Growth and Financial Requirements 


of the World Petroleum industry", pp.13 & 23 


As indicated in the Chase Report, actual average acceleration of 
demand in the United States in the past has been 5.8 percent per year, 
compounded annually. Varying official and industry forecasts made 
over the past years have consistently fallen short of actual subsequent 
experience. Nevertheless, the Chase Report used for its forecast a 
compounded rate of only 4.3 percent increased demand per year. 


Clearly the United States, in spite of the billions being spent on 
domestic exploration, is becoming increasingly dependent upon imports 
of petroleum to meet domestic needs. 
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The situation is even more serious than so far indicated, for while 
domestic production is now increasing, although lagging behind de- 
mand, informed sources indicate that domestic production will soon 
level off. At the same time demand will continue to increase at about 
the present rate. Ayres flatly predicts that “The United States is 
likely to reach a peak of about three billion barrels per annum in 1965. 
The world as a whole is likely to reach a peak of about seven billion 
barrels per annum in 1985. These dates and amounts must be some- 
where near right unless the ultimate reserve estimates of distinguished 
geologists are very wrong. We shall be producing oil for centuries 
but at a gradually declining rate...” (7) 


Again, just last fall a year and a half later, Mr. Ayres makes an 
even stronger statement, to-wit: “We can now forecast reliably that 
production of oil will begin to decline in the United States in ten or 
fifteen years and in the rest of the world not very long afterwards. It 
seems certain that the world’s annual production of petroleum will have 
fallen far behind demand by 1965” (8) 


Cuart IT is taken from the last quoted article: 
Cuart IT 
FUTURE U.S. GRUDE OIL PRODUCTION PATTERNS 


ASSUMES THAT THE PRESENT RATE OF PRODUCTION WILL 
CASE I CONTINUE AND THAT THE GEOLOGICAL ESTIMATE OF RE- 
SERVES AT 87- BILLION BARRELS IS SUSTAINED. 





1950 1960 1970 1980 1990 2000 
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1316 GENERAL REVENUE REVISION 


Cuart II (Cont.) 


BASED ON A HYPOTHETICAL SITUATION ASSUMING A 
CASE TE 250-BILLION BARREL RESERVE, THREE TIMES 
THE GEOLOGICAL ESTIMATE. 





1940 1960 1980 2000 2020 2040 2060 


SOURCE: Estimates by Eugene Ayres, as published in 
“Scientific American”, October 1956, p.44. 


On January 15, 1957, A. N. Lilley, Vice President of The Texas 
Company, said that the United States will have to increase its imports 
of oil to about three million barrels daily in order to meet its oil needs 
in another ten years. (11) By comparing the forecast (Chart II) with 
the consumptive demand curve of the Chase Report (Chart I) it be- 
comes obvious that after 1965, while the demand will keep going up at 
a compounded rate, the domestic production curve line will be going 
down; thus compounding further the proportion of oil that each year 
must be imported. 


B. The cost of finding oil in the United States is rising rapidly while 
significant discoveries are becoming less frequent. 


The reason the United States has been importing and will continue 
to import oil at an accelerated rate becomes apparent when we examine 
two charts presented by Henry J. Struth, Dallas oil consultant. (12) 
These charts are reproduced as III and IV: 
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Cuart III 
CRUDE OIL RESERVES FOUND PER DOLLAR 
OF EXPLORATORY EXPENDITURE 


UNITED STATES 


BARRELS 
( 3-YEAR MOVING AVERAGES ) 
1935 1940 1945 1950 1955 
SOURCE : “Petroleum Week”, July 13,1956, p. 28. 
Cuart IV 


PETROLEUM EXPLORATION EXPENDITURES 
UNITED STATES 


MILLION DOLLARS 
( 3-YEAR MOVING AVERAGES ) 





1935 1940 1945 1950 1955 
SOURCE: “Petroleum Week”, July 13, 1956, p.28 
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Mr. Struth points out that not only has the cost of well drilling 
increased but that the fields discovered by current drilling are smaller 
than those developed in the past. He states that oil men in 1955 “had to 
drill 41 wildeats to find a million barrels of new reserves but in 1945 
they had to drill only 18.” Chart V prepared by Mr. Struth illustrates 
that oil exploration in the United States has actually become a losing 
proposition ! 


Cuart V. 


EXPLORATION EXPENDITURES COMPARED 
WITH NET VALUE OF CRUDE OIL* 
UNITED STATES 


INDEX NUMBERS 
( 1946 = 100) 


NET VALUE OF 
CRUDE OIL es 


oo NN EXPLORATION 
“ EXPENDITURES 





1946 47 48 an 50 5! 52 53 54 1955 
SOURCE : “Petroleum Week", July 13, 1956, p. 31. 
# Net Value is Gross Volue less Royalty Payments 


The foregoing conclusions are based upon a survey conducted and 
issued in the spring of 1956 jointly by the American Petroleum In- 
stitute, the Independent Petroleum Association, and the Mid-Continent 
Oil and Gas Association. (13) These studies established the fact that 
the cost of discovering and producing a barrel of oil in the United 
States has more than doubled in ten years—from $1.57 per barrel in 
1948 to $3.16 per barrel in 1953. Struth reports that the wildcat dis- 
covery ratio is 12 dry holes to one successful producer, while the Chase 
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Report indicates that “nearly 40% of ali wells (including development 
wells) now drilled in the United States are dry holes!” (Matter in 
parenthesis added). 


The Chase Report states that, while in 1946 around 35 percent of 
fields discovered in the United States contained estimated reserves of 
one million barrels each, the frequency of discovery of such fields has 
declined rapidly so that the percentage of such fields found within our 
borders in 1953 was only about 16 percent of fields found in that year. 


The conclusion is inescapable that the cost of finding and produc- 
ing domestic oil, coupled with the decreased percentage of large dis- 
coveries, will compel further reliance upon oil imports. 


C. Predicted future dependence of the United States on oil imports 
emphasizes the importance of adequate and available domestic sup- 
plies of oil. 


That cheap, low-cost fuel in abundant supply is vital to our expand- 
ing economy is almost axiomatic. As pointed out by Eugene A. Bur- 
lingame of Arthur D. Little, Inc.: (14) 


“We have just begun to recognize that resources of fossil 
fuels are exhaustible—that the mineral products accumulated 
during thousands of years are consumed annually—that the world 
will very shortly enter a period of fuel scarcity if no new fuels 
are made available. These conditions apply with more force to 
other parts of the world than the United States. However, even 
in our country supplementary sources of energy are necessary 
if our economy is to continue to enjoy the stimulating influence 
of low-cost power. By 1970, our reserves of petroleum, natural 
gas, and coal will be inadequate to support our expanding energy 
requirements.” 


As succinctly stated by Major General A. E. Cottula, U. S. Air 
Force, “Our ability to exploit properly our abundant sources of energy, 
particularly the fossil fuels, has been the very key to the advancement 
of our civilization and the attainment of our present high standard of 
living.”(15) The General aptly illustrated his point by the following 
example: 


“.. Just the other day, out in Ohio, a large manufacturer 
of excavating machinery unveiled a giant earth-mover that will 
move as much dirt in three hours as a man with a shovel could 
move in his entire life. During these three hours the machine 
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consumes the energy equivalent of $7.50 in diesel fuel. For $7.50 
it is now possible to buy a whole lifetime of drudgery and toil— 
and get it in less than half a working day. 


“This is progress! Progress made possible by putting oil 
to work to multiply our strength. Progress that benefits every 
man and woman in our United States. Progress of a type which 
raised 13 small colonies to a position of world leadership. Pro- 
gress because a source of energy was available in abundance and 
at an extremely low cost...” 


The following chart from the Bureau of Mines’ Annual Report for 
1956 shows the increased prominence of oil and gas as fuel in the 
United States: 


Cuart VI 


U. S. ENERGY FROM MINERAL FUELS 
AND WATER POWER 


PERCENT 





1920. 1925 1930 1940 
SOURCE: U.S.Bureou of Mines 


Today around two-thirds of all fuel energy used in the United 
States comes from oil and gas. The number of man years of work 
these trillions of B.T.U.s accomplish is beyond estimation. It can 
hardly be denied that continuing to make available adequate supplies 
of fuel is a matter of paramount concern in promoting the welfare of 
the people of America. 
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Il. 


AN INCREASE IN AVAILABLE OIL WITHIN THE CONTI- 
NENTAL LIMITS OF AMERICA IS A VITAL NECESSITY 
IN ORDER TO MAINTAIN FREEDOM FROM ECONOMIC 
COERCION IN TIME OF PEACE AND TO AVOID DEFEAT 
IN TIME OF WAR. 


A. The problem of availability of oil is a world problem. 


The vast expansion in the use of oil and gas is not limited to the 
United States. In fact, expansion in use in the rest of the free world 
since World War II is fantastic. According to the Chase Report de- 
mand in the free foreign world for petroleum has been increasing at 
the rate of 11 percent compounded annually and by 1965 will exceed 
the 1955 demand by 103.4 percent. Where is the Free World to ob- 
tain the necessary oil? The foreign countries which will have the 
highest increase in demand are the countries with the least present 
or potential production. 


In 1955 Free Europe imported from the Middle East 86 percent 
of all erude oil it consumed. About 63 percent came by tanker via the 
Suez Canal, the other 37 percent arriving by pipeline to Eastern Medi- 
terranean ports, thence by tanker.(16) 


The Chase Report indicates that by 1965 the estimated production 
in the Eastern Hemisphere will be about double production in the 
Western Hemisphere, excluding the United States. The Eastern Hem- 
isphere production will come principally from the Middle East area. 


Recent history has illustrated the difficulties involved in this situ- 
ation, and no attempt to review in detail the history of the discovery 
of oil and production arrangements with the potentates of the Middle 
East will be here attempted. We will confine our observations to the 
nationalization of the oil industry in Iran which caused the shut-down 
of the entire industry for three years, the 50-50 profit splitting require- 
ment common in this area, the fact that each country is continually 
making new demands for additional compensation, direct and indirect, 
the political instability of various governments in the area, and last 
but not least, the vicious instability evidenced by the Suez incident. 
All of these indicate the hazards of dependence upon this source of 
supply. 


Staples(9) argues effectively that the United States must, because 
of increasing costs and relatively low reserves compared to Middle 








1322 GENERAL REVENUE REVISION 


East reserves, continue to increase imports of oil. This may be true, 
but we must also constantly keep in mind the political and economic 
factors which may suddenly deprive us of access to these reserves. 
Since oil consumers are effectively placed at the mercy of the local 
politics and the local tantrums of the area, Middle East reserves of 
oil are not dependable. (17) 


B. The interests of national security demand that adequate oil reserves 
be developed within the United States. 


What would happen in the event of World War III? What would 
happen in the event of a “police action” in the Middle East? 


It is quite readily apparent that United States’ capability to im- 
port oil, to say nothing of its ability to protect the lines of supply for 
the rest of the free world, would be extremely limited. Military experts 
on logistics have repeatedly testified before Congressional commit- 
tees that oil from the eastern hemisphere and even from the western 
hemisphere might not be available in time of war.(18) 


Captain S. A. Miller, U. S. Navy, Director of Naval Petroleum 
and Oil Shale Reserves, testified that: 


“ 


. We would not be concerned if we could rely on a 
long period of peaceful existence, but the military cannot do 
that—it might be national suicide. The present situation in the 
Middle East shows how little reliance can be placed on oil from 
that source .. . Also, I have been informed that the American 
Petroleum Institute has indicated that JP-4 jet fuel could not 
be supplied to the military in the amounts that would be re- 
quired in the case of a large scale war from our domestic petro- 
leum sources .. . ”(19) 


The Hon. Joseph O’Mahoney has testified that “ . . . 114 United 
States flag tankers were sunk by the German submarines right off our 
coast. We know now that Soviet Russia has a far greater submarine 
fleet than that which was possessed by Hitler . . . ”(20) 


Captain Miller further observed that “ . . . if we become more 
and more dependent on foreign oil as time goes on, the military will 
be in a bad way for its needed supplies if and when the next war 
emergency occurs .. . ”(21) 


It has been argued that there exists in the United States as shut-in 
reserves a capacity to deliver from domestic wells an additional two 
million barrels per day and, therefore, that the present importation 
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of 1.5 million barrels per day does not pose a serious threat in time 
of emergency. This theory has been exploded by no less an authority 
than A. L. Nickerson, President of Socony-Mobil Oil Co., Inc. (a com- 
pany which is a large domestic producer and also a larger importer 
of oil) who shows how misleading this argument is. Mr. Nickerson’ 
cites experiences of World War II and states that “The strong prob- 
ability is that we would not be able to produce more than eight percent 
of our total proved reserves each year on a sustained basis.” (Empha- 
sis supplied.) He concludes that such additional production probably 
could not be sustained longer than a few months and that a figure of 
600 thousand barrels per day Maximum Efficient Rate of production 
represents our domestic reserve shut-in capacity.(22) This conclu- 
sion is adopted by the Chase Report. 


As stated by J. H. Carmichael of the New York Times “The side 
which has the greatest availability of oil is the side which will win 
the next war.” (23) We must do everything humanly possible to promote 
a growing domestic supply of oil to offset, if not overcome, our de- 
pendence on supplies produced beyond our continental limits. 


C. Encouraging adequate domestic reserves of oil would benefit the 
entire oil industry. 


By reducing the domestic shortage of oil, a domestic synthetic 
fuel industry would also reduce the plausibility of arguments for fed- 
eral price controls based upon alleged price increases to take advan- 
age of world crises. Such action has recently been threatened in 
Congress. (24) 


According to Captain Miller synthetic fuels, especially fuels from 
oil-shale, are particularly adaptable to the production of jet fuels, 
diesel oil, and naval fuels, and further, the demand for these fuels 
causes the accumulation of excessive stocks of gasoline when oil from 
wells is used for diesel oil production. Captain Miller shows how oil 
from this source “ . . . will supplement, not compete, with our petro- 
leum industry which must continue to be geared to the vast civilian 
demand for gasoline.” He further states “that shale oil, therefore, 
appears to be an excellent source of the very fuels we would expect 
to be in shortest supply in an emergency.”(25) 


ee | 








1324 GENERAL REVENUE REVISION 


ITI. 


EXISTENCE AND PAST DEVELOPMENT OF SOURCES 
OF SYNTHETIC FUELS. 


A. Introduction—The answer to our growing shortage of domestic oil 
lies in the development of synthetic fuels, 


We have previously shown the growing dependence of the United 
States upon imports of oil, the vital necessity of abundant supplies 
both for peace time economy and war time emergency, and the uncer- 
tainty of such supplies in peace time as well as their almost certain 
absence in the event of war. The question arises as to ways and means 
of supplementing domestic fuel supplies. This section, therefore, will 
deal with the availability of reserves for the production of synthetic 
fuels and will demonstrate that the answer lies in the development 
of these sources of energy as quickly as possible. 


B. Known reserves of synthetic fuels. 


The principle sources of synthetic fuels are bituminous sand, coal, 
and oil-shale.(26) Because of the lack of extensive experience with 
bituminous sand and of reports of technology with regard to these 
deposits, no further reference will be made to this source except to 
state in passing that the sands of Utah, Texas, and California are esti- 
mated to contain from two to three billion barrels of oil. Canadian 
deposits are estimated to contain up to 500 billion barrels of oil.(26) 
There are within the United States vast deposits of coal, estimated 
up to almost two trillion tons by the U. 8. Geological Survey.(27) These 
deposits of coal are located in 31 states, and the U. S. Geological 
Survey indicates that further drilling will undoubtedly develop huge 
additional reserves. 


The third large source of synthetic fuel is oil-shale, known de- 
posits of which are located in many countries throughout the world, 
with producing plants in South Africa, Manchuria, and Sweden. Turn- 
ing to the United States, it has been reported by the U. S. Geological 
Survey that oil-shale has been found in Alaska and in at least one-half 
of the states.(27) The two principal formations within the United 
States are the Chattanooga Formation, located in Indiana, Ohio, Ken- 
tucky, Tennessee, Missouri, Illinois, Michigan, Pennsylvania, and New 
York, and the Green River Formation, located in the states of Utah, 
Wyoming, and Colorado. (28) 


Because of lack of data with regard to potential yields of shale 
in the Chattanooga Formation and other areas we will confine our 
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consideration to the reserves in the Green River Formation. The 
Green River Formation covers approximately 16,500 square miles, or 
10,560 million acres. Of the total, 2600 square miles are in Colorado, 
4700 in Utah and 9200 in Wyoming.(26) Because of lack of drilling, 
little is known of the richness and extent of the beds within the forma- 
tion in Utah and Wyoming, but a detailed estimate of a portion of the 
formation known as the Piceance Creek Basin in Colorado has this 
year been issued by the U. S. Geological Survey.(29) This study con- 
firms earlier estimates that shale in this area alone contains over one 
trillion barrels of oil! This is more than ten times total world consump- 
tion of oil to date. 


The following summary of oil-shale reserves in the Piceance Creek 
Basin available to private industry is quoted from Hartley and Brine- 
gar :(30) 


“Of more immediate interest to the oil industry, however, 
is the rich substrata known as the ‘mahogany ledge’. (The 
reshly mined shale has a distinct mahogany color.) The ma- 
hogany ledge, which lies under an average of about 1,000 feet 
of overburden, is from 70 to 90 feet thick. Although a few seams 
assay as much as 70 gallons per ton, the average for the full 
deposit is about 30 gallons. Mr. Donnell’s new calculations 
placed the total mahogany ledge reserve at 90 billion barrels... 


“Just as the recoverable reserve will increase with im- 
proved technology, the economic reserve will increase as crude 
oil costs rise. While we are unable to estimate today’s economic 
reserve accurately, we do know that it lies somewhere below 
the recoverable reserve. About half of the mahogany ledge is 
owned by private companies and half by the U. S. Government. 
The Government has assigned about five percent of the total 
to the Navy as a petroleum reserve, and the remainder has 
been withdrawn from entry, either by claim or lease. Thus, as 
a rough estimate, we can guess that the economic reserve avail- 
able to private industry at present and prospective costs is of 
the order of 30 to 40 billion barrels. 


“A 30 to 40 billion barrel economic reserve can support 
a very large oil shale industry. For example, at a production 
level of one million barrels a day—this is approximately Cali- 
fornia’s current total oil production—this reserve would last 
for 80 years. And after 80 years it is almost certain that im- 
proved technology and rising crude oil costs would have added 
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additional oil shale to the economic reserve. It is also probable 
that the Government would have opened their now-closed acre- 
age for private purchase or lease. 


“Since the United States is presently consuming an aver- 
age of 9,300,000 barrels of crude oil each day, and the rate is 
growing year by year, it seems unlikely that Colorado’s oil 
shale deposits will ever be limited in their development by mar- 
ket demand. Rather, the limiting factors would seem to be 
accessible deposits and working space.” 


The magnitude of this potential oil supply demands that close 
serutiny be given the possibilities of its development. 


C. Past and present experiments in domestic synthetic fuels production. 


Although synthetic fuels have been successfully produced in other 
countries, this nation has yet to produce such fuels for the domestic 
market. However, over a period of several years a number of domes- 
tie companies have carried on very promising experiments in the 
Green River area. 


Hartley and Brinegar report that “The Denver Research Insti- 
tute, for example, is working under contract from the Oil Shale Cor- 
poration of Nevada on a 25 ton-a-day model of a most interesting 
Swedish process; Esso Research has done work on retorting by the 
‘fluidized solids’ method; and the Sinclair Oil Company has carried 
out some highly-secretive experiments on underground, in-place re- 
torting.” (34) 


In addition, the Union Oil Company of California has expended 
to date 6.4 million dollars in developing, constructing and operating 
a pilot plant near Grand Valley, Colorado. By the end of 1957 this 
company will have budgeted a total of 8.1 million dollars for the proj- 
ect. This plant is now in operation at a rated capacity of about 300 
tons per day. Pictures of the plant are contained in the brochure 
attached hereto as Appendix II. The Union Oil Company plans to 
operate this plant for the remainder of 1957 in order to determine re- 
quirements for a commercial-size operation. (35) 


The U. S. Bureau of Mines has expended about 23% million dol- 
lars on oil-shale experimentation at Rifle, Colorado, and Laramie, 
Wyoming. About four million dollars of this expenditure represents 
present plant equipment and supplies.(21) This work was done pursu- 
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ant to the Synthetic Fuels Act of 1944 sponsored by Senator O’Ma- 
honey of Wyoming and Congressman Jennings Randolph of Virginia. 


The Bureau of Mines made substantial progress in developing 
mining and retorting methods for oil-shale.(26) There are presently 
pending before Congress bills authorizing the Navy to carry on this 
important work (H.R. 6373 and H.R. 6534). Also, the Bureau of Mines 
has spent substantially larger sums in experimenting with the hydro- 
genation of coal at various locations within the United States. (32) (33) 


Because of technological difficulties and higher mining costs, to- 
gether with the fact that coal is used as a primary fuel, it is thought 
that the use of coal as a source of synthetic fuel is farther in the 
future than the use of oil-shale.(33) Because this Committee is di- 
rectly interested in the development of an oil-shale industry and 
because oil-shale development appears more immediate than the de- 
velopment of other sources of synthetic fuel, we shall confine the re- 
mainder of our remarks to oil-shale, but it should be clear that, except 
for the factor of time, every argument herein advanced for oil-shale 
logically applies to coal and other sources of synthetic fuels. 
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IV. 


BENEFITS TO BE DERIVED FROM OIL SHALE 
DEVELOPMENT. 


A. A tremendous investment will be necessary to obtain commercial 
production of shale-oil. 


The Navy has estimated that it would cost 13.5 million dollars to 
conduct further mining, retorting and refining experiments before 
operations of shale-oil plants will be possible and that this would in- 
volve a five-year program. (36) 


The President’s Material Policy Commission (Paley Commission) 
referred to the investment involved as “similar to the investment in 
materials and manufacturing that might approximate that required 
for the Atomic Energy program in the last world war... ”(37) 


Very recently the Denver Research Institute issued a report giving 
the following estimate of the investment required: (38) 


“Unit Production Capital Requirements 


The capital requirements for a shale oil industry developed 
in this study based on January 1, 1957 cost levels, amount to 
$7,818 per barrel of crude shale oil capacity per day. This com- 
pares closely to an estimate made by Dr. W. C. Schroeder, for- 
merly Chief of the Office of Synthetic Fuels, U. S. Bureau of 
Mines, of $8000 per barrel per day based on 1955 cost levels. 
Dr. Schroeder also estimated that the average capital cost for 
new and replacement crude petroleum capacity in the United 
States, including exploration, production, refining and distribu- 
tion, will increase from about $5,900 per barrel per day for the 
period 1950-1955 to more than $9,000 for the period 1960-1965; 
he estimated the average capital cost of productive capacity 
abroad in the range of $3,000 to $4,000 per barrel per day for 
the next decade. According to Dr. Schroeder, shale oil capital 
costs “. . . are now, or soon will be, comparable with the capital 
costs of domestic petroleum.” Shale oil capital costs under these 
estimates: will not, of course, be comparable to foreign capital 
costs... 
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Capital Requirements 


The total capital requirements for mines, plants, pipelines, 
refinery and employee housing are estimated as follows: 


ee ER ee ch at Pte $6,958,392,000 
Parr tre 860,000,000 
TO OFS. EO. AS OSA $7 818,392,000” 


B. A commercial shale-oil industry would create a host of direct bene- 
fits to our economy. 


On the subject of the direct results which would follow a develop- 
ment of an oil-shale industry the Denver Research Institute arrives at 
the following startling conclusions: (39) 


“FINDINGS (BASED ON CRUDE SHALE OIL PRODUCTIVE 
CAPACITY OF 1,000,000 B/CD) 
The production and refining of shale oil at the rate of 
1,000,000 B/CD represents an enterprise of great magnitude. 


The necessary investment of an estimated 7.8 billion dollars 
would be comparable in size to the total assets of 7.9 billion dol- 
lars of Standard Oil of New Jersey, the largest oil company in 
the world, and which is, in terms of gross sales, the second larg- 
est company in the United States... 


Federal, state and local taxes generated by a 1,000,000 
B/CD shale oil industry would total an estimated 630 million 
dollars annually from the Colorado activities alone. 

To support the shale oil industry, a city larger than either 
Omaha or Oklahoma City would develop and increase the popu- 
lation of western Colorado by 340,000. 


“Metals Requirements 


Metals required for the construction of the industry have 
been estimated to be (in tons) : 


Within Colorado Outside Colorado Total 


PRLS eee 1,572,120 717,800 2,289,920 
Other Metals ..... .... 449,650 37,210 486,960 
WEE tnnnconteteans 2,021,770 755,010 2,776,780 


In addition, maintenance of the facilities would consume an 
estimated 135,000 tons of metals, largely °’ eel, annually. 
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“Operating Supplies 


Estimated operating expenses annually for supplies would 
be: 


EE CCN sian so owns shames’) of Adiesl °° $187 ,098,000 
NS GNI ni. oo no « cdneresie > avin dirich « « 49,356,000 


i ai i i tame $236,454,000 


... The fuel gas by-product of the Colorado refinery opera- 
tion, approximately 500 million cubic feet per calendar day, 
would be transported by pipeline to market. This amount of gas 
(1,000 BTU/cu. ft) is equivalent to approximately 31 million 
K WHR of power per day, or on an annual basis of about three 
times the total production of electrical energy in the State of 
Colorado in 1956. 


“Personnel Requirements 


The personnel and payroll to operate and maintain the 
facilities are estimated to be: 


Number of Employees Annual Payroll 


Within Colorado .............. 59,130 $387,120,000 
Outside Colorado ............. 3,870 23,785,000 
Mite twos i. ruc tee 63,000 $410,905,000 


“Supporting Community 


A city or cities with an estimated total population of 340,000 
supported by the shale oil industry will develop near Grand 
Valley to house and provide services for the 59,130 Colorado 
workers. 

Direct tax income generated by that portion of the shale oil 
industry within Colorado, its employees, supporting or second- 
ary employees and their property are estimated to be of the fol- 
lowing magnitude: 

Taxes Generated 


Within Colorado 
Annually 
SIL, ois 04h olhedeiihe wane enwd lees $560,088,000 
SE ee 42,700,000 
DED Suse unceuDs sclbbasesicccvanecd® 26,860,000 


nel « atabain= te anecer HRP Se $629,648,000 





‘ 
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The above tax figures do not include taxes which would be 
generated by the 3,870 employees employed by the Shale Oil 
industry outside Colorado, nor from the estimated $860,000,000 
of capital investment in the pipeline outside Colorado and in 
the California refining facilities.” 


The total local, state, and federal tax figures predicted by the In- 
stitute approximate about one percent of the current federal budget, 
and it should be noted that the quoted figures do not include the myriad 
excise and other indirect taxes and fees which would accrue to the 
public coffers. 


In addition, through leasing or other disposition of its vast hold- 
ings of oil-shale lands, untold amounts of money would flow into the 
U. S. Treasury. 


The United States, the states and political subdivisions now derive 
NO income whatever from shale-oil lands other than nominal local 
taxes. It is difficult to see how anyone could oppose measures necessary 
for the creation of an industry which would add such significant 
amounts to public revenues and private economy. 


C. An oil-shale industry would produce significant amounts of impor- 
tant by-products. 


According to the National Petroleum Council (40), oil-shale plants 
producing one million barrels of shale oil per day would produce the 
following by-products: 


Amipabehe 3) En hn PR IRE 1,840 tons/day 
Gee A foes 258, 860 tons/day 
Come. SiS OES 18. aS 23,600 tons/day 
EG i ot Re hennniee 496,600 NSCF/day 


According to Dr. Tell Ertl, (41) the ammonia may be used as 
ammonia or combined with the phosphate deposits of Southern Idaho 
and Northern Utah as a tremendous source of various fertilizers. Also 
a major potential for explosive products will be created. In addition, 
the sulphur may be used as such or made into sulphuric acid for use in 
mining phosphates, in refining petroleum, in concentrating uranium ore, 
and in manufacturing wood pulp and insecticides. 


Dr. Ertl points out that coke will have many uses, not the least of 
which is the manufacture of calcium carbide which is in short supply. 
He states that the power produced from a portion of the fuel gas will 
approximate the total produced by the Hoover Dam! Dr. Ertl also 


20675 O—58—pt. 2——4 
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shows the tremendous potential of oil-shale as a producer of gas used 
for the production of such materials as ethylene. This would create the 
foundation for a great petro-chemical and dye industry with such pro- 
ducts as “permanent type anti-freeze, synthetic tires and tubes, de- 
tergent soaps, brake fluids, hydraulic fluids, gas and oil resistant rub- 
bers, self-sealing gas tanks, cellophane, polyethylene (vegetable sacks, 
squeeze bottles), printing ink, moistening agent for cigarettes, orlon, 
dacron, dynal, and plastics for toys, dishes, ete.” (41) 


V. 


TO BE OF VALUE TO THE MILITARY SECURITY OF THIS 
COUNTRY THE OIL-SHALE INDUSTRY MUST BE A GOING 
CONCERN. 


During World War II, one of the major concerns of officials of 
our government was the fostering of adequate supplies of oil to carry 
on the war effort. The attitude of military leaders has already been 
set forth but it is interesting to note some of the statements made dur- 
ing that terrible emergency by responsible government officials. For 
example, Chairman Cole of the Cole Committee, on his retirement after 
eight years of service in study of the oil situation, in a letter to the 
President dated October 22, 1942 said: 


“We are certainly headed toward disaster, Mr. President, 
if we cannot make provision at this time for an increased supply 
of nearby petroleum . .. Our needs may reach 5 million barrels 
a day, in which case there is no present prospect of meeting 
them, and all the tanks and trucks and planes grounded in this 
country for lack of fuel will be of no account...” (42) 


On April 15, 1942, Petroleum Coordinator for War Ickes said: 


“That is why it is the solemn responsibility of each of us to 
see that this oil is available—an adequate, ever-continuing sup- 
ply of it—this year, next year, and for as many years as this 
war may continue.” (43) 


On April 15, 1942, the National Conference of Petroleum Regula- 
tory Authorities passed a Resolution: 


“We must not repeat the mistake of rubber. Is it not better 
to be alert, to plan ahead, to realize that we may have unforeseen 
events and disaster before final victory? Therefore, among other 





,, —_ a ee Bite Gee 


GENERAL REVENUE REVISION 1333 


things, we should begin to get ready to make available for petro- 
leum needs our proven deposits of coal and oil-shale . . .” (44) 


If responsible officials were so gravely concerned over petroleum 
production in World War LI, the facts and figures previously set forth 
herein with regard to petroleum supplies, and particularly the state- 
ments of military experts concerning the situation if war comes, 
should make us realize that the establishment of an oil-shale industry 
as a going concern is a matter of primary importance at this time. The 
trouble is that it will take years to get this industry into significant 
production. 


The Denver Research Institute has this to say about the availability 
of oil from shale in the event of national emergency: (45) 


“Time Requirements for Development of an Ou Shale Industry 
“Without costly investigation, only a rough indication can 
be given of the period of time required to develop a shale oil 
industry. Three aspects are considered here to indicate that a 
shale oil industry of a one-million barrel per day capacity would 
probably take more than five years to develop, even under emer- 
gency and top priority conditions. 


“The N. P. C. Subcommittee estimated that 18 months would 
be required to construct and bring into full production an oil 
shale mine-unit of 19,200 tons/CD capacity. Eighty such units 
would be required for a crude shale oil production of 1,000,000 
B/CD. With approximately 500 men required for the construc- 
tion phase of each mine unit, due to the manpower problem alone 
it does not seem feasible that initially more than about 10 mines 
could be constructed simultaneously. In addition, a considerable 
period of time would be required for selecting, surveying, and 
planning mine sites, for recruitment and housing of personnel, 
and for purchasing of materials and equipment. Similar problems 
would be encountered in the construction of the retorting and 
refining facilities. 


“It has been reliably estimated that sufficient water exists 
in Colorado for the establishment of a 2 million B/CD shale oil 
industry. However, storage facilities capable of holding a 265 
day water supply for the one million B/CD plant must be con- 
structed due to wide fluctuations in river flow. Construction of 
a dam or dams of this magnitude on the Colorado River or its 
tributaries would require about four years for completion. (It 
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has also been estimated that sufficient water exists at present, 
without further storage, for a 250,000 B/CD plant due in part 
to the future allocation for a shale oil industry of 50,000 acre 
feet of surplus water from the Green Mountain Reservoir). 


“The development of the synthetic rubber industry in the 
United States during World War II is indicative of the time 
required to establish a new industry. Like the shale oil industry 
today, the synthetic rubber industry was in its infancy in 1940 
with an annual production of less than 3,000 tons. It is an ex- 
ample of maximum growth rate of a sizeable industry since it 
was given top priority under emergency conditions. Four and 
one-half years elapsed from December, 1940, when the Recon- 
struction Finance Corporation initially requested construction 
plans for synthetic rubber plants until 1945 when the goal of 
805,000 long tons of annual synthetic rubber production was 
reached. 


“A shale oil industry producing 1,000,000 B/CD of crude 
shale oil requires processing of over 60 times as much material 
weight as a synthetic rubber production of 805,000 tons an- 
nually. In addition, it requires the expenditure of 7.8 billion 
dollars as opposed to a 700 million dollar total plant investment 
for the synthetic rubber industry. 


“In view of these facts, it seems reasonable to conclude 
that more than five years would be required to reach a produc- 
tion of 1,000,000 B/CD of shale oil, even under emergency and 
priority conditions.” 


With regard to water, the Denver Research Institute might have 
added one most important fact which is often overlooked, for it is 
provided by the Constitution of the State of Colorado that the right 
to water depends on the priority of appropriation and the application 
of the water to a beneficial use. (Constitution of the State of Colorado, 
Article XVI, Section 6.) In order to take advantage of the now available 
supplies of water the oil-shale industry must establish a priority to 
the water based upon beneficial use prior to its appropriation by others. 
This might not be possible a number of years hence. 


Mr. Hartley of the Union Oil Company of California has said: 


“Unfortunately, there is a growing opinion among the ex- 
perts who keep track of oil reserves that domestic supplies of 
crude oil may, within a very few years, fall far short of our 
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country’s essential needs. Thus, if an extreme national emer- 
gency developed it could well happen that oil from oil shale 
would be needed immediately. However, our experience has 
shown that immediate production of shale oil for defense needs 
would be possible only if a shale industry was in existence at 
the time of the emergency. Simply having designed plans on- 
the-shelf would not be enough. Even under the highest priority 
‘crash’ program possible, two to three years would be required 
to get the technical people and critical materials together to 
bring a shale industry into existence. Just as the Air Force 
stockpiles actual weapons, our country must ‘stockpile’ a ‘going- 
concern’ shale industry if the products are to be available for 
the defense of our free nation.” (46) 


Captain Miller aptly states: 


“The world situation presents a crisis now on fuel for do- 
mestic and industrial requirements, and time is getting short 
in the light of the time that will be required to initiate a shale 
oil supply to supplement domestic petroleum production. In 
my opinion, with imports now placed at 114 million barrels a 
day, the situation verges on the critical.” (47) 


As already demonstrated, the oil-shale industry would make avail- 
able the very fuels in most critical short supply during periods of na- 
tional emergency. In view of current world events this country dare 
not hesitate to create such an industry. 
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VI. 


[IN ORDER TO CREATE AN OIL SHALE INDUSTRY, IDENTI- 
CAL FEDERAL TAX TREATMENT TO THAT ACCORDED 
CRUDE OIL AND GAS PRODUCED FROM WELLS SHOULD 
BE GRANTED. 


A. Identical tax treatment is needed in order to attract the necessary 
capital to establish a going industry. 


How is industry to raise the billions necessary to establish shale 
oil production at the rate of one million barrels per day? 


The Chase Report concludes that in order to meet free world de- 
mand for oil by 1965 the oil industry will require capital for the period 
1955-1965 of 115 billion dollars. The Chase Report states that: 


“Most of this sum must be generated internally from the 
operations of industry, since the capital markets can provide 
only a small percentage of the total. These vast sums empha- 
size the magnitude of the amount of capital formation that will 
be required and point to the importance of maintaining condi- 
tions in which the financial mechanism can function adequately. 
Any substantial interference with the processes of capital forma- 
tion will seriously dim the hopes for an expanding economy, 
so essential is petroleum to industrial expansion and living 
standards the world over . . . ”(48) 


In a statement reproduced for the use of the Joint Congressional 
Committee on the Economic Report November 9, 1955, Henry B. 
Fernald, Esq., speaking on behalf of the American Mining Congress, 
outlined the history of the depletion allowance. Mr. Fernald pointed 
out that “The principle of discovery depletion was simple in recog- 
nizing that the mineral deposit was essentially capital, the realization 
of which, through extraction and sale of the mineral, should not be 
taxed as if it were income . . . ”(49). Mr. Fernald then explained 
that percentage depletion was substituted for discovery depletion in 
1926 because of the difficulty of administering the provisions of the 
old laws. However, he emphasizes the fact that the principle involved 
is the same. In other words, percentage depletion is a device for 
recovering capital and, in reality, a means of generating capital for 
further development. 


The states of Utah, Wyoming, and Colorado by statute provide 
for depletion allowances which would place oil-shale deposits in a 
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position at least equal to that accorded oil and gas produced from 
wells. In Colorado, oil shale deposits are accorded a higher depletion 
allowance (40%) than oil and gas from wells (27%). 


Since historically the necessary capital must be generated within 
the industry, a depletion allowance which will render funds available 
to be “plowed back” into further exploration is an absolute necessity. 

The Paley Commission indicated that the oil-shale industry would 
commence with minimum-size commercial plants and then expand by 
multiplying units.(50) That Commission went so far as to recom- 
mend direct limited government assistance to qualified companies in 
order to accelerate the gaining of technical knowledge leading to 
ultimate commercial production.(51) But private industry says that 
it does not want government subsidies; all it wants is the same treat- 
ment as is afforded the product found by drilling wells.(52) 


B. Equal tax treatment of synthetic fuels will benefit everyone and 
imjure no one. 


While a few companies have pioneered in the field of private oil 
shale development, 20 or more large companies have substantial hold- 
ings. In addition, many individuals, estates, and companies have small 
properties in the Green River area and, following commercial pro- 
duction, it is reasonable to assume that the United States will provide 
some means for the leasing or other disposition of its tremendous 
acreage. This will result in extending the opportunity to participate 
in this industry to many companies. 


C. Equal tax treatment is a tradition of this government. 


On April 26, 1957 the Governors of the eleven western states at 
their annual convention in Reno, Nevada, unanimously adopted the 
following Resolution: 


“BE IT RESOLVED by the Western Governors’ Confer- 
ence that in the interest of national defense and the develop- 
ment of new resources within the borders of this country, the 
Congress of the United States is urged to grant unto the oil 
shale industry the same depletion allowance as is now accorded 
oil and gas produced from wells for federal income tax pur- 
poses.” 


It is apparent that an oil-shale industry far from competing for 
customers, must compete for dollars of capital. The Denver Research 
Institute Report highlights the fact that the required investment per 
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barrel of shale-oil, while comparing favorably with domestic crude 
investment requirements of the near future, will be at a disadvantage 
for some time to come when compared to the investment required per 
barrel of foreign oil. 


There are many examples of action by the Congress of the United 
States specifically designed to encourage private industry in certain 
areas of endeavor. One thinks of prime contracts for missiles, the 
arrangements made to spur production of synthetic rubber, accelerated 
write-off provisions designed to encourage dispersion of defense in- 
dustries, and the stockpiling of critical materials, to name only a few. 
Where, as here, industry is not asking for a subsidy of any kind, nor 
for preferential tax treatment, but merely for equal tax treatment so 
that it can do a job which is obviously necessary for the security of 
this country and which manifestly benefits the entire economy, it is 
respectfully submitted that such tax treatment is in accord with the 
policies of Congress. 


COMMITTEE FOR OIL SHALE DEVELOPMENT 
Richard S. Kitchen, Chairman 
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APPENDIX I 
85th Congress 


lst Session 


IN THE HOUSE OF REPRESENTATIVES OF THE 
UNITED STATES 


Mr. introduced the following Resolution, which 
was read twice and referred to the Committee on Ways and Means. 


RESOLUTION 


WHEREAS, oil is rapidly approaching a production crisis in the 
United States; and 


WHEREAS, the domestic petroleum industry should reach its 
maximum production within the next decade or two and thereafter 
decline, resulting in the United States becoming increasingly dependent 
upon foreign imports to meet its rapidly growing oil requirements; and 


WHEREAS, in the United States the consumption of petroleum 
has doubled in the last fifteen years with indications for the future of 
steadily increasing consumption; and 


WHEREAS, consumers and processors of petroleum products are 
gravely concerned by the fact that discoveries of new domestic oil fields 
of significant size are dwindling while at the same time the percentage 
of dry holes drilled, the average depth of new wells, and the cost of 
completing wells are increasing at an alarming rate; and 


WHEREAS, the United States and all other industrial nations to- 
day are utterly dependent upon petroleum for the energy to drive their 
industrial machines and to furnish light, heat, transportation and many 
of the other necessities and comforts of modern living; and 


WHEREAS, the United States now imports approximately one 
and a half million barrels of petroleum per day to meet consumptive 
demand; and 


WHEREAS, recent events have demonstrated the United States 
and the Free World must have an adequate and independent reserve of 
oil readily available to give them freedom from economic coercion; 
and 
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WHEREAS, the petroleum consumers of the Free World are de- 
pendent for their day-to-day needs upon areas which drive hard bar- 
gains; and 


WHEREAS, the security, economy and welfare of the United 
States and the Free World are intricately dependent upon the free 
flow of petroleum in adequate supply; and 


WHEREAS, in time of war or international emergency, oil imports 
would of necessity be transported through areas within the sovereignty 
of foreign nations, or on the open seas subject to hostile action which 
could halt them entirely ; and 


WHEREAS, a dependable ready-to-use supply of petroleum with- 
in the United States would stabilize petroleum marketing conditions, 
protect friendly nations from exploitation, and become a most potent 
factor for world peace; and 


WHEREAS, the nation or nations having the greatest ready 
supply of petroleum will have a distinct advantage should war come; 
and 


WHEREAS, an adequate reserve of petroleum in usable form, 
quantity and quality in the interior of the United States would insure 
our citizens military security plus sufficient fuel and energy to meet the 
requirements of an ever expanding free economy and higher and still 
higher standards of living, at a price level based neither on govern- 
mental controls nor short supply; and 


WHEREAS, since 1944 the Federal Bureau of Mines under the 
direction of Congress has conducted an extensive research program in 
the field of producing synthetic oil from coal and oil-shale and with very 
satisfactory results; and 


WHEREAS, currently private industry is producing experimen- 
tally a limited quantity of synthetic oil from shale equal in quality to 
the best crude oil obtained from the nation’s oil and gas wells; and 


WHEREAS, oil shale beds of varying thickness and oil content 
are known to occur in more than half of the states, and coal beds occur 
in 31 states; and 


WHEREAS, in the Public Land States of Utah, Wyoming and 
Cglorado there are vast and well defined deposits of oil-shale which 
contain more than a trillion barrels of oil—the federal government 
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being the sole owner of more than half of this enormous deposit and 
reserve; and 


WHEREAS, the national coal reserves are approximately two 
trillion tons, a large portion of which is located in Public Land States 
and owned by the Federal government; and 


WHEREAS, when oil is extracted from oil-shale substantial 
amounts of by-products, such as coke, sulphur, liquid ammonia, and 
waste gas suitable for the production of power, are also produced; and 


WHEREAS, the establishment by private capital of a synthetic 
fuels industry developing these deposits of oil shale and coal would 
lead directly to the production of huge revenues for the United States 
through the leasing, sale or development of its vast holdings on the 
Public Lands; and 


WHEREAS, the Congress of the United States has undertaken 
the development of the Upper Colorado River Basin at a substantial 
investment that will be returned to the Treasury many fold as the five 
states immediately concerned, Wyoming, Utah, Colorado, New Mexico, 
and Arizona, develop their huge natural resources including oil-shale 
and coal; and 


WHEREAS, the establishment of industries to produce oil from 
shale and coal would create new resources, new wealth and new tax 
revenues for local, state, and federal governments; and 


WHEREAS, the development of industries to produce oil from 
shale and coal will require many years for the installation of huge 
mining, retorting, refining, transportation and service facilities which, 
in the event of a sudden national emergency, could not be made avail- 
able; and 


WHEREAS, in order to extract oil and gas from oil shale and 
coal it is necessary to process the ore by means of retorting or other 
similar procedures; and 


WHEREAS, the creation by private industry of a synthetic liquid 
fuel from oil shale and coal requires a capital investment of hundreds 
of millions of dollars, to provide the necessary mining, crushing, re- 
torting, and refining facilities; and 


WHEREAS, the ability of free enterprise to procure the necessary 
investment capital to produce synthetic petroleum fuel from oil-shale 
and coal of competitive quality, rests squarely upon these prospective 
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industries being granted identical federal tax treatment to that ac- 
corded crude oil produced from gas and oil wells; and 


WHEREAS, the states most immediately concerned with the 
development of an oil-shale industry have long recognized the desir- 
ability of granting tax treatment at least as favorable as that granted 
producers of oil and gas from wells; and 


WHEREAS, with constructive tax treatment by Congress such an’ 


industry will commence the recovery of oil from America’s huge oil- 
shale and coal reserves; and 


WHEREAS, strengthening the national defense, providing orderly 
industrial growth, and assuring adequate supplies of petroleum for our 
expanding national economy and for future emergencies are the avowed 
aims of our government; and 


WHEREAS, converting this nation’s mountains of oil shale and 
its vast beds of coal into liquid energy is a challenge of the first magni- 
tude that demands constructive action by Congress now. 


NOW, THEREFORE, Be it Resolved by the House of Representa- 
tives and the Senate of the United States of America in Congress 
Assembled : 


That, for the purpose of establishing allowances for depletion in 
computing net income taxable by the United States of America, the 
percentages accorded deposits of oil shale, coal, and other natural 
deposits, when any of them are processed for the extraction of synthetic 
liquid fuel shall be identical to that allowed to oil and gas wells, and 


That, in the case of such deposits processed for the extraction of 
synthetic liquid fuel, for the purpose of computing gross income, gross 
income from mining shall, as in other cases, include ordinary treatment 
processes, including mining, crushing, retorting, and other extraction 
procedures. 


| 
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Mr. Kircuen. We will now proceed to introduce our three wit- 
nesses for the presentation of oral testimony. 

It is my honor to present, first, the former Senator from the State of 
Colorado. 

The CuarrMan. Senator Johnson, we are pleased to have you with us 
this morning. 


STATEMENT OF HON. EDWIN C. JOHNSON, ON BEHALF OF THE COM- 
MITTEE FOR OIL SHALE DEVELOPMENT, DENVER, COLO. 


Mr. Jounson. Mr. Chairman, gentlemen of the committee, beyond 
expression I appreciate this opportunity of appearing before the most 
important committee of Congress, on a matter of vital importance to 
the industry and security of the Nation. 

If I fail to impress you with the advantageous qualities inherent 
in this cause I present, the fault is mine, for my proposal has great 
merit. Your decision will be realistic and sincere whatever it may be, 
of that I am sure. 

During my extended service in Congress on revenue legislation, I 
have witnessed endless evidence demonstrating this committee’s sound 
judgment and uniform practice of fairness toward taxpayers. 

My proposal will not extract 1 red cent from the Federal Treasury, 
directly or indirectly. To the contrary, it will add millions directly 
to State and Federal tax revenues, increase by tens of thousands the 
employment rolls of well-paid technicians and skilled workers, and 
insure adequate supplies of the most essential and strategic liquid 
fuel which will enhance in turn the Nation’s security. 

By the stroke of a pen, this Congress can unleash a miraculous 
giant, ready and willing to bestow great blessings upon the people 
of the United States and the free world. 

In 1926 Congress acted with foresight and wisdom by adopting a 
most realistic tax policy for domestic petroleum producers. There 
is much proof of that unequivocal statement, and it is unequivocal 
and is made without reservation. 

The demand for more and ever more oil by our expanding transpor- 
tation and industrial economy had been othtiig short of phenomenal. 
By 1942, 15 years after the bold action by Congress, the quantity of 
petroleum consumed in the United States had more than doubled. 

During the following 15-year period, which brings us to this date, 
the quantity of petroleum consumed by our transportation and indus- 
trial revolution had doubled again. 

Every indication of today suggests that by 1972 the domestic con- 
sumption of petroleum for the third time will double. But now the 
economy of the whole world is being geared, on a worldwide basis, to 
petroleum, with its use limited only i its supply. 

Our “difficult to manage” public debt, our rapidly increasing popu- 
lation, and our determination to protect the whole free world compels 
us to expand our industrial capability at an ever-accelerated pace. We 
dare not slow down, and that makes a more extensive use of petroleum 
a certainty. 

Today, petroleum provides nearly 70 percent of the enormous 
energy required in these United States, and every day this percentage 
is climbing. It is not an exaggeration to say that our industrial 
progress, our high standard of living, and our freedom and the free- 
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dom of the free world depends upon our capacity to provide an ever- 
increasing supply of petroleum energy. 

Today we are consuming four times as much petroleum as we con- 
sumed in 1926, when Congress acted with such inspired wisdom. But 
today we are 30 years closer to the period of diminishing returns from 
our oil and gas wells. Must we wait until there is a devastating short 
supply before we act ? 

There are rumblings in some congressional areas advocating the 
reduction of the depletion allowance on oil and gas wells. That is bad 
news for consumers. 

A more unfortunate time for such a backward step could not be 
chosen. The percentage of “dusters” being drilled is going up, up, up, 
and the depth of producers is going down, down, down, year after 
year. 

If ever an adequate depletion allowance as a production incentive 
were needed to bolster the supply of petroleum, it is right now. 

Here is something the opponents of a realistic depletion allowance 
should ponder. I am not paying as high a price for my gasoline 
today as I paid in 1926, when I lived in the shadow of a refinery, At 
that time State and Federal taxes on my gasoline was 5 percent; now 
it is 25 percent. 

During my 18 years on the Senate Finance Committee, I supported 
petroleum production depletion for no other reason than to protect 
gasoline consumers against a short supply and a higher price. 

It is my considered judgment that, without such a realistic produc- 
tion tax incentive, the price of gasoline would be 50 percent higher 
to the consuming public and production of domestic oil would be at an 
alarmingly low level right now. _ 

The production tax incentive has enabled the petroleum industry 
to absorb the devastating onslaught of inflation which has raised par- 
ticular havoe with the price of all other commodities since 1926. 

Today the United States imports approximately 114 million barrels 
of petroleum and petroleum products per day to meet her consumptive 
demands. As our uses soar imports must soar also. 

New domestic wells cannot come in fast enough. In time of war or 
international emergency these foreign supplies would be transported 
by necessity through areas within the sovereignty of foreign nations 
and on the open seas, and, therefore, subject to hostile action which 
could halt them entirely, leaving us in short supply in the hour of 
our greatest need, 

May God grant that war does not come, but should it come, the 
nations having the greatest ready supply of petroleum will have a 
distinct advantage. In that field of life and death struggle, we dare 
not be in second place. 

Fortunately for all of us, the United States has huge deposits of 
oil shale and fantastically large reserves of coal, which can be con- 
verted to liquid fuel if Congress provides the necessary processing 
methods with equitable tax treatment. 

These oil shale deposits occur in more than half of the States and 
these coal reserves in 31 States. 

The Nation’s coal reserves as reported by the Department of the 
Interior, USGS Circular No. 293—revised for 1956—are 1,845 billion 
tons, most of it on public lands. 
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The United States Geological Survey reports that oil shale has 
been found in Alaska and at least in half of the States. The two 
deposits of greatest significance are the rich and thick oil shales of 
the Rocky Mountain region, known as the Green River formation 
and the black shales occurring in several Eastern States, known as the 
Chattanooga formation. 

The Green River formation covers an area of approximately 16,500 
square miles including 2,600 square miles in Colorado, 4,700 in Utah, 
and 9,200 in Wyoming, with much of it on public lands. 

A very recent survey of the USGS indicates that in Colorado alone, 
after eliminating all shales running less than 15 gallons of crude oil 
to the ton, there are at least 1 trillion barrels of oil locked up in these 
shales. 

The Utah and Wyoming oil shale beds have not been core drilled 
but the USGS estimate is that Wyoming has at least 5 billion barrels, 
and Utah at least 50 billion barrels of recoverable liquid fuel. 

The Mohogeny ledge in Colorado runs from 30 to 45 gallons of 
liquid fuel to the ton and would require 80 years to extract its oil at 
the rate of 2 million barrels a day. 

The United States Geological Survey’s latest statistics on the coal 
reserves of Wyoming, Colorado, and Utah, show Wyoming’s coal 
reserves to be 120,766 million tons; Colorado’s, 99,420 million; and 
Utah’s, 92,868 million tons. 

As [have said, most of these reserves are on public lands. 

The Synthetic Liquid Fuel Act passed by Congress in 1944, directed 
the Bureau of Mines to conduct research and development work on 
methods of producing commercial oil products from oil shale and coal. 
As a result, the Bureau conducted an extensive research program in 
the field of producing synthetic oil from shale and coal with very 
satisfactory results. 

In their experiment at Rifle, Colo., Congress spent $17 million de- 
veloping a practical method of extracting liquid fuel from oil shale. 
It was the expressed ues of Congress at that time, and I think since, 
that this initial expenditure would encourage private capital and 
private industry to carry the experiment through to the development 
stage. 

As anticipated the research directed by Congress has had that 
desired result. 

Union Oil of California has built a pilot plant in their California 
laboratory and another in the oil shale mountains near Grand Valley, 
Colo., at a total expenditure of almost $8 million, with a rated capacity 
of about 300 barrels of liquid fuel per day. 

The Denver Research Institute is conducting tests of a Swedish 
designed retort for the Shale Oil Corp. Other oil companies are 
carrying on active testing work. 

This pilot plant at Grand Valley has proved the commercial prac- 
ticability of this oil source; however, it has also reconfirmed the 
serious Investment road blocks facing the unborn oil shale industry. 

To raise the immense capital from private sources, required to 
finance such an industry, presents the greatest difficult. There just 
isn’t a Chinaman’s chance to interest investor capital in liquid fuels, 
unless and until Congress accords equitable tax treatment in this 
competitive field to this prospective industry. 
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Today the Treasury does not receive one penny from the synthetic 
7. uel industry since there is no such industry. 

Congress exercises the same constructive judgment it used in 
1926, towards this potential industry, there will be such an industry 
and the Treasury will have a whole flock of additional heavy con- 
tributing taxpayers. 

A fully equipped oil shale plant, including refining facilities which 
could convert raw shale oil to a product equal to high-grade crude oil 
would cost about $7,800 for each barrel of daily capacity. Thus 
a 20,000-barrel-a- -day plant would cost about $156 million; a 100,000- 
barrel-a- day plant in excess of $700 million, and so on. 

In addition, a pipeline to the Pacific Coast would cost between $50 
and $100 million. 

On this basis of calculation, it would require a capital investment of 
$7 billion to build an oil shale industry with a production capacity of 
1 million barrels of liquid fuel a day. 

Oil shale and coal were not deemed to be a part of our oil supply 
when the depletion tax rates were gr anted by Congress in 1926 to oil 
and gas well production. Today it is a far different story and the 
need for additronal supplies of crude oil is very great. 

Most respectfully, therefore, we urge this very able committee to 
give the industries processing oil shale, coal, and other natural hydro- 
carbon deposits for the extraction of synthetic oil and gas, the identi- 
cal tax treatment now available to oil- and gas-well production. 

Unless and until Congress acts to make it equally attractive for 
private capital to invest in synthetic fuels to. that now accorded in- 
vestors in oil and gas wells, there can be no progress made in the domes- 
tic synthetic fuel indust 

The Carman. Thank you, Senator. 

Mr. Krrcnen. Fred Hartley. 


STATEMENT OF FRED L. HARTLEY, VICE PRESIDENT FOR 
RESEARCH, UNION OIL COMPANY OF CALIFORNIA 


Mr. Hartitey. My name is Fred Hartley, vice president for research 
for Union Oil Company, of California. 

Our address is 617 West Seventh Street, Los Angeles. 

I would like to summarize my written statement and desire that 
my full statement be included in the record. 

‘The Cuamman. Without objection your full statement will be 
included in the record. 

Mr. Hartiey. Thank you, Mr. Chairman. 

(The statement referred to is as follows :) 


STATEMENT OF FRED L. HARTLEY, VICE PRESIDENT FOR RESEARCH, UNION OIL 
CoMPANY OF CALIFORNIA, BEFORE WAYS AND MEANS COMMITTEE OF THE HOUSE 
OF REPRESENTATIVES, UNITED States Coneress, Re SyNTHETIC FuELts DEPLE- 
TION ALLOWANCE 


An ancient saying refers, somewhat sarcastically, to the unlikely task of 
“setting blood from a stone,’ which parallels our task of getting oil from 
oil shale rock. We are attempting to do this, and do it in a competitive commer- 
cial manner. Oil shale rock looks like this: 
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FieureE 1.—Colorado oil shale. 


and the blood—the key energy source of our American economy—is oil. Raw 
shale oil is similar to petroleum-derived crude oil; but, as shown in figure 2, it 
is less fluid at room temperatures. 






CRUDE OIL (25° API) RAW SHALE OiL (21° API) 


Figure 2.—Raw shale oil. 
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The purpose of this discussion is to describe the origin of oil shale, the lo- 
cation of significant deposits, and the procedures which have been developed 
for mining this raw material and extracting therefrom a petroleum hydrocar- 
bon product.* 

The most significant known United States deposit is the Green River forma- 
tion. This formation occurs throughout an area of approximately 16,500 square 
miles, including 2,600 in Colorado, 4,700 in Utah, and 9,200 in Wyoming (fig. 3). 
That portion of the Green River formation occurring in Colorado’s Piceance 
Creek Basin, and specifically the rich substrata known as the mahogany Ledge, 
is currently of greatest economic interest. 

Total potential oil content (without making allowances for losses that would 
be incurred in the mining and treatment of oil shale) of the Green River formation 
has recently been estimated, by the United States Geoligical Survey, to be in 
excess of 1.5 trillion barrels. This can be compared to recent estimates of 
United States proven conventional petroleum reserves of something less than 
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33 billion barrels and total free-world proven reserves of approximately 207 
billion barrels. 

Abut one-half of the Mahogany Ledge area is United States Government 
property, of which 10 percent is set aside as a petroleum reserve for the Navy. 
Union Oil Co. of California entered the shale picture early in 1920 and we now 
have approximately 10 percent of what is available to industry. It should also 
be noted that reasonably good deposits of oil shale are found to exist in the 
Chattanooga formation of Indiana, Ohio, Kentucky, Tennessee, and neighboring 
States. 

The Bureau of Mines has defined oil shale as a laminated, sedimentary rock— 
that is, a rock formed by successive deposits of plant and animal life mixed with 
clay and sand. The rock, therefore, contains organic material (usually called 
“kerogen”) from which oil is released by the application of sufficient heat to 
cause its thermal decomposition. The shale oil, then, is extracted as is mercury 
from cinnabar ore. 

Until the beginning of this year we have derived ore for the operation of 
our shale demonstration plant at Rifle, Colo., by the use of strip-mining (figs. 4, 

e5,and6). 


1 Appendix A is included to provide a frame of reference of commonly accepted defini- 
tions of many of the terms found in this presentation. 
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Commercial operation would, of course, require underground mining by some 
procedure such as the room-and-pillar mining technique developed by the United 
States Bureau of Mines. The Bureau’s excellent work in the development of 
oil shale mining methods was initiated by the enactment of the Synthetic Liquid 
Fuels Act of 1944. In the room-and-pillar method, the mine roof is supported 
by pillars of oil shale, left standing at staggered intervals. This room-and- 
pillar mining method recovers about 75 percent of the available Mahogany ledge 
shale, and permits a substantial reduction in the cost of mining shale because 
it affords the use of giant mining and transportation machinery. There are, 
however, risk factors inherent in the mining of oil shale that act as deterrents 
to profitability of operation. Experience has shown that shale formations do 
not exist as uniformly solid strata. In any commercial oil shale venture, it 
would be necessary to explore each potential mine site extensively by the use 





Ficure 6. 


of diamond drilling. Closely spaced drilling patterns would be required to 
outline the reserves and to then, more specifically, block out possible mine loca- 
tions. The diamond-drilling technique makes it possible to locate voids during 
this exploratory program. On the basis of information gained during this 
exploration, a given site will be developed or abandoned. In spite of this ex- 
ploration, however, it is still possible to run into unpredicted joints and/or 
faults after opening up a mine, which would present a safety hazard that could 
make mining impossible and force abandonment of the selected area. Such a 
joint system in the Bureau of Mines mine at Rifle, Colo., is thought to have 
caused their roof fall in 1955. It is also significant that oil shale is about four 
times as resistant to breaking as concrete, and therefore exploration is costly. 

The risk, then, is great even when the best mining technique now known 
(room-and-pillar) is used, in that there is no certainty an established shale 
mining operation can continue if an unsafe or low quality section is encountered. 

Nevertheless, the commercial production of strategically important shale oil 
requires that these risks be met and ways found to minimize them. It is our 
conviction, and the belief of recognized mining experts, that as more individuals 
and firms are attracted to the mining of shale and the production of shale oil, 
great strides in mining technology will be achieved. This advanced technology 
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may permit the eventual production from more marginal oil shale deposits such 
as the “Chattanooga formation” in Tennessee. ry 

Whatever mining technique is used, oil shale is drilled, blasted, and the re- 
sultant broken material transported first to the crushing plant (figs. 7, 8, and 9). 





Ficure 8. 
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Because of the advances which have already been made in oil shale mining, 
the spotlight has been thrown on the quest for a process technique for extracting 
shale oil from oil shale rock. Shale oil is extracted by an “ordinary treatment 
process” which we refer to as “retorting,”’ and which is seen, by way of analogy, 
to be substantially equivalent to the furnacing of quicksilver ores,’ as in the 
following: 

In the treatment of the ore (oil shale or cinnabar), the ore is passed vertically 
through a retort or furnace in which a countercurrent stream of hot gas acts as 
a heat exchange fluid to increase the temperature of the ore and thus decompose 
the product-containing compounds (kerogen or mercuric sulfide) present. This 
thermal decomposition causes the kerogen or mercuric sulfide in the ore to change 
from a solid to a gas or vapor. The products of thermal decomposition are: 
A vaporized liquid product (oil or mercury); materials which are normally 





gaseous at room temperature; and residual spent material. In the vapor state 
the products of decomposition flow from within the individual pieces of ore. 
The vaporized liquid product (shale oil or mercury) is condensed and collected 
as a liquid and, in the case of oil shale, the normally gaseous material is a com- 
bustible product of low B. t. u. content. 

As far as the refining of shale oil into competitive petroleum products is con- 
cerned, recently completed experimental refining confirms that all major problem 
areas are resolved. 

Finished products derived from shale are indistinguishable from their natural 
petroleum counterparts, just as sugar from beets is indistinguishable chemically 
from that made from cane. 

Shale-derived end products include gasoline, diesel fuel, and jet fuel. I am 
happy to be able to tell you that barrel quantities of specification JP-4 jet fuel 
= submarine diesel fuel are now en route for engine testing by the United States 

avy. 


1 See appendix B for applicable code section. 
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In conclusion, it seems self-evident to me that, because the rock itself has no 
value, a depletion allowance, to mean anything, must be on the basis of the 
extracted oil itself, not on the rock. Your favorable action providing equitable 
tax treatment for this potential industry, based on new American technology, 
will help assure a continued, reliable source of petroleum for the citizens and 
armed services of this country. 

Further reference is made to appendix C—bibliography of articles describing 
ordinary cinnabar treatment processes, and United States patents describing 
retorts applicable to both oil shale and cinnabar ore. 


APPENDIX A 


DEFINITION FROM METALLURGICAL DICTIONARY, BY J. G. HENDERSON, PUBLISHED BY 
REINHOLD, 1953 


Concentrate: The product obtained by concentrating disseminated or lean 
ores by mechanical or other processes, thereby eliminating undesirable minerals 
or other constituents. 

Furnace: A high-temperature industrial heating device for the processing or 
reduction of ores; for the heat treatment, processing, or melting of metals; for 
the firing of ceramic ware or refractories; and for other heating applications. 
Basically, a furnace consists of a heat-resistant enclosure (usually refractory 
lined), and an internal source of heat which may be the combustion of fuel or 
some adaptation of electrical heat energy, such as electric are. There is in 
existence a wide variety of industrial furnaces. Some are classified with respect 
to structural design features, or the class of work accomplished; some for the 
material or products treated, converted, or otherwise processed; some for the 
heat source utilized, while many are named for the designer, inventor, or 
manufacturer. 

Gangue: The waste portion of ore from smelting or refining operations. 

Mercury: A metallic element; atomic weight, 200.6; atomic number, 80; melt- 
ing point, —38° F.; boiling point, 675° F.; valence, 1 or 2; specific gravity, 13.6. 
Mercury is a heavy, liquid metal, silvery, and a fair conductor of heat and elec- 
tricity. Mercury dissolves certain other metals to form amalgams. It is oc- 
easionally found in the native state, but its chief source is the ore cinnabar, a 
sulfide of mercury. Mercury is used for silvering mirrors; for barometers, ther- 
mometers, and other scientific instruments; for mercury discharge lamps, and in 
making dental amalgams. Considerable quantities are used in the amalgama- 
tion process for the recovery of gold and silver from their ores. 

Ore: A naturally occurring substance containing minerals that can be ex- 
tracted profitably. 

Retort: Any vessel used for the distillation of volatile materials. Retorts are 
commonly used in process metallurgy for the distillation and subsequent recovery 
of either the distillate or the residue of metal compounds. 

Roasting: Any heating operation for the purpose of driving off volatile ma- 
terials, or to effect certain chemical changes at temperatures below those re- 
quired for complete fusion. As a process metallurgical operation, it consists 
of heating ores under oxidizing conditions, usually for the purpose of removing 
sulfur from sulfide ores, or to convert such ores to sulfate. 

Sintering: (1) The formation of larger particles, cakes, or masses from small 
particles or grains by heating alone, or by heating and pressing, so that certain 
constituents of the particles or grains coalesce, fuse, or otherwise bond together. 
See also Coalescence; Fritting. (2) In powder metallurgy, the heating of metal 
powders or compacts to convert them into coalseced, alloyed brazed, or welded 
masses, under controlled conditions of time, temperature, and atmosphere. 

Smelting: A process metallurgical operation in which the metal sought is sep- 
arated in a fused state, from the impurities with which it may be chemically 


combined or physically mixed. 
DEFINITIONS FROM WEBSTER’S NEW COLLEGIATE DICTIONARY, SECOND EDITION 


Cinnabar : Red mercuric sulfide, Hg, the only important ore of mercury. Arti- 
ticial red mercuric sulfide, used principally as a pigment. The color, vermilion. 

Concentrate: To bring or come to, or direct toward, a common center ; to gather 
into one body, mass, or force; as, to concentrate rays to a focus; to concentrate 
attention. To increase in strength by removing diluting or admixed material; 
as, to concentrate ores by washing; a concentrated food. 
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Oil: Any of a large class of unctious combustible substances, which are liquid, 
or at least easily liquefiable on warming, and soluble in ether, but not in water. 
They leave a greasy stain on paper, cloth, etc. Specifically petroleum. Any 
substance of an oily consistency. 

Furnace: An enclosed place in which heat is produced, as for reducing ores, 
melting metals, warming a house, etc. 

Gangue: The worthless rock or vein matter in which valuable metals or min- 
erals occur; veinstone, matrix. 

Mercury: A heavy silver-white metlalic element, the only metal that is liquid 
at ordinary temperatures; called, also, popularly, quicksilver. 

Ore: Any material containing valuable metallic constituents for the sake of 
which it is mined and worked; often loosely applied to nonmetalliferous ma- 
terial, as sulfur. 

Quicksilver: The metal mercury. 

. Retort: So named from its bent shape. A vessel in which substances are dis- 
tilled or decomposed by heat. 

Roasting: Metal. To heat with access of air, but without fusing, as to expel 
volatile matter or effect oxidation, and especially to remove sulfur from sulfide 
ores. 

Shale: A fissile rock formed by the consolidation of clay, mud, or silt, having 
a finely stratified or laminated structure and composed of minerals essentially 
unaltered since deposited. Bituminous shale upon distillation yields shale oil. 

Smelt, smelting : To melt or fuse, as ore, usually to separate the metal ; hence, to 
reduce ; to refine, to flux or scorify ; as to smelt tin. 


ApPpENDIxX B 


(C) In the case of iron ore, bauxite, ball and sagger clay, rock asphalt, and 
minerals which are customarily sold in the form of a crude mineral product— 
sorting, concentrating, and sintering to bring to shipping grade and form, and 
loading for shipment ; 

(D) In the case of lead, zinc, copper, gold, silver, or fluorspar ores, potash, 
and ores which are not customarily sold in the form of the crude mineral prod- 
uct—crushing, grinding, and beneficiation by concentration (gravity, flotation, 
amalgamation, electrostatic, or magnetic), cyanidation, leaching, crystallization, 
precipitation (but not including as an ordinary treatment process electrolytic 
deposition, roasting, thermal or electric smelting, or refining), or by substantially 
equivalent processes or combination of processes used in the separation or extrac- 
tion of the product or products from the ore, including the furnacing of quick- 
silver ores; and 
(EB) The pulverization of tale, the burning of magnesite, and the sintering and 
nodulizing of phosphate rock. 


APPENDIX C 


Production of Hg.:W. H. Dennis. Mining and Quarry Eng. 8, 277-80 (1943). 

Recovery of Metals: Vernon F. Parry, U. 8S. 2,497,096, February 14, 1950. 

Vertical Furnace for Roasting Cinnabar, Zine Ore, ete.: J. Norrish, U. 8S. 1,551,- 
424, August 25. 

Cinnabar Mining in the Terlingua District: Allen Richards, Mining J. (Pohenix, 
Ariz.), 20, No. 12 3-4, 34-5 (1936). 

Recent Design of Quicksilver Plants: C. N. Schuette. Eng. Mining J. 131, 316-8 
(1931). 

Treatment of Mercury Ore: H. D. McCaskey. United States Department of 
Mines. J. Soc. Chem. Ind., 31, 728. 

The Metallurgy of Quicksilver: Bulletin 222, Department of the Interior, Bureau 
of Mines. 

U.S. Patent No. 1,541,404. 

U §. Patent No. 1,541,405. 


Mr. Harrizy. Our department of the company has had the job of 
working on synthetic oil from shale and in the last 3 years tremendous 
progress has been made. 
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In order to better acquaint the committee with the subject matter, I 
have brought along a piece of the shale rock to show to you. As you 
‘an see it looks like it would take a miracle to get oil out of material 
like this. 

This bottle contains oil which was extracted from that rock by a 
retort process which our omnneny has developed and which we now 
have in operation at Grand Valley, Colo. 

There is no smell from the rock. The oil is very tightly held. As 
a matter of fact, that piece of rock you have there is about four times 
as strong as concrete. 

However, we have been able to work out, thanks to the leadershi 
of the United States Bureau of Mines, the mining of the material an 
at the present time we are going underground with a pilot mine. 

The retort has been modified once again and its current rate of 
capacity is 1,000 tons of rock per day which will produce approxi- 
mately 500 barrels of oil per day. 

I would like to take a second to indicate to you my feeling of the 
sense of urgency on this type of legislation. For 3 years now many 
devoted technical people in our company have given over and above 
the call of an 8-hour day to push this project forward. It has been a 
great technical achievement and I would like to point out that it is an 
achievement which was developed exclusively in the United States. 

Our retort is many, many times larger than any other retort in 
the world and it is one in which we citizens of this country should 
take some pride. 

For America to remain strong and not become exclusively dependent 
upon sources of oil beyond our boundary, it is extremely important 
that we develop an alternate source of liquid fuel supply. There 
should be no complacency or delay in meeting this situation. 

I therefore strongly recommend that immediate action be taken 
to provide ee tax treatment in order that the citizen of this 
country may be given help in launching this great new industry. 

Thank you. 

Mr. Kircnen. Mr. Lentz. 


STATEMENT OF HOVER T. LENTZ, ATTORNEY, DENVER, COLO. 


Mr. Lentz. Mr. Chairman, my name is Hover T. Lentz, attorney, 
from Denver, Colo. 

I have a written statement I would like to include in the record. 

I would like to make a brief summary, if I may, Mr. Chairman. 

Mr. Foranp (presiding). Without objection, it is so ordered. 

(The statement referred to is as follow :) 


STATEMENT OF Hover T. Lentz, Esq., PARTNER OF DAWSON, NAGEL, SHERMAN & 
Howarp, ATTORNEYS AT LAW, DENVER, CoLo., BEFORE. WAYS AND MEANS Com- 
MITTEE OF THE HOUSE OF REPRESENTATIVES, UNITED STATES CONGRESS, RE SYN- 
THETIC FUEL DEPLETION ALLOWANCE 


As you know, the issue of the extension of equal depletion treatment to syn- 
thetic fuels is before you by way of identical House joint resolutions. Such a 
resolution may, of course, be passed, and when signed by the President would 
become law in the same manner as a bill. However, it is our present feeling 
that the committee, if it takes action on this matter, would prefer to amend 
the 1954 code by means of a technical amendment. Accordingly, we have taken 
the liberty of drafting such a technical bill and submit a copy thereof herewith. 
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The bill would extend the 27% percent depletion allowance to all natural de- 
posits when used as a source of synthetic oil or gas and is designed to establish 
the cutoff point for ordinary treatment processes at a point including retorting 
of oil shale and hydrogenation of coal, to mention only two well-known processes. 

Because of limitations of time I will not here attempt to outline any further 
technical matters pertaining to this legislation. I am sure that such matters 
would be referred to the most competent staff of this committee. We shall, of 
course, hold ourselves available to answer any questions which you may have 
here and to work with any members of your staff. 


A BILL TO AMEND THE INTERNAL REVENUE CODE OF 1954 TO ESTABLISH A 27% PER- 
CENTAGE DEPLETION ALLOWANCE FOR MINERALS MINED AS A SOURCE OF SYNTHETIC 
OIL OR GAS 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 
SecTION 1. Section 613 (b) of the Internal Revenue Code of 1954 is amended— 
(a) by striking out paragraph (1) and inserting in lieu thereof the 
following: “(1) 27% percent—oil and gas wells; and coal, oil shale, bi- 
tuminous sand, gilsonite and other natural deposits, when mined as a source 
of synthetic oil or gas”; 
(b) by inserting after “lignite” in paragraph (4) the following: “(other 
than coal or lignite to which paragraph (1) applies),’’; 
(c) by inserting after “shale” in subparagraph (A) of paragraph (5) 
the following: “(other than shale to which paragraph (1) applies),’’; 
(d) by inserting after “gilsonite” in paragraph (6) the following: “(other 
than gilsonite to which paragraph (1) applies),”. 
Sec. 2. Section 613 (c) (4) of the Internal Revenue Code of 1954 (relating to 
the definition of ordinary treatment processes), is amended— 
(a) by striking out “and” at the end of subparagraph (D); 
(b) by striking out “rock.” at the end of subparagraph (EB) and inserting 
in lieu thereof the following: “rock; and”; 
(c) by adding at the end thereof a new subparagraph as follows: 
“(F) In the case of coal, oil shale, bituminous sand, gilsonite, and other 
natural deposits, when mined as a source of synthetic oil or gas—crushing, 
retorting, and other extraction processes necessary to derive oil or gas 
from the crude mineral product.” 
Sec. 3. The amendments made by this act shall apply only with respect to 
taxable years beginning after December 31, 1957. 


Mr. Lentz. As you know, this matter is before your committee on 
several House joint resolutions. We have taken the liberty, however, 
to prepare a draft of the technical bill which if adopted by the com- 
mittee and the Congress, would accomplish our objectives. 

Mr. Foranp. The draft of your bill is part of your statement, and 
will be in the record ? 

Mr. Lentz. Yes, sir. 

That bill would do two things: Number one, it would extend 2714 
percent depletion to all natural deposits which are used as a source of 
synthetic oil and gas. 

Second, it would define the ordinary treatment processes which 
would be included in computing the percentage depletion allowance. 1 
won’t trouble you further with these technical matters. 

We will be glad to assist your able staff in any way with respect to 
your technical drafting matters. 

Mr. Foranp. Thank you. 

Mr. Krrenen. The honorable United States Senator from Colorado, 
Senator John Carroll, has asked to conclude our presentation. 

Mr. Foranp. We all know Senator Carroll very well. We were 
happy to see him go to the Senate, although we were very sorry 
to lose him in the House. 
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STATEMENT OF HON. JOHN A. CARROLL, A UNITED STATES 
SENATOR FROM THE STATE OF COLORADO 


Senator Carroti. Thank you very much, Mr. Chairman. 

Perhaps if I had been wiser I would have remained on the Ways 
and Means Committee. At least it has taken me a long time to get 
back to Congress. 

I want to “fully endorse the statement of former Senator Edwin C. 
Johnson and our recent Governor of Colorado. 

About 30 years ago, Congress passed the depletion allowance. 
Many of you gentlement w ho remember my former service on this 
important. committee know that I have not been in favor of 2714 
percent depletion allowance. I look upon it as one of the loopholes in 
our taxing system. 

President Roosevelt sent a message to the Congress and to this com- 
mittee many years ago and while I was a member of this committee, 
President Farry Truman sent a similar message. They felt that the 
percentage allowance given was too large. 

I am very frank to say to you that as a member of this committee I 
concurred in those opinions. We are no longer confronted, however, 
with a theory, but with a condition. 

I was a member of this committee when this matter was under 
executive session consideration. I recommended the so-called doc- 
trine of equation. 

If you would not come down the hill, I argued, you ought to go 
up the hill by granting equal tax treatment. 

Today I am impressed by former Governor Johnson’s statement in 
this regard. Asa matter of equity I think this is what we are asking 
for: for the great areas of Colorado and Wyoming and Utah, a matter 
of equity which will bring new revenue to this country. 

It seems to me that in view of the tax consideration given to oil 
and gas in place, how can it be denied to oil shale especially when we 
will employ in these areas thousands of people in the future and there 
is no doubt in my mind that millions of dollars of new revenue will 
come to this countr y, and to our Treasury. 

Not long ago we held hearings in the antimonopoly committee of 
the Senate Judici lary Committee. In this investigation of the oil 
industry, we found, concerning tax depletion allowance, that under 
the law passed in 19: 26, this Gover nment, the United States, was losing 
hundreds of millions of dollars in revenue because of oil depletion 
tax allowance given to those who operate the oil fields of Saudi 
Arabia. 

Now, it would seem to me that if we can give that consideration 
never initially contemplated by this tax-allowance law passed in 1926— 
if we can give that consideration to the American oil producing cor- 
porations of Saudi Arabia—-why can we not do something for our own 
domestic oil shale economy. 

May I say to you that [ am speaking now from memory, but if my 
memory serves me cor rectly, Aramco, which is owned by Standar d of 
New Jersey, Texaco, Socony Vacuum, and I think the Standard of 
California, in one recent fiscal year received $120 million of tax 
depletion allowance. 

I think the record will show that in 1949 or 1950 Aramco was 
paying about $50 million in revenue to this country. 
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Through some sort of arrangement, some sort of tax offset con- 
trivance, I thing participated in by our State Department and by our 
Treasury Department, since 1950 not one dollar of revenue has been 
coming to the United States Treasury from the Aramco operation. 

This is what was uncovered in our investigation last year. 

May I add, originally a House committee also made the same dis- 
covery. I am not in here now today to talk about perhaps how the 
tax loopholes can be closed, although there are some very illuminat- 
ing articles on this subject written by Jack Steele of Scripps-Howard 
in the past few days. 

All I say is that there is need for tax equity in our own domestic 
oil shale deposits where we have hundreds of millions of barrels of oil 
that are needed for future use. We can stimulate production; we can 
stimulate employment; we can stimulated our economy, which is 
needed in this declining period, if we now give the same tax privilege 
to oil shale investors and producers as is granted to the oil and gas 
industry. 

It will be good for the West and good for the Nation and good for 
the Treasury of the United States. 

Therefore, I think as a matter of equity and logic, this new oil shale 
industry ought to receive the same tax privilege given to the giant oil 
corporations of this Nation. 

Thank you very much. 

The Cuatrman. Thank you, Senator. 

Mr. Kirenen. Mr. Chairman, in conclusion our committee thanks 
you very much for this opportunity, and we will be glad to answer any 
questions you may have. 

I would like to say our committee does not take any position on oil 
and gas depletion, nor what it should be. We merely say our costs 
are roughly the same. We feel that in order to attract the enormous 
capital necessary we need the same tax consideration. 

The Cuarrman. Thank you, gentlemen, for the information given 
the committee. 

Are there any questions? 

Mr. Mason will inquire, Mr. Kitchen. 

Mr. Mason. Do you know that yesterday we had before this com- 
mittee a witness by the name of Ruttenberg who presented this entire 
depletion problem as one that robs the poor and gives to the rich and 
should be done away with? 

That is the opposite picture of what we have painted today. 

I do not mind saying that so far as I am concerned, I believe in and 
think the picture today is a sound one and the picture that we had 
yesterday is a very unsound one. 

But I did want you people to know that we get both sides of the 
question. 

Mr. Krrcuen. We subscribe to your point of view. 

Mr. Reep. I appreciate the very illuminating statement made by 
Senator Johnson. I have one county in my district where, if we did 
not have the 2714 percent depletion, the well would be closed. It isa 
secondary operation now, very rich oil and all that, but without that 
depletion it would close up and the financial backbone of that county 
would be gone. 

I am glad to hear your presentation today. Thank you, sir. 

The Cuatrman. Mr. Holmes will inquire. 








GENERAL REVENUE REVISION 1363 


Mr. Hotmes. Mr. Chairman, I appreciate the comments made by 
Senator Johnson and the others on the subject. I want to ask a ques- 
tion for information only and particularly for my own information. 

Mr. Lentz brought up the matter of depletion allowance emphasized 
by all the members of your group and he referred to the depletion al- 
lowance carrying over into the synthetic and gas field. 

For my own information would you clarify the word “synthetic” 
in relation to your oil and gas?) What does it mean in relation to the 

regular natural gas, by comparison of natural oil and shale oil? ~What 
is the difference in ‘composition ? 

Mr. Lentz. Perhaps Mr. Hartley should answer this question from 
a technical standpoint. 

As I understand it, synthetic oil and gas would be any oil and gas 
produced from other than wells. It can be produced from coal; it 
can be produced from oil shale. It can be produced from bituminous 
sand, and there may be other natural deposits from which it can be 
obtained. 

(The following letter was subsequently received by the committee :) 

COMMITTEE FOR OIL SHALE DEVELOPMENT, 
Denver, Colo., January 27, 1958. 
Hon. WiLBuR D. MILLs, 


Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Dear Str: In further answer to the question of the Honorable Hal Holmes 
at the hearing held by your committee regarding depletion allowance for syn- 
thetic oil and gas held at 10 a. m., January 21, 1958, we wish to make the follow- 
ing clarifying statement for the record: 

The question was substantially as follows: “What do you mean by synthetic 
oil and gas in relation to the raw materials source?” 

We mean all oil or gas produced from any natural deposit other than oil or 
gas wells asa result of the application of some “ordinary treatment process” such 
as retorting in the case of oil shale, extraction in the case of tar sands, and cata- 
lytic synthesis in the case of goal. The depletion is on the oil or gas produced 
regardless of the raw materials source. For example, oil or gas extracted from 
oil shale or coal would be entitled to the 27% percent depletion allowance, but 
coal or shale mined and used for other purposes would have only their present 
depletion allowances. In other words, the depletion allowance applicable to 
the material would depend upon the use to which it is put. There would be no 
overlapping or pyramiding of depletion allowances. 

We are hoping that this letter may go into the record of the hearing along with 
our oral testimony. 

Respectfully submitted. 

RicHarpD 8. KircHen, Chairman, 


Mr. Hotmegs. Now, that brings up the natural sources from which 
synthetic can be produced. Do you have a stamped series of sources 
for synthetic ? 

You see, when you get into depletion on synthetics you are going 
to have it fairly widespread. 

Mr. Lentz. You mean other than oil shale and coal which are the 
principal ones? 

Mr. Hotes. Yes. 

Mr. Lenrz. Perhaps Mr. Hartley can add to that. I believe there 
are sources of bituminous sand in Canada. I think the two principal 
ones are oil shale and coal. 

Mr. Hotmes. The reason I bring it up is to ask whether you are 
going to limit your depletions to oil shale or total whole bracket of 
sources producing synthetic. 

Mr. Lentz. That is correct. 

20675—58—pt. 2——6 
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Mr. Hotmers. You want the whole bracket ? 

Mr. Lentz. Yes, sir; that is our intention. 

Mr. Houmes. I just wanted to bring up that point. 

The Cuarrman. Are there any further questions? 

If not, we thank you for your appearance and information given the 
committee, and particularly appreciate your bringing with you our 
friends, Senator Johnson and Senator Carroll, who used to be on the 
committee. 

Thank you very much. 

Mr. Krrceuen. Thank you, Mr. Chairman. 

The Cuamman. The next witness is Mr. William C. Crichley. 

Will you identify yourself for the record, by giving your name, 
address, and the capacity in which you appear. 


STATEMENT OF WILLIAM A. CRICHLEY, TAX POLICY COMMITTEE, 
MANUFACTURING CHEMISTS’ ASSOCIATION, WASHINGTON, D. C. 


Mr. Cricutey. My name is William A. Crichley, from Cleveland, 
Ohio. I am appearing as chairman of the tax policy committee of the 
Manufacturing Chemists’ Association. 

The Cuarmman. You are recognized for 15 minutes, Mr. Crichley. 

Mr. Cricuiey. Thank you. 

We appreciate this opportunity of giving you our recommendations. 

The slates hemists’ Association is an incorporated na- 
tional trade organization composed of 169 companies which manu- 
facture and sell chemicals. These companies account for more than 
90 percent of the chemical production capacity of the United States. 

y testimony will be concise and will not include detail which is 
repetitious of the testimony of others appearing at these hearings. 

igh income tax rates are major problems: Our association be- 
lieves that, at such time as national security considerations permit, a 
realistic reduction of the present high corporate income tax rate and 
the high surtax rates on individual income would result in a healthier 
business atmosphere and a sounder economy. 

However, we recognized the necessity for a Federal Budget adequate 
to finance national defense and other essential Government activity 
and the importance of national fiscal soundness. 

Even though budgetary considerations may preclude rate reduc- 
tions now, we urge that your committee promptly begin to study re- 
form of our basic tax policies, with a view toward equitable downward 
revision of corporate and individual income-tax rates which could be 
instituted as soon as prudent fiscal policy will permit. 

However, there are a number of tax changes, for the most part to 
correct substantive inequities, which we consider important and which 
should be effectuated without delay. We are submitting supplemental 
explanatory material for inclusion in the record, but I should like to 
summarize the changes we propose. 

The Cuarrman. Without objection, the material will appear in the 
record. 

Mr. Cricuiey. Thank you. 

First, tax policy to stimulate private investment in foreign coun- 
tries: Our association believes that the expansion of American busi- 
ness operations in foreign countries should be encouraged by providing 
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that business income derived from operations abroad will be taxed at a 
lower rate than the rate for corporate domestic income. 

Many chemical manufacturers have shown definite interest in in- 
vesting in business activity abroad, and we are confident that, if tax 
revisions are enacted to offset the greater risks involved in business 
operations in foreign countries, there will be increased American 
business investment abroad. 

Such a program will materially assist in stimulating private in- 
vestment which should help to reduce the need for publicly financed 
foreign-aid programs, and would counteract the development of so- 
cialistic tendencies in foreign countries. 

We endorse in principle the proposal recommended by President 
Eisenhower in his January 10, 1955, message to Congress that legisla- 
tion be enacted to provide for taxation of business income from foreign 
affiliates or branches of American firms at a rate of 14 percentage points 
lower than the corporate rate on domestic income, and providing for 
a deferral of tax on income of foreign branches until it is brought 
back to the United States. 

An additional improvement would be to grant domestic taxpayers an 
election, in determining their foreign tax credit, to apply a limitation 
based either on income from each foreign country, or on aggregate 
foreign income. 

Facilitating corporate reorganizations: Section 269 of the Internal 
Revenue Code was intended to prevent the avoidance of tax through 
acquisitions which would secure for the acquirer a deduction, credit, 
or other allowance which such person would not otherwise enjoy. 

The section was not intended to apply to corporate rearrangements 
within an affiliated group where there is no change in ultimate owner- 
ship. 

We recommend that the attribution of stock ownership rules of 
code section 318 be made applicable to section 269. 

Taxation of cooperatives: We desire to emphasize the inequity of 
the tax favoritism now accorded to cooperative organizations which 
engage in manufacturing and sell a substantial portion of their output 
to others than their stockholders. 

Cooperatives are entering new business and industrial fields each 
year. Because of special tax privileges, they have an unfair ad- 
vantage in the accumulation of capital to finance rapid expansion. 

More and more cooperatives are manufacturing cod selling products 
in direct competition with regular business corporations whose earn- 
ings are taxed at a 52 percent rate. Such favoritism should be elim- 
inated in the interest of fairness to all taxpayers and to the public. 

In addition to concepts of fairness and equity, the taxation of 
cooperatives on the same basis as regular business corporations would 
add substantial sums to the Federal revenue. 

For example, several years ago the staff of the Joint Committee on 
Internal Revenue Taxation estimated that Federal revenues would 
be increased $700 million if the earnings of cooperatives were taxed 
under a bill proposed by a member of this committee in 1953. 

Unless legislation is enacted to eliminate the inequitable and dis- 
criminatory distribution of tax burdens between cooperative organi- 
zations and business corporations, more corporations are likely to 
adopt the cooperative form, thus further diminishing tax revenues 
and increasing the inequity. 
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In our view, this would not be in the national interest, and we hope 
this tax favoritism will soon be eliminated by legislation. 

Taxation of compensation: Several inequities dealing with the tax- 
ation of compensation which your committee proposed to correct. in 
1954 still present a serious problem which we hope you will again 
endeavor to correct. 

Under existing law and the judicial doctrine of “economic benefit,” 
an employee can be taxed on compensation prior to the time he has any 
actual or constructive right to realize any income with which to pay 
the tax. We believe this cannot be justified under any reasonable 
theory of taxation. 

An amendment which the Ways and Means Committee proposed 
in H. R. 8300 would have dealt with another inequity by making it 
clear that an employer is entitled at some time to a deduction for com- 
pensation which is paid into a nonqualified trust, to the extent that it 
1s later paid to an employee. 

No reason was given by the Senate for the deletion of the amending 
provisions approved by the House. 

Still another inequity relates to an inconsistency between the gift 
tax and the estate tax sections of the law. 

This is already dealt with and we hope that section 57 of H. R. 8381 
will be enacted into law. 

Liability for interest under Government-requested extensions of 
time: Under existing law, deficiencies of income taxes can be assessed 
during a 3-year period from the date an income tax return is filed 
by a taxpayer. The commissioner may secure an extension of this 
3-year period by requesting a waiver from the taxpayer. Interest on 
such deficiencies accrues from the due date of the tax to the date of 
payment of the deficiency. 

In many instances, the taxpayer is not responsible for the delay 
and, in such cases, it seems inequitable to require him to pay interest. 
Therefore, we recommend that the law should be amended to provide 
that no interest shall accrue subsequent to the end of the 3-year statu- 
tory period in cases where waivers are given by taxpayer for the 
convenience of the commissioner. 

Depreciation of obsolete assets: The depreciation provisions of the 
Internal Revenue Code of 1954 were constructive additions to the 
tax law, but restrictions imposed on the application of these provi- 
sions are a deterrent to the chemical industry. 

The “reasonable allowance for obsolescence” authorized in code 
section 167 is interpreted as not covering obsolescence arising from 
technological improvements. Our industry needs flexibility to shorten 
the depreciable life of a fixed asset rendered obsolete by discovery of 
a new process or development of a new product. 

The chemical industry can continue its dynamic existence only by 
the development and utilization of new techniques and processes, and 
the entire national economy will benefit by a depreciation policy which 
encourages a high rate of investment in modern plant and equipment. 

We' believe that the Internal Revenue Code should be amended to 
permit a taxpayer to give realistic weight to obsolescence attributable 
to technological changes. 

Depreciation of goodwill: For many years the tax law has per- 
mitted a taxpayer to depreciate intangible assets provided the useful 
life of the asset can be reasonably estimated. 
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However, the Treasury Department regulations do not permit any 
depreciation of goodwill. 

Ve recommend the enactment of legislation to permit writing off 
the cost of purchased goodwill, trademarks, trade names, and similar 
intangible assets over a reasonable length of time, for example, 60 
months. 

The Cuatrman. You have already obtained permission to include 
the remainder of the statement in the record. 

Mr. Cricuuiry. Yes, sir. 

(The supplemental material referred to is as follows :) 


SUPPLEMENTAL STATEMENT OF MANUFACTURING CHEMISTS’ ASSOCIATION, INC., 
PRESENTED TO COMMITTEE ON WAYS AND MEANS, HOUSE OF REPRESENTATIVES, 
JANUARY 21, 1958 


To provide detail in support of several of the tax changes recommended by the 
Manufacturing Chemists’ Association, Inc., as summarized in the oral testimony 
of William A. Crichley before the Committee on Ways and Means on January 21, 
1958, this statement is respectfully submitted for inclusion in the committee’s 
hearing record. 


PROPOSALS WITH RESPECT TO UNITED STATES TAXATION OF FOREIGN INCOME 


In recognition of the vital role of the United States in world economy, Congress 
and Government-appointed commissions have conducted heariugs and undertaken 
studies repeatedly since World War II to examine and recommend measures for 
strengthening our foreign economic policy. Reports on these proceedings reflect 
consistent emphasis on positive Government action to encourage expansion of 
American private trade and investment abroad. Taxation by the United States 
of income from abroad is recognized as an important factor affecting foreign 
investments ; one which is within the jurisdiction of Congress. 

Among the recommendations resulting from these studies were specific pro- 
posals for amending our tax laws. The Commission on Foreign Economic Policy, 
in its “Report to the President and Congress” in January 1954, suggested a 14 
percentage point reduction in the rate of tax on foreign income, and an election 
to defer payment of tax on such income until its return to the United States. 
President Bisenhower subsequently recommended enactment of similar proposals 
to facilitate the investment of capital abroad. 

The above-mentioned studies also acknowledge that double taxation and 
inequities do exist under present United States methods of taxing foreign income. 
They arise from the variable effects on United States taxpayers of the alternative 
corporate forms for operating abroad and the inadequacies of the foreign tax 
credit system which does not provide for differences in types of taxes and methods 
of determining income under foreign laws. As a consequence, in addition to the 
indeterminate political and financial risks, American investors abroad are con- 
fronted with substantial tax deterrents, accentuated by our high level of income 
tax rates. Thus, United States traders and investors are placed at a serious 
disadvantage vis-a-vis nationals of the capital-importing country and of other 
capital-exporting countries. Furthermore, capital importing countries are 
encouraged to increase their income tax rates in the knowledge that, to the extent 
their taxes are less than ours, American business abroad must pay the difference 
in additional taxes to the United States. 

Our association believes that the expansion of American business operations 
in foreign countries should be encouraged. ‘Therefore, we urge enactment of 
the following proposals to offset the greater risks and tax disadvantages affecting 
foreign operations. 


Provide a lower rate of tax on foreign income 


It is recommended that income from foreign sources be taxed at a rate of 14 
percentage points lower than the corporate rate on domestic income. Such a 
rate reduction would be consistent with that presently applicable to Western 
Hemisphere trade corporations. 

We believe that this measure would provide a stimulant for expanded foreign 
trade and investment by offsetting some of the deterrents to American business. 


’ 
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It would reduce the disadvantage to our investors who are in competition with 
nationals of other countries which put little or no tax burden on foreign income. 
It would compensate for some of the foreign taxes, other than income taxes, 
which are an integral part of the tax systems of certain foreign countries, but 
which are not recognized as creditable against United States taxes on foreign 
income. 

Equally important is recognition of the principle that the country where profits 
are made should have the prior right to establish the form and level of taxation 
appropriate to its economy. This proposal would tend to reduce the influence of 
the United States on tax policies of foreign countries and slow the trend to shape 
their tax systems and increase their rates to approximate those of the United 
States. These trends have been apparent in the development of foreign tax laws 
and have been emphasized in the course of negotiations of income tax conventions 
between the United States and certain foreign countries for the avoidance of 
double taxation. 

It is generally understood by tax officials of foreign countries that any reduc- 
tions in their taxes to attract American business would be offset by additional 
United States taxes on those American taxpayers. This has unquestionably been 
a factor in slowing the conclusion of double taxation conventions with Latin 
American countries, and has resulted in restrictions by foreign countries on 
granting lower rates. For example, such restrictions were incorporated in the 
Australian and the German Treaties with the United States in providing for the 
applicability of a reduced rate of tax on dividends paid to United States corpora- 
tions. In addition to the foregoing, tax eexemptions adopted by foreign coun- 
tries as incentives to attract new and expanded investment, which are laregly 
nullified by our present tax system, would be of some advantage to United States 
investors if the proposal for lower tax rates were adopted. 

The Association believes that the adoption of realistic provisions for extending 
a lower rate of tax would be an effective method of encouraging American busi- 
ness expansion abroad. While the application of such provisions must neces- 
sarily be clearly defined, we urge the adoption of existing concepts where feasi- 
ble; for example, the benefits should be applicable to domestic corporations own- 
ing a minority interest in foreign corporations, such as provided in section 902 
of the Internal Revenue Code with respect to application of the foreign tax credit. 
if full consideration is given to normal forms of organization and operating pro- 
cedures of American business, we believe that this tax proposal would be of 
substantial value in strengthening this country’s foreign economic program. 


IT. Defer taxation of foreign branch income 


We recommend that domestic corporations with branches abroad be permitted 
to defer payment of United States taxes on income of such branches until it is 
brought back to the United States. In so doing, Congress would grant treat- 
ment more nearly equivalent to that applied to dividends received from foreign 
subsidiaries of United States corporations. 

This proposal has been endorsed generally as one of the measures to enact 
in revising taxation of foreign income. While immediately, it would result in 
some reduction of Federal revenue, this proposal would tend to encourage further 
expansion abroad and permit longer term investment in plants and other than 
current assets. Thus, the economic program of this country would be advanced, 
and ultimately increasing profits returned to this country. 

Frequently a branch operation is deemed more prudent or necessary for 
other than tax considerations. A choice of corporate form should have no effect 
upon the time when such income is taxed. Accordingly, we feel that United 
States corporations with branches abroad should have the same freedom in 
employment of earnings after foreign taxes as do foreign corporations operating 
under similar conditions. 


IIT. Permit an election to apply either per country or overall limitation on foreign 
tax credit 


It is recommended that section 904 of the Internal Revenue Code of 1954 be 
amended to permit taxpayers an election to apply either the per country or the 
overall limitation in computing the maximum allowable credit for foreign taxes. 
During the period 1921 to 1932 the overall limitation was in effect, providing 
that the maximum credit allowed with respect to all foreign income taxes paid 
was an amount equivalent to that proportion of the United States tax which 
income from without the United States bore to total income. This provision 
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effectively restricted application of the credit for foreign taxes to the amount 
of United States tax on foreign income of the taxpayer without reducing the 
United States tax on domestic income by requiring the application of foreign 
losses against foreign income in computing the maximum allowable credit. It 
avoided the problem of attributing income and expenses to specific countries, 
and provided some measure of relief by averaging taxes of countries with rates 
higher than the United States rates with taxes of countries having lower rates. 

The per country limitation was introduced in 1932 adding to the foregoing 
limitation the restriction that the credit with respect to taxes paid to any particu- 
lar country be limited to an amount equivalent to that proportion of the United 
States tax which income from sources in such foreign country bore to total 
income. Taxpayers were deprived of full credit for foreign taxes paid in 
certain situations because this limitation prevented averaging taxes paid to 
countries having tax rates higher than the United States rates with taxes paid 
to countries having lower rates. Thus, United States taxes could be paid on 
both domestic and foreign income while certain foreign countries’ taxes were 
also paid for which credit was not allowed. 

In the 1954 Internal Revenue Code revision the overall limitation was omitted 
thus permitting a company to go into a country where it might operate at a 
loss without necessarily reducing the foreign tax credit available with respect 
to income from operations in one or more other countries, 

We believe that an election to apply either the per country or the overall 
limitation is desirable in order to afford more adequate relief to taxpayers 
operating abroad without further reducing United States taxes on United States 
income. 

IV. Permit carryback and carryover of foreign tax credit 


The Association recommends a 2-year carryback and 5-year carryover of 
foreign taxes in excess of amounts allowable as credits based on limitations 
applicable to the taxable year. 

Foreign income is presently burdened by double taxation arising through dif- 
ferences betwees United States and foreign country accounting concepts and 
procedures for determining taxable income. The resulting differences in income 
and related taxes tend to be equalized in the aggregate over a period of years. 
Therefore, we urge enactment of this provision which is included as section 37 
of H. R. 8381. 


PROPOSAL TO AMEND SECTION 167 (A) OF THE INTERNAL REVENUE CODE RELATING TO 
DEPRECIATION OF GOODWILL 


Proposal: It is recommended that section 167 of the Internal Revenue Code 
of 1954 be amended to permit a deduction from gross income for depreciation 
of paid-for goodwill. 

Background: The Internal Revenue Code contains no denial of a deduction 
for depreciation of goodwill. However, Treasury Regulation 1-167 (a)-38 
specifically disallows such a deduction. 

Throughout the years since 1926, following the decision in Red Wing Malting 
Co. v. Willcuts, USCA-8, November 5, 1926, the Commissioner of Internal Rev- 
enue has in regulations and rulings adopted the position that goodwill cannot be 
made the subject of a depreciation allowance. The Red Wing Malting Co. case, 
however, did not pertain to acquired goodwill, but rather to goodwill developed 
by the Red Wing Co. itself. The proposal made herein relates to goodwill ac- 
quired in connection with the acquisition of the business of another enterprise 
by a taxpayer. 

When one business buys another enterprise or a portion thereof and pays 
a price for the going concern value by whatever name the intangible asset may 
be ealled, its cost represents a portion of expected future earnings and when 
those earnings are realized, they represent a return of such cost and not a profit. 
The language of the tax court supports this view, namely, “ * * when the pur- 
chaser of a business pays a price for goodwill, he is not paying for the profits 
in the past in excess of a fair return on tangibles, but for those profits of 
the future” (Estate of A. Bluestein, 15 T. C. 770). 

The Treasury Department does recognize that there is a period of time in 
which goodwill contributes to the earnings of a business as indicated in A. R. M. 


34 (C. B. 2, 31) : “The surplus earnings will then be the average amount available - 


for return upon the value of the intangible assets and it is the opinion of the 
committee that this return should be capitalized upon the basis of not more than 
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5 years’ purchase—that is to say, 5 times the amount available as return from 
intangibles should be the value of the intangibles.” 

The American Institute of Accountants, in its Research Bulletin No. 43, 
June 1953, announced as a sound accounting principle, that the cost of an intan- 
gible asset, such as goodwill, where there is evidence that its value is of limited 
duration, should be amortized by systematic charges in the income statement 
over the period benefited, as in the case of other assets having a limited period 
of usefulness. 

In some instances it may be more difficult to determine the precise period over 
which paid-for goodwill is consumed or exhausted as compared with patents, 
copyrights, licenses, franchises, etc. Nevertheless, paid-for goodwill does dimin- 
ish in value with the lapse of time. To illustrate: 

Company “A’’ purchases the tangible and intangible assets including the good- 
will associated with the business of company “B.” If company “A” gradually 
ceases to carry on the business purchased from company “B” under the trade 
names, trademarks and other evidences of identity of the previous company 
“B,” then over some period of time the goodwill acquired with the purchase of the 
assets and business of company “B” will decrease in value. Conduct of the 
acquired business of company “A” under its own trade practices, trademarks, 
goodwill and public standing will supplant whatever goodwill relating to company 
“B” existed at the time of the acquisition of the latter’s assets and business. 
The value of goodwill, pursuant to section 1011 of the 1954 Internal Revenue Code, 
purchased in connection with the acquisition of the business of another enterprise 
should be recognized as an asset subject to depreciation, or loss of useful value 
with the lapse of time. To properly reflect the income of the taxpayer an appro- 
priate writeoff should be allowed as a deduction against the income realized 
from the acquired business. 

In many cases, in order to utilize this principle, a taxpayer would have to be 
permitted to spread the deduction over a fixed period. If the taxpayer were 
required to establish in advance a definite period of useful life for the goodwill, 
as he would have to if this deduction were governed by the rules generally ap- 
plicable to depreciation, the practical difficulty of doing so would make illusory 
the availability of such a deduction. This is the factor which has proved the 
principal deterrent to this kind of a deduction under existing law. 

Congress has already recognized that deductions might have to be spread over 
fixed periods selected without regard to the actual period of time over which the 
outlay involved may be of value in the business, e. g., the 60 months deduction 
for organization expenses provided in code section 248 and the 60 months deduc- 
tion for amortization provided in section 168. Upon the same principle deprecia- 
tion of acquired goodwill could properly be spread over a 60-month period. 

Recommendation: It is, accordingly, recommended that section 167 (a) (1) 
of the code be amended to read as follows: 

““(a) General Rule.—There shall be allowed as a depreciation deduction a 
reasonable allowance for the exhaustion, wear and tear (including a reasonable 
allowance for obsolescence ) — 

“(1) of tangible and intangible property used in the trade or business, includ- 
ing goodwill acquired through capital outlay, provided that at the election of the 
taxpayer such deduction for goodwill shall be allowed ratably over a period of 
60 months, or.” 


PROPOSAL TO AMEND SECTIONS 269 AND 318 OF THE INTERNAL REVENUE CODE TO 
EXTEND CONSTRUCTIVE STOCK OWNERSHIP RULES 


Proposal: It is recommended that, in order to eliminate unintended hardships, 
section 269 be amended so as clearly to incorporate the attribution rules of 
section 318 relating to constructive ownership of stock. 

Background: Section 269 provides for disallowance of a deduction, credit, or 
other allowance secured by acquisition of control of a corporation if the acquisi- 
tion was for the principal purpose of avoiding tax. Section 269 is basically the 
same as section 129 which was added to the Internal Revenue Code of 1939 by 
the revenue bill of 1943, and specifically made retroactive to taxable years 
beginning after December 31, 1939. 

Frequently, there are complicated corporate structures which require realine- 
ment for purposes of simplification or other valid business reasons. When this 
occurs within a controlled group in which ultimate ownership rests in one source, 
section 269 poses a potential threat of taxpayer harassment wherever a particular 
acquiring corporation within a controlled group realizes a tax benefit even 
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though the ultimate enjoyment of the benefit has not changed and remains within 
the group. This problem was rendered acute by the presumption of tax avoid- 
ance contained in section 269 (c), which was added in 1954 and which arises 
from the failure of the consideration paid upon the acquisition to meet the artifi- 
cial requirements of that section. 

The problem may be illustrated by the following example: 

Over a period of years a complex corporate structure has developed whereby 
P Corp. owns 100 percent of the stock of corporations A, B, and C. P also owns 
75 percent of the stock of D Corp. which is the principal operating company in 
the group and in terms of size and earnings is many times that of A, B, and C 
combined. <A, B, and C are engaged in performing different business functions, 
and, while operated independently, all contribute to the primary activities of D. 
P’s function is in formulating general policy and coordinating the activities of 
all the companies. P determines that, for operating efficiency, it would be 
preferable to have D directly responsible for the activities of A, B, and C. To 
achieve that result, P contributes the stock of A, B, and © to the capital of D. 
Prior to the transfer, C had sustained a net operating loss, which was available 
for carry forward to later years. After the transfer, C generates substantial 
earnings from the same activities carried on by it prior to the transfer. It seeks 
to avail itself of its loss carry forward against such earnings. If the attribution 
rules of section 318 were applicable to these facts, it would be clear that D had 
not “acquired on or after October 8, 1940, directly or indirectly, control of” C. 
Through attribution, D would have had ‘“‘control” of C even when it was owned 
by P. However, since under present law, section 318 is applicable only to sub- 
chapter C and not to section 269, (which is in subch. B), C and D must continually 
face the threat of an attack under section 269 with respect to C’s operating loss 
earry forward even through there was never any real change in control because 
the transfer was “within the family.” Conceivably, the Commissioner might 
even contend that the presumption under section 269 (c) would apply as to this 
family arrangement. 

When Congress specifically dealt with the problem of loss carryovers in section 
382 of the 1954 code, it advisedly adopted the constructive ownership rules of 
section 318 in that connection. Logic and commonsense would indicate that 
section 318 should be equally applicable with respect to section 269 and that the 
failure to so draft sections 318 and 269 in enacting the 1954 code was merely an 
oversight. 

Recommendation: The foregoing objective may be accomplished by (1) 
amending the first sentence of section 318 (a) so that it will not be limited to 
subchapter C, and (2) amending section 269 to expressly make section 318 appli- 
cable. These amendments could take the following form: 

(1) Amendments of section 318, Constructive Ownership of Stock: 

Subsection (a). Delete the word “subchapter” and substitute the word “chap- 
ter” in the first sentence, so as to read: 

(a) General rule——For purposes of those provisions of this chapter to which 
the rules contained in this section are expressly made applicable— 

Subsection (b). Adda new paragraph (6) to the cross-references so as to read: 

(6) Section 269 (relating to acquisitions made to evade or avoid tax). 

(2) Amendment of section 269, Acquisitions Made To Evade or Avoid Income 
Tax: Add a new subsection (d). 

(d) Constructive ownership of stock.—In determining whether an acquisition 
described in subsection (a) has occurred, section 318 (a) (1) (C) shall apply 
in determining the ownership of stock for purposes of this section. 


PROPOSAL THAT CONGRESS ELIMINATE THE INEQUITABLE TAX EXEMPTION ACCORDED TO 
COOPERATIVES 


This association urges that there be a thorough reexamination of the role coop- 
eratives occupy in the economy of the United States today, with a view toward 
eliminating the inequitable tax advantage which permits cooperatives to engage 
in direct, unfair competition with taxpaying corporations. 

At the time tax exemption was granted to farmer cooperatives in 1916, the farm 
economy had no Government-financed programs such as commodity price sup- 
ports, soil-bank payments, marketing research, farm-to-market roads, rural elec- 
trification, and other forms of farmer assistance. Farmer cooperatives were 
granted a tax exemption to ameliorate the hardships of subsistence farming. But 
this exemption is now a rapidly growing loophole in our present-day tax system. 
Unless this loophole is closed, we fear it will increasingly undermine the tax base 
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which provides the revenue to pay for ail Government programs, including Federal 
financial assistance to the farm community. 

We desire to illustrate how this tax exemption is already beginning to seriously 
affect segments of the chemical industry. The growing injustice in this tax 
situation is likely to encourage more and more promoters to utilize the cooperative 
form as a device for competing with taxpaying manufacturers of chemicals, as 
well as other products. 

Whereas regular chemical manufacturing corporations pay a tax of up to 52 
percent on their earnings, cooperatives pay little or no tax on earnings. 

This permits co-ops to sell their products at lower prices, thereby gaining an 
increasing share of the market, but still leaving enough tax-free earnings to 
finance the expansion needed to serve the growing market for their lower priced 
product. 

The serious nature of the tax loophole to which we refer can be cogently illus- 
trated by pointing out facts regarding a large cooperative in Mississippi which 
is presenlty competing almost entirely tax free with taxpaying chemical companies, 

According to figures taken from its own published annual report, the Mississippi 
cooperative’s return on investment before and after taxes was 20.9 percent. Its 
report concisely states there was “no provision for current income taxes.” 

In contrast, a typical group of chemical companies showed a return on invest- 
ment before taxes of 13.3 percent and after taxes of 6.4 percent. 

The rapid growth of this Mississippi cooperative, which engages in making the 
basic chemical, ammonia, for use as a component of plant food, serves as an 
illustration of cooperative endeavor, operating under the shelter of beneficial tax 
treatment. Significant data extracted from the cooperative company’s annual 
reports of 1956 and 1957 are presented in the following table: 
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| 
Year ended— 








| June 30, | June 30, | June 30, | June 30, | June30, | June 30, 
1952! 1953 | 1954 1955 1956 1957 
Qa pe—edwe . . anetetl Eee es —_ _ ote sill ahtnihitnerent clit mepstntpemenstgaine nals 

Gross income - - _.| $3,897, 382 | $5, 600, 237 | $6, 656, 784 $9, 498, 424 $12,692,983 | $12, 536,378 
Taxes 2__s 18, 169 101,420 | 110,798} 196,531 202, 801 182, 669 
Margins (earnings) after taxes 268,499 | 1,328,441 1, 821,267 | 2, 463, 257 3, 811, 881 3, 827, 493 
Dividends paid stockholders | 

and interest paid to holders | ; 

of certificates of participa- | | | | 

tion.-- } 212, 500 | 223, 125 | 361, 885 536, 925 | - deena 
Patronage refund to stock- 

holders and CP holders .| 1,090,960 | 1,411,358 | 2,101,371 8, 311, 881 3 3, 619, 936 
Fixed assets (plant) __- 7,056,305 | 7,401,815 | 10,775,149 | 11,905,142 | 10, 476,472 9, 599, 674 
Total assets... 8, 551, 228 | 10,850,006 | 14,768,415 | 16,521,465 | 18,037,105 | 17,615,570 
Tons anhydrous ammonia | 

produced ..._..- ; aa 25, 532 41, 797 49, 977 71,777 96, 088 97, 292 


! Ist year of plant operation. 
2 No provision has been made for current income taxes. 
* Dividends included in patronage refund figure for this year. 


The following comments are pertinent to the table: 

Sales or gross income have grown 220 percent in the 6-year period from $3.9 
million to $12.5 million. 

Net profit or margins have grown from $0.27 million to $3.8 million. During 
the same 6-year period, the total net earnings were %14.3 million on which 
taxes were paid of $813,000 or 5.7 percent. 

Basic annual production of ammonia increased 282 percent from 25,532 tons 
to 97,292 tons. 

The total assets of the company have increased 107 percent from $8.5 million 
to $17.6 million, while, according to the company’s 1956 report, ‘“* * * the 
indebtedness has been reduced from $3,500,000 to $2,300,000 * * *” and with 
no substantial change in debts indicated for 1957. 

In these critical times, when all possibilities are being studied for increasing 
the Federal revenue, the earnings figures shown in the foregoing table point to 
a definite need for legislation to correct this tax loophole. 

Since 1952, the year farm cooperatives entered into basic chemical produc- 
tion, what was at first only a single inroad into the field has rapidly become a 
boulevard. What began as 1 plant has now become 3 plants on stream, 2 plants 
under construction, and several others in a serious talking stage or actually 
being designed. 
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To date, chemical production by cooperatives has involved the manufacture 
of basic chemicals used as raw materials for fertilizers. Cooperatives already 
sell organic chemical compounds such as agricultural pharmaceuticals, insecti- 
cides, and herbicides, and the next logical step will be manufacture of such 
products by cooperatives. 

The recent annual report of another cooperative—a separate corporation 
closely connected with the Mississippi cooperative already referred to—spells 
out an aim for the future of haviing ‘as completely an integrated plant as 
possible.” In the chemical industry the term “integrated” means one company 
making all the intermediate products needed for the end-use item. One of the 
materials to be manufactured in a plant operated by the closely connected co- 
operative is sulfuric acid—the basic industrial chemical. It has been indicated 
that only a fraction of this sulfuric acid production will be used by the latter. 
Thus, it appears that much of the acid will be for sale on the open chemical 
market in competition with the product of taxpaying companies. 

The chemical industry believes in the competitive way of American business, 
and it has grown and prospered in such an atmosphere, And they believe that 
the cooperatives’ advantage in expansion through the use of tax-free earnings 
is unfair. 

Unless present tax laws and regulations are changed to correct these inequali- 
ties, it seems likely that in the future many corporations will become cooperatives 
in order to gain the advantage of tax exemption. As this increasingly occurs, 
it will decrease the Federal revenue. 


TAXATION OF COMPENSATION 


1. Section 402 (b) of the Internal Revenue Code of 1954 provides that an 
employer’s contribution to a nonqualified employee’s trust is taxable to the 
employee in the year of contribution if the employee's beneficial interest is non- 
forfeitable at the time the contribution is made. Section 403 (b) provides for 
a Similar rule where an annuity is purchased. Where no trust or annuity is 
involved but an employer promises to pay earned compensation in future years, 
there is considerable confusion and doubt as to the time when such compensation 
is taxable to the employee. The Internal Revenue Service has consistently re- 
fused to issue any rulings with respect to the taxation of compensation in this 
situation. This administrative policy is probably based on some feeling that 
the so-called “economic benefit” or “cash equivalent” theory that was adopted 
by the courts in cases involving the purchase of paid-up retirement annuity 
contracts for employees could be carried over to other types of compensation 
arrangements. See Renton K. Brodie (1 T. C. 275 (1942)) and Morse v. Commis- 
sioner (202 F. 2d 69 (2d Cir. 1953) ). 

An example of the operation of sections 402 (b) and 403 (b) and the possible 
extension of the “economic benefit” theory to nontrusteed arrangements points 
up the gross inequity in the law which needs correction. Company A spends 
$20,000 to buy a retirement annuity for a key employee. In addition, as con- 
sideration for past services, it promises to pay $1,000 a year for 10 years after 
retirement. The employee has no rights under either the annuity policy or the 
deferred-compensation agreement prior to his retirement and his rights are non- 
assignable. In the year the annuity was purchased, the employee would be 
required to include the cost of the annuity in taxable income under section 403 
(b). The Internal Revenue Service might also assert that the commuted value 
of the present right to receive $10,000 in the future was taxable in the year 
such right became nonforfeitable. Thus, an employee, through no action of his 
own, would be placed in a situation where he would have to include over $30,000 
in taxable income even though he could in no way reduce any part of it to 
possession so as to help him pay the tax. 

The inequity in such a situation is manifest. Of course, where the employee 
had some control over the method of compensation adopted by the company, 
the ordinary rules of constructive receipt to tax him at the time when he could 
have received income but for his own decision not to accept it at that time 
would apply. This rule should certainly be retained in the law and the proposal 
submitted below would not change that rule. However, such arrangements serve 
valid business reasons and often trusts or annuities are used to guarantee 
promised benefits to employees. In other cases, companies desire to pay future 
benefits out of current income and the law recognizes that where the employees’ 
rights are nonforfeitable a tax deduction is allowable. 
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It is our opinion that the law should be amended by eliminating the present 
provisions of subsection (b) of sections 402 and 403, and substituting therefor 
suitable language to make it clear that employees would in no event be taxed 
on compensation payable to them prior to the year in which it is actually received 
or becomes available for their unqualified use. 

A substantially similar recommendation to that proposed herein was in- 
corporated in section 401 (c) of H. R. 8300 as passed by the House of Representa- 
tives. It was eliminated without specific comment by the Senate. 

2. The Internal Revenue Code of 1954 and a corresponding provision of the 
1939 code have been interpreted to prevent an employer from deducting at any 
time an amount which is transferred to a trust or otherwise funded unless each 
individual employee’s rights to such amount are nonforfeitable at the time the 
employer makes the transfer (Treas. Regs., sec. 1.404 (a)-—12). 

This means that an employer who places an amount in trust for an employee, 
which amount must be paid if the employee performs satisfactorily for a period 
of time, can claim no deduction for compensation paid at any time. Such arrange- 
ments are most desirable in cases where employees need assurance that they will 
be paid at the end of a term of employment. This is a gross inequity which 
makes no sense whatsoever and must be based on the technical interpretation that 
amounts are not deductible at the time of transfer of funds to trust since they 
have not been paid to designated employees as compensation and such amounts 
are not deductible at the time the trust distributes to the employee because at 
that time the trust and not the employer has made the payment. 

It is recommended that section 403 (a) (5) of the 1954 Internal Revenue Code 
be amended to make it clear that an employer is entitled to deduct compensation 
at the time it is paid to the employee whether or not it is transferred by a trust 
or other intermediary. 

3. Many employers provide in their tax qualified employee pension and annuity 
plans that employees may elect to take a reduced benefit for life with a con- 
tinuing annuity to be paid to his wife if she survives him. The Internal Revenue 
Service has ruled that at the time a man makes such election he has made a 
taxable gift to his wife. On the other hand, section 2039 (c) of the Internal 
Revenue Code of 1954 specifically exempts annuities and other payments made 
under tax-qualified plans from the Federal estate tax. 

Since the gift and estate taxes should be correlated in order to prevent harsh 
results and in order to further the legislative policy of encouraging the adoption 
of tax-qualified plans, this difference in application of the two taxes should be 
eliminated. Joint and survivor provisions in qualified plans are often adopted 
solely at the behest of employees. 

It is recommended that the Internal Revenue Code gift tax provisions be 
amended to make it clear that no taxable gift is involved where an empioyee 
elects a survivor aunuity or other payment under a tax qualified employee’s 
trust, as provided for by section 57 of House Resolution 8381. 


The Cuatrman. Mr. Keogh will inquire. 

Mr. Keocu. Mr. Crichley, do I understand that your recommenda- 
tion with respect to the tax on cooperatives would be that the regular 
corporate rate would be imposed on that form of doing business prior 
to the declaration of any dividends that were actually paid out? 

Mr. Cricutey. We do not advocate any specific legislation on any 
specific tax provision except that there be a tax on the cooperatives to 
eliminate the inequity which now exists and which leaves all the funds 
untaxed. 

Mr. Krocu. What do you mean by your statement on page 4? 

In addition to concepts of fairness and equity, the taxation of cooperatives on 
the same basis as regular business corporations would add substantial sums 
to the Federal revenue. 

Am I not justified in assuming that you mean that they would be 
on the same basis as regular corporations ¢ 

Mr. Cricniey. Yes; it is fair to assume that. 

The CuarrMan. Are there any further questions ? 

If not, we thank you for your appearance and the information 
given the committee. 
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Our next witness is Mr. Lincoln Arnold. 

Mr. Arnold, as the committee members will recall, you worked with 
us for many years. For the purpose of the record, will you identify 
yourself by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF LINCOLN ARNOLD, CHAIRMAN, TAX COMMITTEE, 
AMERICAN MINING CONGRESS 


Mr, Arnotp. I am Lincoln Arnold, an attorney of Washington, 
D. C. I appear before you as chairman of the tax committee of the 
American Mining Congress. 

Last September the American Mining Congress, at its convention in 
Salt Lake City, adopted a declaration or policy on Federal income 
taxation, as well as on other subjects. 

I have attached to my statement, for your consideration and for 
insertion in the record, the portion of the declaration adopted at 
Salt Lake City dealing with taxation. 

In my statement today I will not discuss, or attempt even to mention, 
every amendment of importance which the mining industry believes 
should be made to the Internal Revenue Code, 

Instead, I shall limit myself to those amendments which I believe, 
in the light of the current fiscal picture, this committee and the 
Congress can, and should, approve at this session of the Congress. 

Exploration expenses: One of the most important problems facing 
the mining industry today is the tax treatment of exploration ex- 
penditures. Section 615 of the 1954 code permits the taxpayer to 
deduct in the year of expenditure, or to defer and deduct as the ores 
benefited thereby are deaiihoed, expenditures— 
paid or incurred during the taxable year for the purpose of ascertaining the 
existence, location, extent, or quality of any deposit of ore or other mineral, and 
paid or incurred before the beginning of the development stage of the mine 
or deposit. 

A similar provision was first enacted in the Revenue Act of 1951. 
Unfortunately, certain limitations are imposed which will deny the 
deduction in many meritorious cases. 

Section 615 by its terms is limited to the exploration expenditures 
in the amount of $100,000 per year, but, more harmfully, it is limited 
to 4 taxable years per taxpayer. 

In other words, if the taxpayer has deducted any exploration ex- 
penditures, even though only a nominal amount, in 4 different taxable 
years, he is no longer permitted to deduct future expenditures of this 


type 

"tie this provision has already been in the law for a period of 7 
years, and since most taxpayers engaged in the mining business have 
exploration activities in every year, the net result is that the great 
majority of taxpayers in the mining industry today are not permitted 
to deduct exploration expenditures as such. 

Exploration for minerals has not kept pace with the need for new 
discoveries. For one thing, the expense of exploration for minerals 
has increased tremendously. 

In the early stages of this Nation’s development, minerals were dis- 
covered primarily by the lone prospector who found an outcropping. 
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Today, however, most of the outcroppings have long since been found 
and the modern explorer needs more than a mule, a pick, and a shovel, 

Even after we have obtained the best available geological knowledge 
we frequently must spend thousands, even millions, of dollars to locate 
those mineral deposits which are to be found below the surface of the 
earth. In the vast majority of cases the money spent for exploration 
does not uncover a profitable ore body. 

The discovery of new mineral deposits is vital to the maintenance 
and expansion of our high standard of living and the preservation of 
our Nation’s leadership in the world. The necessity of removing the 
existing tax roadblocks to needed expenditures for exploration was 
emphasized by the President’s Materials Policy Commission, the so- 
called Paley Commission, when it issued its report in June 1952, en- 
titled “Resources for Freedom.” 

I would like to quote briefly from that report since the President’s 
commission strongly recommended that oP oration expenditures for 
minerals—other than oil and gas—should be fully deductible for in- 
come tax purposes : , 


The changing pattern of the materials we use has thrown the minerals, 
particularly our mineral deficits, into sharp focus. Year after year, the industry 
of the United States has consumed more and more mineral stuffs, chiefly as 
fuels to provide energy and as raw materials to shape into the manifold products 
that our expanding economy demands. The quantities used in 1950, huge in 
comparison with those of 1925, are small when set against the probable require- 
ments of 1975. * * * 

In the field of public policy the greatest emphasis should be placed upon en- 
couraging exploration for minerals. * * * 

The Commission believes strongly that exploration and development costs for 
minerals should be fully expensible for tax purposes because of the direct in- 
centive this arrangement gives for capital to take risks in highly uncertain 
fields. The Commission therefore recommends— 

“That the present limitations applicable to minerals other than oil and gas 
on the amount of permitted expensing of exploration costs be removed.” 


Through the operation of the tax laws, the United States Govern- 
ment, the State governments, and the local taxing bodies have an ex- 
tremely high interest in the successful discovery of mineral deposits. 
This interest can be increased without the expenditure of public 
funds—merely by removal of the limitations on deduction of explor- 
ation expenditures. 

The increased exploration which will result will redound to the 
benefit of the national revenue, the State and local government reven- 
ues, the peacetime standard of living, the level of employment, the 
ability of this Nation to defend itself, and the maintenance of a healthy 
mining industry. 

The American Mining Congress, on behalf of the entire mining 
industry, urges you to repeal in their entirety the existing limitations 
on deduction of exploration expenditures. 

Transportation from mine to treatment plant: 

Section 613 (c) (2) of the 1954 code provides that mining includes— 
so much of the transportation of ores or minerals (whether or not by common 
carrier) from the point of extraction from the ground to the plants or mills 
in which the ordinary treatment processes are applied thereto as is not in excess 
of 50 miles unless the Secertary or his delegate finds that the physical and 


other requirements are such that the ore or mineral must be transported a 
greater distance to such plants or mills. 


a 
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Modern mining is increasingly dealing with low-grade ores and other 
ores hitherto considered inaccessible, which must be handled in treat- 
ment plants which in many cases will be more than 50 miles from the 
mine. 

The location of treatment plants is dictated by a variety of consid- 
erations, including such items as water supply, power supply, labor 
supply, and availability of transportation. 

secause of these factors it is becoming ever more difficult to locate 
the treatment plants near the mine. 

Accordingly, the distance allowable without securing Treasury con- 
sent should be extended. 

It is urged that section 613 (c) (2) be amended by substituting 
“100 miles” for “50 miles.” 

Determination of “the property”: Section 614 of the 1954 code was 
intended to give a better definition of the term “property” for the pur- 
pose of computing depletion and to provide reasonable election to treat 
all or parts of the separate interests within an “operating unit” as a 
single property. 

It does this appropriately in many cases, but its provisions are too 
rigid to deal fairly with the many different and complex situations 
which arise in the mining industry. 

The American Mining Congress recommends that the statute, in 
order to provide the necessary flexibility, be amended so as to permit 
the following in the case of mining: 

1. A mine can be treated as a separate propert y even though it may 
be only part of a single deposit in one tract of land. 

2. More than one aggregation of properties can be made within an 
operating unit. 

3. “Operating unit” shall be deemed to mean any two or more prop- 
erties which may conveniently and economically be operated together 
as a single unit, and the taxpayer’s determination of what consti- 
tutes an operating unit shall be presumed to be correct unless it is 
clearly unreasonable; and 

4. The election to make an aggregation can be deferred until the 
first year in which development expenditures are made. 

Mr. Chairman, section 32 of H. R. 8381, already reported out by 
this committee, does not provide the certainty and flexibility needed 
under section 614 by the mining industry. If we can be of any assist- 
ance to Mr. Stam and his staff in working out the statutory amendment, 
we will be very happy to work with him. 

Facilities to abate water and air pollution: Every State has enacted 
legislation regulating in some degree the matter of stream and other 
water pollution. In addition to specific State laws on this subject, 
many of the States have obligated themselves by interstate compacts 
to establish and enforce standards directed toward the abatement of 
water pollution. ’ 

In addition, the Federal Government exercises some control with 
respect to interstate waters. 

acilities installed by a taxpayer for the abatement of water pollu- 
tion usually have no useful value for any other purpose. They do 
not aid in the production of income. Recovery of the cost of such 
facilities through depreciation deductions is extremely slow because 
of the long life of such facilities. 
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Because such facilities are intended to benefit the community and 
the public rather than to produce income, they partake of the nature 
of contributions to the community. Like contributions, expenditures 
for such facilities should be deductible on a current basis, rather than 
recovered through depreciation. 

Such treatment would encourage the installation of facilities to 
abate water pollution and thereby ‘aid in the early completion of this 
important national program. 

A similar principle should be extended to the cost of installing 
facilities for the prevention or abatement of air pollution. 

Depletion on mine tailings: Section 618 (c) (8) of the code pro- 
vides that mining includes “the extraction by mine owners or oper- 
ators of ores or minerals from the waste or residue of prior mining 
but further provides that this shall not apply to a “purchaser” of 
such waste or residue or of the rights to extract ores or minerals 
therefrom. 

The proposed regulations contain the following statement, taken 
almost verbatim from the Senate Finance Committee report on the 
1954 code: 

The term “purchaser” does not apply to any person who acquires mineral 
property, including such waste or residue, in a tax-free exchange, such as a 


corporate reorganization, from a person who was entitled to a depletion allow- 
ance upon ores or minerals produced from such waste or residue. 


Prior to the enactment of the 1954 code there was conflict of 
authority as to whether or not a person acquiring a mineral property 
including t: ailings in a tax-free exchange was entitled to depletion on 
the ores or minerals extracted from the tailings. 

Therefore, under the proposed regulations t there will be uncertainty 
as to whether or not depletion is available in the future to a person 
who acquires such property and tailings in a tax-free exchange from 
a person who, prior to the effective date of the 1954 code, acquired 
the property and tailings in a similar tax-free exchange. 

We believe this uncertainty should be cleared up by specific pro- 
vision to the effect that depletion is available where the owner 
acquires the property in a series of tax-free exchanges even though 
one or more of such exchanges may have taken place prior to the 
effective date of the 1954 Code. 

We also believe that depletion should be available to the mine owner 
who acquires mine tailings as an integral part of the mineral prop- 
erties from which they were derived, provided the tailings do not 
constitute a major part of the total value of the properties. 

To accomplish these objectives, we rec e3te) the following amend- 
ment—new language italic—to section 613 (c) (3) of the Code, or 
an amendment equivalent in purpose and effect 

(3) Extraction of the ores or minerals from the ground. The term “extrac- 
tion of the ores or minerals from the ground” includes the extraction by mine 
owners or operators of ores or minerals from the waste or residue of prior min- 
ing. The preceding sentence shall not apply to any such extraction of the 
mineral or ore by a purchaser either of such waste or residue or of the rights 
to extract ores or minerals therefrom unless: 

(A) Such waste or residue shall have been acquired as an integral part of 
the mineral properties from which derived and such waste or residue shall not 
have constituted a major part of the total value of the properties thus acquired; 
or 


(B) Such mineral properties (including such waste or residue derived there- 
from) were acquired by the taxpayer in a tax-free transaction or exchange (or 
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series of such transactions or exchanges) from a transferor who, upon the 
application of this paragraph, would have been entitled to depletion under this 
section if he iad extracted the ores or minerals from such waste or residue, and 
such properties have, for the purpose of determining gain or loss from a sale or 
exchange, the same basis in whole or in part in the tampayer’s hands as they 
would have in the hands of such transferor. The term “purchaser” shall not 
apply to a lessee, upon the renewal of a mineral lease, if such lessee was en- 
titled to depletion in respect of the waste or residue prior to the renewal of such 
lease. 

Rate of depletion for coal: The coal industry is a most important 
part of all mining activity, and coal is essential to virtually all in- 
dustry. The President’s Advisory Committee on Energy Supplies 
and Resources Policy, in its report dated February 26, 1955, accorded 
full recognition to the need for adequate solid fuel productive capac- 
ity. We believe the rate of percentage depletion for coal should 
be increased. 

More equitable tax treatment would assist the coal industry in the 
formation of investment capital which will be required in order to 
meet the expanding energy needs of the future. 

Definition of taxable income from the property: When percentage 
depletion was first extended to mines in 1932, the allowance was lim- 
ited to 50 percent of the taxpayer’s “net income from the property” and 
this language has continued without change until in the 1954 code the 
word “net” was changed to “taxable.” 

The phrase “net income”—now taxable income—“from the prop- 
erty” has never been defined in the statute. 

We believe the original intent of Congress was to limit the percent- 
age depletion allowance to 50 percent of the net income from the prop- 
erty from which the ore was produced, regardless of the form of its 
ownership—whether by a corporation, partnership, or individual— 
and regardless of the manner in which the operation might have been 
financed. 

To meet this standard, it is appropriate that deduction should be 
made for those expenses directly connected with the production of 
income from that property and for such indirect or overhead expenses 
as definitely contributed to production of income from such property. 

The deductions in computing net income from the property should 
not be increased by expenses applicable to other property—any more 
than the income from that property should be increased by other 
income; by interest paid on indebtedness—any more than interest 
received should be included in income from the property; by taxes 
based on or measured by income, capital stock taxes, and other charges 
which are not costs of producing net income from a particular prop- 
erty—but depend upon the form of property raat the amount 
of net income of the taxpayer from all sources, methods of financing, 
and so forth. 

Nevertheless, under present practice the Internal Revenue Service 
holds such items deductible in computing “taxable income from the 
property” for percentage depletion purposes, and the courts have sus- 
tained such practice. 

Present practice results in inequitable and unreasonable results as 
between taxpayers. For example, two different taxpayers in identi- 
cal situations except for the method of financing may have identical 
properties producing at the same cost and the same profit. Neverthe- 
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less, the taxpayer who must borrow funds for his operation will, under 
present practice, receive the benefit of a smaller percentage depletion 
deduction than that available to the other taxpayer who has suflicient 
capital to operate without borrowing. : 

Again, two different taxpayers with substantially identical opera- 
tions, producing at the same rate of profit, may be located in different 
States, one in a State which imposes an income tax and the other in 
a State which has no income tax. 

e | 1 ; . 

Under present practice, the taxpayer in the State which has an in- 
come tax will have a smaller Federal percentage depletion allowance 
than the taxpayer in the State with no income tax. 

In order to limit deductions in the computation of the depletion 
allowance to those items which have a direct bearing upon the produc- 
tion of income from the property on which the percentage depletion 
is allowable, we recommend the addition of the following new sub- 
section to section 613 of the code, or its equivalent in purpose and 
effect : 

(d) Definition of taxable income from the property: As used in this section the 
term “taxable income from the property” means the gross income from the 
property (computed without excluding any amount on account of rents or 
royalties), less the allowable deductions directly attributable to the mineral 
property upon which the depletion is claimed and the allowable deductions 
directly attributable to the processes described in paragraph (4) of subsection 
(c) of this section insofar as they relate to the products of such property, 
including operating expenses, rents and royalties, development costs properly 
chargeable to expense, depreciation, property taxes, losses sustained during the 
taxable year, etc., but excluding any allowance for depletion. Such expenses or 
deduction shall not include expenses or deductions attributable to, or arising 
out of expenditures on, other property or assets, irrespective of whether such 
property or assets are income producing or active. Deductions not attributable 
to or arising out of particular properties, processes, or assets, such as general 
overhead, shall be fairly allocated to all properties, processes, and assets whether 
active or inactive. The term “general overhead” as used herein shall be deemed 
to mean the overhead relating to the property, but shall exclude deductions and 
expenses of financial overhead of the taxpayer, such as interest, taxes based on 
or measured by income, capital stock taxes, and the like. 

Western Hemisphere trade corporations: (a) Use of subsidiary for 
-arrying on a portion of the business : 

Section 921 of the 1954 code provides—as did section 109 of the 1989 
code—that a domestic corporation cannot qualify as a Western 
Hemisphere trade corporation unless it meets the test, among other 
tests, that 90 percent or more of its gross income is derived from the 
active conduct of a trade or business. 

It is recognized that the mere receipt of dividends is not in itself 
sufficient to constitute the active conduct of a trade or business. 

However, regulations under section 921 of the code, adopted on 
August 21, 1957, provided for the first time, without any qualification, 
that— 

Dividends received by a corporation do not represent income derived from the 
active conduct of a trade or business. 

A corporation which is engaged in the active conduct of trade or 
business should not be disqualified as a Western Hemisphere trade 
corporation merely because some division of that business which it is 
actively conducting is—to meet local law or administrative or prac- 
tical requirements—conducted through a subsidiary from which 
dividends and interest are received. 
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In such a situation the subsidiary’s activities are an integral part of 
the operation as a whole. The parent in such a case is not in the posi- 
tion of an ordinary stockholder. 

The compulsion to operate a division of the business—such as local 
transportation facilities—may arise out of requirements of local law, 
or it may arise out of administrative or practical requirements. 

In any such case, the parent corporation should not be excluded 
from the Western Hemisphere trade corporation treatment. We ac- 
cordingly urge that section 921 of the code be amended by oteing 
thereto the following provision, or its equivalent in purpose an 
effect : 

Where a domestic corporation otherwise qualifies as a Western Hemisphere 
trade corporation and part of the business activity conducted by it is carried 
on by and through its subsidiary or subsidiaries (domestic or foreign), the 
dividends and interest received by it from any such subsidiary are to be con- 
sidered as income derived from the active conduct of a trade or business if such 
subsidiary meets the requirements (other than the requirement of being a domes- 
tie corporation) set forth in this section. 

For the purpose of the preceding sentence, a corporation shall be deemed to 
be a subsidiary of another corporation if stock possession at least 50 percent 
of the voting power of all classes of its stock is owned directly by such other 
corporation. 

(6) Incidental purchases: Section 921 of the code defines a Western 
Hemisphere trade corporation as being one which, among other 
things, does all of its business (other than incidental purchases), in 
the Western Hemisphere. 

The Western Hemisphere trade corporation concept was enacted 
to encourage United States capital to invest in that area and to pro- 
vide competitive equality with foreign capital so invested. 

In keeping with that policy, a Western Hemisphere trade corpora- 
tion should be allowed to purchase, whenever economically feasible, 
the materials, supplies, a equipment for the Western Hemisphere 
business withous losing its eligibility for Western Hemisphere trade 
corporation treatment. 

It is recommended that section 921 be amended so that the phrase 
“(Other than incidental purchases) ,” will read “(other than pur- 
chases) .” 

Fourteen-point rate reduction for foreign income: The Ways and 
Means Committee, in its report on H. R. 8300, 883d Congress—House 
Report No. 1337, on the Internal Revenue Code of 1954, page 74— 
stated the following with respect to taxation of income derived from 
foreign business : 

Your committee recognizes that firms doing business abroad may be competing 
with other enterprises which have lesser taxes to bear, and that such firms may 
be assuming certain risks that do not prevail in domestic business ventures. It 
is also impressed by the fact that the present United States tax approach tends 
to induce heavy foreign taxation of American enterprises. Accordingly, your 
committee has incorporated changes in the bill designed to correct this tendency, 
to eliminate certain inequities in the present tax treatment of foreign income, 
and to offset some of the factors adversely affecting foreign investment by giv- 
ing special tax treatment to business income from foreign sources. 

As passed by the House, the Internal Revenue Code of 1954 would 
have provided a 14-point differential for income earned abroad, with 
certain stated specifications and qualifications. There were various 
questions as to the appropriate scope and wording of these provisions 
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so that the Senate did not accept them, but the Senate did not reject 
the basic soundness of a 14-point tax differential. 

The American Mining Congress urges that a 14-point tax differen- 
tial now be made available with respect to al] business income earned 
abroad. 

Involuntary liquidation of LIFO inventories: Section 472 of the 
1954 code continues permission to use the last-in, first-out method for 
inventories. 

In World War II, war conditions made it impossible for many tax- 

ayers currently to acquire, by purchase of production, goods suf- 
ficient to replace those sold, and the law made special provision to 
permit later replacement of goods due to the involuntary liquidation 
of LIFO inventories through no fault of the taxpayer. 

Similar provision was also made to cover the recognized disruptions 
of normal markets due to the Korean action. Both of these were 
provisions to meet special situations and were of limited duration. 

Under section 1321 of the 1954 code, the special treatment of de- 
ferred replacements is no longer available. 

Although these special provisions were written to meet the special 
situations which had arisen, they were entirely in accord with the 
general principle of the last-in, first-out method, and merely waived 
a detail in application of the method by permitting an extension of 
the normal 1-year period for replacements in cases where conditions 
beyond the control of the taxpayer prevented current replacements in 
the normal manner. 

There are many circumstances and conditions beyond the control 
of the taxpayer which may prevent the taxpayer from making normal 
replacements within the year, and which merit an extended time for 
replacement of the involuntarily liquidated inventories. There is real 
need of a permanent provision to recognize such involuntary liqui- 
dations. 

We believe that the normal 1-year period for replacements should 
be extended on a permanent basis to involuntary liquidation of inven- 
tories where the failure on the part of the taxpayer to replace, the 
inventories is due to any circumstance, occurrence, or condition beyond 
the reasonable control of the taxpayer, including inability to obtain 
goods in the open market or through normal channels of distribution 
by reason of the scarcity thereof. 

If it is considered desirable to state the tests of involuntary liquida- 
tion in more detail, they might be stated as follows: 

If such failure on the part of the taxpayer is due, either directly or indi- 
rectly— 

I. To disruption of normal or substantial sources of supply; 

II. To transportation shortages ; 

III. To material shortages due to priorities, allocations, or stockpiling ; 

IV. To labor shortages; 

V. To disruption of normal trade relations between countries ; or 

VI. To other conditions beyond the reasonable control of the taxpayer. 

Under our proposal the involuntary liquidation provisions would 
not apply if replacement could be made from stocks available through 
ane channels, but the taxpayer fails to make the replacements 
because he believes they might later be obtainable at lower prices, or 
for other reasons which are within his control. 
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Prepaid income and estimated expenses: In its report accompanying 
the bill to repeal sections 452 and 462 of the 1954 code—House Report 
No. 298, 84th Congress—this committee stated : 


Your committee is in accord with the general principle that tax accounting 
should be brought into harmony with generally accepted principles of business 
accounting since the latter generally reflect more accurately the timing of receipt 
of income and of incurring of expenses. * * * your committee has instructed 
the staff of the Treasury Department and the staff of the Joint Committee on © 
Internal Revenue Taxation to make studies of these accounting problems in an 
effort to provide conformance of tax and business accounting without the transi- 
tional revenue loss. 


In reluctantly approving the bill to repeal these sections, the Finance 
Committee stated—Senate Report No. 372, 84th Congress, that— 


Your committee desires to make its position clear that it expects to report 
out legislation dealing with prepaid income and reserves for estimated expenses 
at an early date. 


Since the propriety of appropriate provisions for deferment of pre- 
paid income and for allowance of reasonably estimated costs and 
expenses properly chargeable against current income has been gen- 
erally recognized, we urge that remedial legislation be enacted in the 
current session of Congress. 

Mr. Chairman, I thank you for this opportunity to appear before 

ou. 
‘ The Cuarrman. You have also a declaration of policy statement 
appended to your presentation. Do you want that placed in the 
record ¢ 

Mr. Arnorp. I would appreciate that, Mr. Chairman. 

The CuarrmMan. Without objection, it will appear in the record. 

(The above-mentioned statement is as follows :) 


AMERICAN MINING ConGrEsSS—A DECLARATION OF Poticy, ADOPTED AT SALT LAKE 
City, UTAH, SEPTEMBER 9-11, 1957 


TAXATION 


Minerals of the earth made available for the use of mankind are essential for 
our entire industrial and economic life, for our defense and our welfare. The 
needs can be met only by finding and developing new reserves to replace those 
exhausted and to meet additional demands; by research and development of 
improved processes and methods of production and recovery; by investments of 
capital and by recurring expenditures for payrolls, purchases, and other expenses ; 
and by having the best of human ability efficiently applied to meet the mining and 
metallurgical problems presented. The risks are great and the failures many. 
Profits, after taxes, must be adequate to furnish needed incentives if we are to 
have the continuing supply of required minerals. 

Our tax system must be such as to yield neded revenues without discouraging 
the investment, risk, and effort necessary for income-producing activities from 
which the revenues should flow. We should not by tax rates or substantive 
provisions impair incentives for economic growth and development under private 
enterprise and individual initiative which have devloped the productivty, pros- 
perity, and well-being of our people. 

Many desirable improvements have been made by the present Internal Revenue 
Code, but some of its provisions need revision so they will better express their real 
intent, eliminate unnecessary technicalities, and have fairer and more appropriate 
application to the taxation of income. 

Taxes should be imposed and administered fairly, equitably, and honestly. Our 
tax system should be well organized and administered to carry efficiently the 
immense load imposed upon it, preventing fraud, dishonesty, and tax evasion 
but with fairness to taxpayers, full recognition of their rights and minimum 
difficulties and disturbance to them in preparation, examination, and settlement 
of their returns. We commend the progress the Treasury Department has made 
along these lines, 
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With respect to income taxation, it is essential that depletion, depreciation, and 
net loss carryover be fully and adequately allowed at not less than authorized 
by the present code. We further particularly urge the following: 

The present high tax rates leave inadequate incentive for investment, risk, 
economic effort, and initiative. Their reduction will benefit the economy and 
yield increased revenues to the Government. In no case should the overall rate 
on income of the individual or of the corporation exceed 50 percent, and in due 
course should be reduced to not more than 35 percent. 

In determining the property basis for depreciation and for cost depletion, the 
tax benefit rule should be fully applied. 

Exploration expenditures should be fully deductible and present limitations 
should be removed. 

The limited allowance now made to stockholders on dividends with respect to 
taxes paid by the corporation should be further extended. The depletion allowed 
to a mining corporation should be carried through to the stockholder on an ade- 
quate and equitable basis. Intercorporate dividends should not be doubly taxed. 

New mines should be exempt from taxation for 3 years after the beginning of 
profitable operations. 

Capital gains should be taxed at more moderate rates. 

As the result of the past and continuing cheapening of the dollar, it is vital that 
our methods of computing taxable income be adjusted to avoid the confiscation 
of capital. 

Western Hemisphere trade corporations should be allowed to purchase their 
supplies and equipment wherever economically feasible without losing their 
eligibility for Western Hemisphere trade corporation treatment. 

United States taxes on income created abroad should give full recognition to its 
taxability in the foreign jurisdiction and not impose an additional load which 
may impede or discourage activities abroad. In no event should our taxes be 
applied to income which is not or cannot be returned to this country. We believe 
that the economic deyelopment of underdeveloped countries can best be promoted 
by private funds, rather than through the use of Government funds at the expense 
of our taxpayers. Our Government should negotiate investment treaties with 
every friendly underdeveloped country which sincerely wishes to attract private 
funds from the United States. Such treaties must recognize that private funds 
will be attracted only if a satisfactory climate exists and if there is an opportunity 
to realize a profit after taxes commensurate with the risks incurred. 


Are there any questions of Mr. Arnold? 

Mr. Rerp. Mr. Arnold, we are giad to see you here. Are you 
troubled with imports in this field ? 

Mr. Arnoip. Mr. Reed the tax committee of which I am chair- 
man does not get into tariff questions at all. Since I am not informed 
in that field, I really cannot answer any questions along that line. 

Mr. Reep. Thank you very much. 

The Crarrman. Are there any further questions of Mr. Arnold? 

If not, Mr. Arnold, we appreciate your appearance and the infor- 
mation given the committee. 

Mr. Arnotp. Thank you, Mr. Chairman. 

The Cuatrman. The next witness is Mr. Horace W. Peters. Mr. 
Peters, will you please come forward and identify yourself for the 
record by giving your name, address, and the capacity in which you 
appear here. 


STATEMENT OF H. W. PETERS ON BEHALF OF THE AMERICAN IRON 
ORE ASSOCIATION OF CLEVELAND, OHIO 


Mr. Pervers. Mr. Chairman and members of the committee, H. W. 
Peters, of Jones & Laughlin Steel Corp., Pittsburgh, Pa. I appear 
today on behalf of the American Iron Ore Association. 

The Cuaimrman. Mr. Peters, you are recognized and may proceed in 
your own way for 10 minutes. 
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Mr. Perrers. Mr. Chairman, I would like to submit a written state- 
ment, with permission to summarize it. 

The Cuarrman. Without objection, the entire statement will be 
included in the record. You may proceed as you please. 

(The statement referred to is as follows :) 


STATEMENT PRESENTED TO THE COMMITTEE ON WAYS AND MEANS OF THE HowssE OF 
REPRESENTATIVES BY THE AMERICAN IRON OnE ASSOCIATION, JANUARY 21, 1958 


Mr. Chairman and members of the committee, I am H. W. Peters, tax attorney, 
Jones & Laughlin Steel Corp., of Pittsburgh, Pa. My appearance, however, is on 
behalf of the American Iron Ore Association, of Cleveland, Ohio. The association, 
formerly the Lake Superior Iron Ore Association, represents producers of about 
90 percent of the iron ore mined in the United States. Appearing with me is 
Franklin G. Pardee, president of the association. 

While the American Iron Ore Association is interested in all phases of the tax 
laws affecting business, it is primarily concerned with the provisions relating 
to natural resources covered by subchapter I, chapter 1, subtitle A, of the present 
code. Accordingly, our statement will be limited principally to problems governed 
by this part of the law. But, by so limiting our remarks, it should not be assumed 
that we condone the present high taxload borne by business generally. On the 
contrary, this association is firmly of the opinion that taxes on business must 
be materially reduced to insure the preductivity and jobs necessary to our national 
welfare and security. 


I. FULL ALLOWANCE FOR EXPLORATION EXPENDITURES (SEC. 615) 


Turning to problems peculiar to the iron ore industry, one of the most important 
is the deduction of exploration expenditures. 

Prior to the Revenue Act of 1951, it was necessary under the law and regulations 
to capitalize all expenditures made in respect of a mine prior to the time it 
reached the production stage to the extent that they exceeded incidental income 
from the production of ore during the preproduction stage. The mine was con- 
sidered to have reached production stage when the major portion of the mineral 
production was obtained from workings other than those opened for purposes of 
development or when the principal activity of the mine was the production of 
developed ore rather than the development of additional ores for mining. These 
preproduction stage expenditures were recoverable for tax purposes only through 
depletion. In other words, if the mine was entitled to percentage depletion, it 
received no tax benefit for its preproduction expenditures. After the mine reached 
the production stage, additional expenditures to maintain production or to make 
additional ores available for extraction were deductible currently unless extraor- 
dinary in scope, in which case they were treated as prepaid expenses to be 
recovered ratably as the ore benefited was produced or sold. These postproduc- 
tion expenditures were deductible in addition to the regular depletion allowance. 

In order to encourage the exploration for and development of certain minerals, 
such as iron ore, the Congress, by the Revenue Act of 1951, enacted the provisions 
which now appear as sections 615 (relating to exploration expenditures) and 
616 (relating to development expenditures) of the Internal Revenue Code. 

Section 616 allowed for the first time the deduction currently of all expendi- 
tures paid or incurred during the taxable year for the development of a mine 
or other natural deposit (other than an oil or gas well) if paid or incurred 
after the existence of ores or minerals in commercially marketable quantities 
has been disclosed. Under section 615, exploration expenditures, which fre- 
quently are incurred many years before development begins, were also allowed 
as a current deduction, but they were limited to $75,000 (increased to $100,000 
by the 1954 code) for 4 taxable years per taxpayer. In other words, if a 
taxpayer has deducted any exploration expenditures, even though only a 
nominal amount, in any of 4 different taxable years, beginning with 1951, he is 
no longer permitted to deduct further expenditures of this type. Since this 
provision has been in the law for a period of 7 years and since most taxpayers 
engaged in the mining business have exploration expenditures in every year, 
the net result is that the great majority of taxpayers in the mining industry 
today are not permitted to deduct exploration expenditures as such. Those 
taxpayers must capitalize such further exploration expenditures and may recover 
them only through the depletion allowance which, as indicated above, produces 
no tax benefit in cases where percentage depletion is allowable. 
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Iron ore is now being consumed in the United States at a rate in excess 
of 100 million tons per year. This rate of consumption must be increased as 
the population expands. Reserves of good quality iron ore are scarce. It 
cannot be controverted that additional iron ore reserves are required to meet 
the future production needs of our expanding economy. The President’s 
Materials Policy Committee—the so-called Paley committee—when it issued 
its report in June 1952 entitled “Resources for Freedom” called attention to 
the genera) scarcity of mineral reserves and to encourage the necessary explora- 
tion for additional reserves, it specifically recommended “that the present 
limitations applicable to minerals other than oil and gas on the amount of 
permitted expensing of exploration costs be removed.” 

The American Iron Ore Association is firmly convinced that the full allow- 
ance of exploration costs must be provided in the tax laws to secure for the 
country the discovery of additional iron ore reserves so badly needed to maintain 
a balanced economy and a strong national defense. 

We realize that the recent developments have had serious impact on our 
fiscal position. We believe, however, that the relief we seek will have little 
effect upon the revenue; however, if the committee should feel otherwise, we 
think it is possible, nevertheless, to adopt certain temporary remedial measures 
which will not materially deplete the revenues. These remedial measures 
are discussed below. 


II. CONTINUED LIMITED DEDUCTION FOR EXPLORATION EXPENDITURES (TEMPORARY) 
(SEC. 615) 


(a) Removal of 4-year limitation 

As indicated above, section 615 in its present form is of no further benefit 
to those mine owners and operators who are faced with large annual expendi- 
tures to maintain a continuing and aggressive search for new mineral deposits 
since, for most of these operators, the 4-year allowance has been used up and 
is no longer available. It is urged, therefore, that Congress extend the allow- 
ance for another 4-year period. This should produce no loss of revenue com- 
pared to the years in which taxpayers were able to avail themselves of this 
allowance. 
(b) Removal of the annual limitation 

Due to the annual limitation upon the deduction allowable for mine explora- 
tion expenditures, a taxpayer who incurs such expenditures in only a nominal 
amount in 1 year (for example, $10,000) and a substantial amount in excess of 
the $100,000 annual allowance in another year (for example, $190,000) is pre- 
cluded from ever obtaining deductions equal to the $400,000 available during any 
4-year period even though his aggregate expenditures for the 4-year period equals 
$400,000. This inequity could be eliminated by removing the annual limitation, 
thus permitting the deduction of the actual expenditures in any year provided 
the total deduction in any 4 years does not exceed an overall limitation. 


(c) Increase in overall dollar limitation 

The present $100,000 per year limitation on exploration costs enacted in 1954 
has lost much of its value due to increasing costs resulting from inflationary 
pressures and the ever-increasing scope of the search for elusive new deposits 
to replace dwindling reserves. For these reasons, we suggest that the present 
$100,000 annual limitation be increased to at least $200,000 per year. 


(ad) Clarification of “cutoff point” between exploration and development 

Considerable confusion appears to exist with respect to the precise point at 
which expenditures cease to be “exploration” expenditures under section 615 
and become “development” expenditures under section 616. Experience with the 
administration of these sections reveals an attempt to limit the relief intended 
by Congress by classifying as “exploration” expenditures subject to the limita- 
tions of section 615, expenditures which are clearly “development” expenses de- 
ductible in full under section 616. 

This confusion arises because the wording of these two sections of the law 
was not adequately correlated. In the case of “development” expenditures, 
section 616 provides for the deduction of “all expenditures paid or incurred 
during the taxable year for the development of a mine * * * if paid or incurred 
after the existence of ores or minerals in commercially marketable quantities 
has been disclosed.” In the case of “exploration” expenditures, the deduction is 
for “expenditures paid or incurred during the taxable year for the purpose of 
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ascertaining the existence, location, extent, or quality of any deposit of ore or 
other mineral, and paid or incurred before the beginning of the development 
stage of the mine or deposit.” Thus, where ore is commercially marketable quan- 
tities has been disclosed and a further expenditure is thereafter made which 
discloses an extension of the ore body, it is contended that such expenditure is 
an “exploration” expense rather than a “development” expense, even though 
the delineation of the outer limits of an ore body is necessary to the proper 
development of a mine. This contention can be supported only by construing 
the “beginning of the development stage” within the meaning of section 615 as 
beginning after, rather than concurrently with, the time when “ores or minerals 
in commercially marketable quantities has been disclosed” as used in section 616. 
This construction runs counter to the intent of Congress as reflected by the 
report of the Senate Finance Committee on the Revenue Act of 1951, wherein 
it is stated in part Il on page 64 that “the determination of the beginning of 
the development stage is to be made * * * by reference to the time when the 
existence of ores in commercially marketable quantities is disclosed.” 

To eliminate the existing confusion on this point, we suggest that the first 
sentence of section 615 (a) be amended to read as follows: 

“In the case of expenditures paid or incurred during the taxable year, and prior 
to the disclosure of the existence of ores or minerals in commercially marketable 
quantities, for the purpose of ascertaining the existence, location, extent, or 
quality of any deposit of ore or other mineral [and paid or incurred before the 
beginning of the development stage of the mine or deposit], there shall be allowed 
as a deduction in computing taxable income so much of such expenditures as 
does not exceed $100,000.” (Italic words indicate addition, bracketed words 
indicate deletion. ) 


IIL WESTERN HEMISPHERE TRADE CORPORATIONS (SEC. 921) 


(a) Use of a subsidiary for carrying on a portion of the business 


Section 921 of the code provides (as did sec. 109 of the 1989 code) that a 
domestic corporation qualifies as a “Western Hemisphere trade corporation” if 
95 percent or more of its gross income is from sources outside of the United 
States and “if 90 percent or more of its gross income * * * was derived from 
the active conduct of a trade or business.” 

Regulations under section 921 of the code adopted on August 21, 1957, provide 
that “dividends received by a corporation do not represent income derived from 
the active conduct of a trade or business.” It is conceded that this is a proper 
interpretation of the law. 

There are situations, however, in which a Western Hemisphere trade corpora- 
tion may receive dividends from a subsidiary which, in our opinion, should not 
result in disqualification under the 90-percent rule. For example, a domestic 
corporation is engaged solely in the business of mining iron ore in Canada. 
Because of lack of public-utility services in the area, it must construct for its 
use a railroad, electric-power facilities, etc. To meet local law, administrative 
or practical requirements, such facilities must be owned and operated by one 
or more Canadian corporations to which the Western Hemisphere trade corpora- 
tion furnishes most or all the capital. Such public-utility companies may render 
all their services to the Western Hemisphere trade corporation or, in some cases, 
a minority part of their services may be rendered to third parties, perhaps even 
other mining companies which later start mining activities in the same area. 
It seems obvious that the receipt of dividends or interest from utility companies 
under crcumstances such as these should not bar the domestic corporation from 
qualifying under section 921. Accordingly, it is recommended that section 921 
of the code be amended by adding thereto the following provision or its equiva- 
lent in purpose and effect : 

“Where a domestic corporation otherwise qualifies as a Western Hemisphere 
trade corporation and part of the business activity conducted by it is carried 
on by and through its subsidiary or subsidiaries (domestic or foreign), whether 
or not such subsidiary or subsidiaries engage in business with others, the divi- 
dends and interest received by it from any such subsidiary are to be considered 
as income derived from the active conduct of a trade or business if such sub- 
sidiary meets the requirements (other than the requirement of being a domestic 
corporation) set forth in this section. For the purpose of the preceding sen- 
tence, a corporation shall be deemed to be a subsidiary of another corporation 
if stock possessing at least 50 percent of the voting power of all classes of its 
stock is owned directly by such other corporation.” 
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(b) Incidental purchases 


Section 921 of the code defines a Western Hemisphere trade corporation as 
being one which, among other things, does all its business “(other than inci- 
dental purchases)” in the Western Hemisphere. These Western Hemisphere 
trade corporation concept was enacted to encourage United States capital to 
invest in the Western Hemisphere and to provide a competitive status with 
foreign capital invested in that area. In keeping with that policy, the place 
where supplies, equipment, inventory, etc., are purchased should be unrestricted, 
otherwise competitive equality with foreign capital is nonexistent. Accordingly, 
it is recommended that the word “incidental” be stricken from section 921. 
In this connection, it should be noted that the present statute can be, and 
undoubtedly has been, circumvented through the use of a non-Western Hemi- 
sphere trade corporation to make purchases outside of the Western Hemisphere 
followed by a resale, on proper terms, to the Western Hemisphere trade cor- 
poration. Consequently, the suggested amendment should not result in any 
material loss of revenues. 


IV. TAXABLE INCOME FROM PROPERTY 


The percentage depletion allowance for mines has always been limited to 
50 percent of the taxpayer’s “taxable [net prior to 1954] income from the 
property.” This phrase has never been defined in the law but the Treasury’s 
regulations require interest paid on indebtedness, taxes measured by income 
and certain other charges to be deducted in arriving at “taxable income from 
the property.” This position has been sustained by the courts. 

We believe the original intent of the Congress was to limit the percentage 
depletion allowance to 50 percent of the taxable income which inures from 
the property regardless of the form of its ownership (whether by corpora- 
tion, partnership or individual) and regardless of the manner of financing. 
It is obviously appropriate that deductions should be made for expenses di- 
rectly connected with the production of income from the property and for 
such overhead expenses as directly contribute to the production of such in- 
come. But these deductions should not be increased by interest paid on 
indebtedness (any more than interest received should be included in income 
from the property) or by taxes based on or measured by income, capital stock 
taxes and other charges which are not direct costs of producing taxable income 
from a particular property (but depend on the form of property ownership, 
the amount of net income when determined, methods of financing, etc.). 

As this association has stated before, the future of the iron ore industry 
in the United States lies in the discovery and development of sources of 
supply of high-grade ore and the utilization of large tonnages of low-grade 
ores that must be treated before they can be used in the furnaces. Both of 
these programs require vastly greater investments per ton to recover com- 
mercially marketable ore than were needed when direct shipping grade ores 
were plentiful. Consequently, mining companies are becoming increasingly 
more dependent upon the use of outside borrowed funds. 

We urge, therefore, that the code be amended to limit the deductions in com- 
puting taxable income from the property to charges which bear directly on the 
production of income from the property and recommend the addition of the 
following new subsection to section 613 of the code or its equivalent in purpose 
and effect : 

“(d) Definition of Taxable Income from the Property: As used in this section 
the term ‘taxable income from the property’ means the gross income from the 
property (computed without excluding any amount on account of rents or 
royalties), less the allowable deductions directly attributable to the mineral 
property upon which the depletion is claimed and the allowable deductions di- 
rectly attributable to the processes described in paragraph (4) of subsection (c) 
of this section insofar as they relate to the products of such property, including 
operating expenses, rents and royalties, development costs properly chargeable 
to expense, depreciation, property taxes, losses sustained during the taxable 
year, etc., but excluding any allowance for depletion. Such expenses or deduc- 
tions shall not include expenses or deductions attributable to, or arising out 
of expenditures on, other property or assets, irrespective of whether such 
property or assets are income producing or active. Deductions not attributable 
to, or arising out of, particular properties, processes or assets, such as general 
overhead, shall be fairly allocated to all properties, processes and assets whether 
active or inactive. The term ‘general overhead’ as used herein shall be deemed 
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to mean the overhead relating to the property but shall exclude deductions and 
expenses of financial overhead of the taxpayer, such as interest, taxes based or 
or measured by income, capital stock taxes, and the like.” 

There are two other items which we believe merit the consideration of this 
committee. They are: (1) the allowance of depletion to stockholders; and (2) 
the deduction of the cost of facilities installed to abate water and air pollution. 
We submit as an appendix a statement covering these items with the request 
that it be included in the printed record. 

Mr. Chairman, this concludes our statement. 


APPENDIX 


A. Allowance of depletion to stockholders 


The iron-ore industry believes that the stockholder of a corporation engaged 
in mining should receive some benefit from the depletion deduction allowed to 
the corporation. 

Under our present system of taxation the owner of an economic interest in 
virtually all minerals is entitled to an allowance for depletion, this allowance 
representing the exhaustion of his capita asset—the mineral in the ground. 
The owner of a direct interest in a mineral property, including the owner of a 
royalty interest, qualifies for the percentage depletion allowance. On the other 
hand, a taxpayer who invests in the same type of property through the purchase 
of stock in a mining corporation is denied any allowance for percentage deple- 
tion. 

The important party in interest is the person who puts up the money and the 
fact that one individual does not generally have enough money to risk on a 
large exploration and mining program and must, of necessity, join with several 
individuals to form a corporation to do this exploring and mining should not 
deny those individuals the benefits of depletion. There can be no doubt that 
the allowance of percentage depletion provides a powerful stimulus for the 
investment of private capital in mining ventures. To provide the same en- 
couragement to the indirect investor in stock of a producing mining company, 
we believe our income-tax laws should provide for the allowance of percentage 
depletion to the stockholders of a company whose profits are derived from the 
operation of a mineral property. 

The Canadian tax law recognizes this principle and the stockholder who 
receives a dividend from a corporation, the income of which includes “mineral 
profits,” is allowed to deduct depletion based upon certain fixed percentages. 

We urge, therefore, that the stockholder of a corporation taxable under United 
States law which owns or operates mineral property or which receives dividends 
from another corporation, whose income is derived principally through mining, 
be allowed to deduct a reasonable percentage of the dividends received from such 
corporation in determining his taxable income. 


B. Facilities to abate water and air pollution 


Legislation has been enacted by all the States regulating in some degree the 
pollution of streams, rivers, etc. In addition, many of the States have obligated 
themselves by interstate treaties to establish and enforce standards directed 
toward the abatement of pollution in watersheds in which they have a common 
interest. The Federal Government also exercises some control with respect to 
pollution of interstate streams. 

Facilities which taxpayers are required to install under these laws and 
treaties usually have no useful value for other purposes. Accordingly, the cost 
of such facilities should not be required to be recovered by way of depreciation 
as in the case of facilities used in the production of income. 

Since facilities of this nature are intended to benefit the community and the 
public generally, they partake of the nature of contributions to the community. 
As in the case of contributions, expenditures for stream pollution facilities 
should be deductible currently rather than through the depreciation allowance. 
Such treatment will encourage more prompt compliance with the stream pollution 
laws and thereby aid in the early completion of this important national program. 

We believe the same principle should be extended to facilities for the preven- 
tion or abatement of air pollution. 


Mr. Perrers. The American Iron Ore Association, formerly the Lake 


Superior Iron Ore Association, represents producers of about 90 per- 
cent of the iron ore mined in the United States. Appearing with me 
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is Franklin G. Pardee, president of the association. Mr. Pardee is 

here = answer any questions dealing with the iron-ore industry in 
neral, 

Our principal point involves a treatment of exploration expenses, 

which Mr. Arnold covered in his statement just a moment ago. We 

endorse his suggestion for eliminating the limitations on the allowance 

of the full etbartion for exploration expenses. 

We realize, however, that this may not be practicable at this session 
of the Congress, because of budgetary problems and other matters, so 
we have here four alternative suggestions in connection with explora- 
tion expenditures which we have listed, starting on page 5 of the 
statement. 

Our first alternative suggestion is to renew the 4-year limitation for 
another 4-year period. Beginning with 1958, we ask that those mining 
companies or industries which have already used up their 4-year period 
may have another 4 years within which to deduct the $100,000 limita- 
tion. 

The second alternative suggestion is to remove the annual limitation 
so that a taxpayer may have the full benefit of the total $400,000 over 
the 4-year period. As the law is now written, he may not receive all 
of the $400,000 total benefit. 

The third alternative suggestion is to increase the $100,000 limita- 
tion to $200,000 per year, an to increasing costs from inflationary 
pressures and the increased costs generally of exploration work. 

Our fourth alternative suggestion is a very complicated question 
arising between the difference in language in section 615, covering ex- 
ploration expenditures, and section 616, covering development expen- 
ditures. As we understand the intent of the Senate when they inserted 
the deduction for exploration expenditures in the Revenue Act of 
1951, the cutoff point for exploration and development was to be the 
time when ores In commercially marketable quantities are disclosed, 
so that all expenditures up to that point would be treated as ex- 

loration expenditures, and all expenditures after that point would 
treated as development costs. 

I think this is made plain by the statement of the Senate Finance 
Committee on the Revenue Act of 1951, at page 64, part IT, where they 
say that: 
the determination of the beginning of the development stage is to be made * * * 
by reference to the time when the existence of ores in commercially marketable 
quantities is disclosed. 

There has been some thought that perhaps the existing language of 
the statute permits an overlap whereby, after a commercial ore body 
has been disclosed, there may still be work of an exploration nature 
which could not qualify for the development expense deduction. We 
would like t6 see the code amended so that that uncertainty is re- 
moved, and we have recommended certain language, beginning at the 
top of page 8, to accomplish that result. 

Our remaining points were more than adequately covered by Mr. 
Arnold in his statement, so that I do not believe it is necessary to go 
into those questions. 

That concludes our statement, Mr. Chairman, and we thank you 
very much. 

he Cuarrman. Are there any questions of Mr. Peters? 
Mr. Kroon. Yes, Mr. Chairman. 
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The Cuarrman. Mr. Keogh will inquire, Mr. Peters. 

Mr. Keocu. Mr. Peters, f was reading your item A under the ap- 
pendix on page 14, and I wonder if you would briefly have the record 
show what you mean to tell us. 

Mr. Perers. Item A of the appendix recommends that the depletion 
allowance allowed to corporations in the case of minerals be passed on 
to the stockholder of a corporation in some reasonable manner. Today, 
the stockholder, who is the principal investor in the mining operations 
or the mining corporation, receives no benefit from the te etion al- 
lowance as such as he receives his dividends. 

Mr. Keoeu. In other words, you are telling us that you would like 
us to consider extending the depletion allowance to the owners of the 
corporation owning the depletable resource. 

Mr. Perers. That is correct, sir. That is done in Canada, Mr. 
Keogh, on a percentage basis, and has worked out very satisfactorily 
up there. 

Mr. Kxoen. Thank you. 

The Cuarrman. Mr. Simpson will inquire, Mr. Peters. 

Mr. Sruprson. I wanted to inquire, Mr. Peters, whether the limitation 
to which you referred was a 4-year limitation. My recollection is that 
this body did not impose that limitation originally in the law. 

Mr. Perers. I believe that is correct, Mr. Simpson. The House in 
1951 adopted a provision for development expenses alone and did not 
touch on exploration. The Senate inserted the section covering ex- 
ploration expenses with these limitations, and this has been carried 
forward in the 1954 code. 

Mr. Stmpson. If I understand you correctly, I conclude that repre- 
senting the budgetary picture, what you are earnestly requesting now 
is (a) on page 5. 

Mr. Perers. We would like to see that as a minimum, Mr. Simp- 
son, a further extension of the 4-year period, plus item (d), the fourth 
item, a clarification of the cutoff point between exploration and de- 
velopment costs. 

Mr. Stmeson. Thank you. 

The CuarrmMan. Are there any further questions ? 

Mr. Hotes. Yes. 

The Cuarrman. Mr. Holmes will inquire. 

Mr. Houmes. I was interested in the reference to the Canadian pro- 
cedure. Would you advocate such procedure as that depletion allow- 
ance to stockholders in all corporations that are involved with depletion 
allowances; that is, all types of corporations? 

Mr. Perers. I can’t think of any situation where we have thought 
there should be a distinction drawn. I do not believe we have con- 
sidered it that carefully, Mr. Holmes. 

Mr. Houtmes. Secondly, would you withhold from depletion allow- 
ance some reserve before distribution to the stockholder, or would you 
put it all out? 

Mr. Perers. As I understand the Canadian system, upon the distri- 
bution of a dividend to a shareholder, a certain part of that dividend, 
if it is all from mining, let us say, is treated as a depletion deduction 
which the shareholder takes into account in reporting his income to 
the Canadian Government. I do not recall the percentage, but that 
can be furnished for the record if you would like to have it, sir. 
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Mr. Hotmes. Would it indirectly require a heavier depletion allow- 
ance, if such is the procedure ? 

Mr. Perers. The Canadian depletion allowance, as I understand it, 
and I would like to submit a statement on this if I am not correct, is 33 
percent or, roughly, one-third of the net income from the mining. 

Mr. Houtmes. I think you areright. It is 3314 of the entire income. 

Mr. Peters. It may be that 3344 could be higher or it could be 
less than the amount allowed under our law. For example, where 
a corporation in the United States is subject to the 50 percent limita- 
tion, they are allowed depletion at the rate of 50 percent. One that is 
not subject to that limitation may be allowed less. 

Mr. Hoimes. Then, another point I wanted to bring out. I do not 
want to belabor the point. I am just seeking information. Of course, 
depletion allowances in different businesses are in varying percentages, 
as you know. Would that have any effect on the procedure in the 
depletion allowance? 

Mir. Perers. That might require different percentages for different 
minerals in the United States. 

Mr. Hotes. That is what prompted the first question I asked you. 

Mr. Prrers. I see what you mean. 

Mr. Hotmes. You get the point? 

Mr. Perrers. Yes. 

Mr. Hotmes. Thank you very much. I appreciate the information. 

The Cuarmman. Are there any further questions of Mr. Peters? 

If not, Mr. Peters, we thank you for your appearance and the in- 
formation given us today. 

Mr. Peters. Thank you very much. 

The Crarrman. Our next witness is Mr. Otto Gressens, Mr. Gres- 
sens, for purposes of the record would you please identify yourself by 
giving your name, address, and the capacity in which you appear. 


STATEMENT OF OTTO GRESSENS, CHAIRMAN, TAX COMMITTEE, 
NATIONAL COAL ASSOCIATION 


Mr. Gressens. My name is Otto Gressens. I am executive vice pres- 
ident of Peabody Coal Co., which operates coal mines in Illinois, 
Indiana, Kentucky, Missouri, and Oklahoma. I am a member of the 
board of directors of the National Coal Association, and I appear 
today as the chairman of the tax committee of that association. 

The Cuarrman. Mr. Gressens, we are pleased to have you with 
us today, and you are recognized for 20 minutes. 

Mr. Gressens. Thank you, Mr. Chairman. 

The National Coal Association is the trade organization of bitumi- 
nous coal mine owners and operators throughout the United States. 
Its members mine more than two-thirds of the commercially pro- 
duced bituminous coal in this country. We have also been author- 
ized to speak for the American Coal Sales Association, the Anthracite 
Institute, and the Bituminous Coal Operators’ Association. 

We propose five revisions of the tax laws. Only one of these relates 
exclusively to coal. That is our request for an equitable depletion 
allowance for coal. Whenever I refer to coal in the course of my 
testimony, I am also including lignite as part of bituminous coal. 

Two other proposals relate to the entire mining industry. They 
are removal of the limits on exploration expenses, and a clarification 
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of the items taken into consideration in computing taxable income 
from mining properties. 

Our fourth and fifth proposals are covered in written material 
already filed with your committee. They are repeal of the 2-percent 
penalty on the filing of consolidated returns, and repeal of the tax 
on intercorporate dividends. 


REMOVAL OF LIMITATION ON EXPLORATION EXPENSES—-SECTION 615 


Our recommendation is that the present limitation on exploration 
expenses be removed. The Internal Revenue Code of 1954 allows a 
deduction up to $100,000 a year for exploration expenditures before 
the beginning of the development stage of a mineral deposit, and 
further limits such deduction to a total of 4 years. No carryover is 
allowed so that if the entire $100,000 is not used in any particular 
year, the unused portion is lost as a deduction. 

Once ores or minerals in commercially marketable quantities are 
found, there is no limit to the amount that can be deducted for devel- 
opment expenditures. 

Since the Congress adopted the principle of allowing a deduction 
for the cost of exploration, there appears to be no logical reason for 
an arbitrary limitation on the amount. The existence of this limita- 
tion, in contrast to the unlimited deductibility of development ex- 
penditures, has led to confusion and uncertainty. There is great 
administrative difficulty in establishing a cutoff point between ex- 
ploration and development. 


AN EQUITABLE DEPLETION ALLOWANCE FOR COAL-——-SECTION 613 (B) (4) 


The National Coal Association’s principal tax revision proposal 
is a more equitable depletion rate than the present 10 percent. 

The Congress many years ago stated the underlying principle that 
there should be a reasonable allowance for depletion of mines and 
other workings of natural deposits. This allowance is based on cost 
or on a percentage of gross income, whichever yields the greater 
deduction. 

Not only the Congress, but the courts and the executive branch, have 
recognized the broad principles and general purposes of percentage 
depletion. The allowance is based on the concept that when a com- 
pany mines and markets minerals, it is consuming part of its capital 
assets and should be allowed to replace them. 

The report of the President’s Materials Policy Commission recog- 
nized this in 1952 when it said in a report by Eugene E. Oakes of 
the National Security Resources Board: 

The depletion deduction is a recognition of the gradual exhaustion of a de- 
pleteable asset. A deduction for this purpose has been allowed under the Federal 
income tax law since 1913 * * *. 

A taxpayer is entitled to a deduction for depletion if he has what 
the courts call an economic interest in the mineral in place which is 
depleted by production. As the Supreme Court stated in 1956, the 
depletion allowance “is designed to permit a recoupment of the owner’s 
capital investment in the minerals so that when the minerals are ex- 
hausted the owner’s capital is unimpaired.” The Court pointed out 
that percentage depletion “continues so long as minerals are extracted.” 
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This last is an important point. Percentage depletion is not limited 
to returning the taxpayer’s original dollar investment, nor should it 
be. It looks to the future rather than to the past. It is intended 
to protect the producer from being taxed now on money he will need 
in the future, when his coal is mined out and he must open up new 
reserves. 

Under the percentage method of computing depletion, the deduction 
in the case of coal is 10 percent of the gross income from the property, 
subject to the limitation that it cannot exceed 50 percent of the taxable 
income from the property. The percentage depletion method is used 
if it results in a larger deduction than depletion under the cost method. 


INADEQUACY OF PRESENT DEPRECIATION ALLOWANCES 


The theory and principle of depletion and depreciation are similar. 
The purpose of both is to allow the accumulation of a fund, tax- 
free, for the replacement of capital. I do not intend to go into detail 
today on the subject of depreciation, but I would like to point out 
that depreciation allowances under present law are inadequate for 
the purpose of replacement of capital. This is largely due to the 
effects of inflation. The decreasing value of the dollar, which has 
continued rather steadily in the last decade or so, means that equip- 
ment depreciated for tax purposes on the basis of cost has to be 
replaced by equipment which costs a great deal more money. 

here have been several proposals already made to this committee, 
with the object of bringing the depreciation allowance more in line 
with economic realities. 

We have made a survey in the National Coal Association of the more 
recent effects of inflation on the character of the plants and equipment 
and mining supplies which we use. Generally, our industry 1s seg- 
regated into two main divisions: The strip-mining operations and the 
deep mining operations. We have kept those costs separate, because 
strictly speaking they are not exactly comparable operations. 

In the deep-mining operation, the price increases on January 1, 1956, 
over January 1, 1955, were 734 percent. The increases as of January 
1957 over January 1, 1955, were 1714 percent. In the strip-mining 
operations, the increases in costs on January 1, 1957, over January 1, 
1955, were 2514 percent. These increases have been computed as a 
result of compiling two new indices. The technical preparation of 
these indices has been approved by the Bureau of Labor Statistics, 
and the Bureau of Labor Statistics has agreed to publish such indices 
for the coal industry, and I think they may first be published about 
April 1 of this year. 

It is the first time, to my knowledge, that we have had a fairly 
accurate set of indices that, as a composite, gives to us in our industry 
the results of this inflation and the costs of capital replacement which 
we are facing, as is every other industry, of course. 


COMPUTATION OF TAXABLE INCOME FROM MINING PROPERTIES—SECTIONS 
613 (A) AND 614 


Let me digress here on another of our recommendations. We ask 
for legislation expressly providing for an equitable computation of 
taxable income from mining properties in applying the 50 percent 
of taxable income limitation. 
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To assure that this limitation on depletion is equitably applied, the 
Congress should provide that only items directly related to the pro- 
duction of income from the mining property are to be deducted in 
computing “taxable income from the property.” 

Expenses such as interest, taxes based on or measured by income, 
capital stock taxes, and charitable contributions, should be excluded 
from the computation of taxable income for this purpose. They are 
not directly connected with the actual mining property and should 
not be anol to penalize the mine operator when he calculates his per- 
centage depletion. 

The term “property” is defined in section 614 of the Internal Revenue 
Code of 1954. There is a definite need for amendment of the 1954 code 
in this respect. Our association notes with appreciation this com- 
mittee’s action, at our request, to improve the situation by your favor- 
able reporting of section 32 of the technical amendments bill of 1957. 
The President urged the enactment of this bill in his budget message 
on January 18. Because of the chairman’s September 11 announce- 
ment as to the scope of these hearings, however, I am not offering any 
oral testimony on the subject of the definition of the term “property,” 
but will be glad to answer any questions as to our position on this 
subject. 

There is one small clarifying change in section 32 of the bill which 
we suggest. Where it states that “any taxpayer may treat any prop- 
erty (determined as if the Internal Revenue Code of 1939 continued 
to apply),” I think that it should say “determined as if the Internal 
Revenue Code of 1939 and regulations thereunder continued to apply.” 
This would accord with your committee’s report on the bill, which 
so states explicitly, and would forestall at least a large portion of the 
litigation on the subject of “property.” 


COAL IS BASIC TO NATION’S WELFARE; DEPLETION ALLOWANCE—SECTION 
613 (B) (4) 


To return to the percentage depletion allowance: The coal industry 
had none until the Congress granted it a 5 percent rate in the Revenue 
Act of 1932. This rate remained in effect until it was raised to 10 
percent in 1951, and it has not been changed since. 

Coal is a basic industry. Without it, no nation is strong in either 
arms or economy. It is just as essential to national defense in these 
days of supersonic missiles and satellites as it was in the era of the 
muzzle-loading cannon. 

Let us examine, for example, the role of coal in producing steel and 
electricity. In World War II, Winston Churchill said, “War is made 
of steel and steel is made of coal. Coal is the foundation, and to a very 
large extent the measure of our whole war effort.” 

In 1956 steel took 106 million tons of coal as compared with 46 
million tons in 1938. 

Electric power production in 1956 required 155 million tons of 
coal as compared with 36 million in 1938 and 69 million in 1946. Coal 
now generates more electric power in the United States than all other 
fuels and water power combined. 

It is not only in the producer’s interest but the national interest that 
he be enabled to find and develop new coal reserves. The total coal 
reserves of the Nation are sufficient for hundreds of years, but the 
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specific mines being worked today will, of course, become exhausted 
and must be replaced by new workings. 

Since the 10 percent depletion rate for coal was established in 1951, 
not only the cost of living but the cost of replacing wornout mines 
has gone up sharply. Also, the purchase of desirable coal properties 
has become in recent years increasingly difficult and expensive. Re- 
ports from members of our association indicate that mines which as 
recently as 1946 cost only about $3 a ton of annual capacity now 
cost in the neighborhood of $10 per ton to replace. 

Let me give you an idea of the size of the replacement task: The 
bituminous nab industry produced somewhere near 500 million tons 
last year. Not only must that tonnage be replaced by opening new 
reserves, but the expanded demands of the future are rushing toward 
us. Let us look a few years ahead. Estimates of several Government 
and industria] authorities, when averaged, show a total coal market in 
1975 of from 700 to 750 million tons, or a 50 percent increase over 
present production. It will take a tremendous investment to finance 
his expanded capacity. An increase in the depletion allowance to a 
more equitable rate would be helpful in making the necessary reserves 
of capital available. 

I strongly urge that this committee and the Congress act now to in- 
crease the depletion rate for coal to at least 15 percent. 

When the Congress completely revised the Internal Revenue Code 
in 1954, it granted the 15 percent rate to all minerals not specifically 
enumerated. The term “all other minerals,” as pointed out in the 
Senate report, is not limited to those minerals parenthetically listed in 
section 613 (b) (6) of the code. It includes some minerals which were 
not entitled to percentage depletion at all before 1954. 

Why should coal be considered less important than all other min- 
erals? Without mentioning all the minerals now receiving 15 percent, 
I might point out that this rate applies to gypsum, slate, quartz, cal- 
cium carbonates, refractory and fire clay, dolomite, feldspar, gilsonite, 
granite, limestone, marble, and potash. The 15 percent group in- 
cludes practically everything not expressly listed in other groups 
except soil, sod, dirt, turf, water, moss, or minerals from the sea, the 
air, and other inexhaustible sources. Bituminous coal, however, is 
limited to 10 percent. 

The depletion rate for oil and gas is 2714 percent. The various other 
minerals are divided into specific item groups, depletable at rates rang- 
ing from 23 percent down to 5 percent, plus the general catchall 
group of minerals I mentioned which are depletable at 15 percent. 

Although coal competes directly with oil and gas, I want to make it 
perfectly clear that the bituminous coal mining industry makes no 
allegation that the 2714 percent rate for oil and gas is excessive. I 
make this point simply because rumors to the contrary have circulated 
despite our efforts to disavow them. It is evident this country needs 
a strong oil industry. In times of peace and war, the coal industry 
is equally essential and, therefore, we urge more equitable treatment 
for coal. 

Since the launching of the sputniks, there has been much public 
discussion about the need for greatly increased research and develop- 
ment by both Government and industry. This need is especially press- 
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ing in the coal industry, which has a heavy stake in developing new 
and more efficient ways of handling and using coal. A more equitable 
rate of percentage depletion could contribute to making funds avail- 
able for this vital purpose. Only about $17 million was spent on coal 
research in 1955, with the industry itself spending less than $4 million 
of this. The oil industry spends about $150 million a year on research. 

The House Committee on Interior and Insular Affairs recommended 
last August that the Congress act “to bring about a more equitable 
depletion allowance rate for the bituminous coal and anthracite indus- 
tries.” The specific reason given was that such an adjustment would 
encourage concurrent scientific research and development in the pro- 
duction, transportation, and utilization of coal. 

The report stated : 

In view of the commendable research programs carried out by competitive 


industries, particularly the United States petroleum industry, the subcommittee 
believes that at least a portion of the savings accruing to the bituminous coal 
industry through an adjustment of the depletion allowance rate should be avail- 


able for pure and applied research, engineering, and in proving ground operations. 
Your own committee last year expressed a desire for assistance in 


revising the internal revenue laws “to obtain a revenue system which 
is fair, equitable, neutral in impact between dollars of income from 
similar sources, |and) responsive to changes in economic condi- 
tions * * *.” For the reasons stated above, and with the goal of aid- 
ing the continuing growth of the coal industry in order to. assure 
future satisfaction of the tremendous fuel needs of the United States, 
I urge that the Congress act now to raise the depletion allowance for 
coal to at least 15 percent. 

Our eyes are on the skies these days as satellites sail around the earth 
and missiles blast off their launching pads. But we should not forget 
that this hardware we aim at the stars, and most of the energy that 
powers the machines that make it, come from prosaic holes in the 
familiar old earth. And until some interplanetary enterprise opens 
a mine on the moon, the rich storehouses of our own planet are our 
only supply. It is to open these storehouses, to keep this supply 
available and flowing, that coal needs a higher depletion allowance. 
And the Nation, though it talks of so-called exotic missile fuels, needs 
that prosaic but still most economical fuel, bituminous coal. 


SUMMARY OF RECOMMENDATIONS 


To summarize, the National Coal Association recommends the fol- 
lowing revisions of the revenue laws: 

(1) Increasing the percentage depletion rate for coal to at least 
15 percent. 

(2) Removing the limitations on the deduction of exploration ex- 
penditures. 

(3) Excluding from the computation of “taxable income from the 
property” items not directly related to the production of income from 
the mining property. 

(4) Repealing the 2-percent tax on the filing of consolidated returns. 

(5) Repealing the tax on intercorporate dividends. 

The Cuarrman. Does that conclude your statement, Mr. Gressens ! 

Mr. Gressens. That concludes my statement, Mr. Chairman. 

The Cuarrman. Are there any questions of Mr. Gressens? 
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If not, Mr. Gressens, we thank you for your appearance and the 
information you have given. 

Mr. Gressens. Thank you, Mr. Chairman. 

(The following supplement was filed with the committee :) 


NATIONAL Coat ASSOCIATION SUPPLEMENT TO STATEMENT OF OTTO GRESSENS, 
CHAIRMAN, Tax CoMMITTEE, BErorE THE House COMMITTEE ON WAYS AND 
MEANS, JANUARY 21, 1958 


ELIMINATION OF 2 PERCENT PENALTY FOR FILING CONSOLIDATED RETURNS 


Section 1503 (a) of the 1954 code contains the unfair burden of an additional 
2 percent penalty tax upon corporations filing consolidated returns. We urge 
strenuously that this penalty be eliminated. The reason originally stated for 
imposition of the penalty in 1942 was to equalize the other tax advantages sup- 
posedly arising from filing consolidated returns. However, structural changes 
in the income tax since 1942 have largely eliminated such advantages and the 2 
percent penalty now remains as merely an historical anomaly. When added to the 
existing corporate tax structure, corporations filing consolidated returns are 
faced with a 54 percent tax rate. This results in artificially preventing inter- 
corporate business groups from filing consolidated returns even though the con- 
solidated basis produces a natural as well as a conceptually correct measurement 
of taxable income of the economic groups. 

From an administrative standpoint, consolidated returns permit tax concepts 
to harmonize more completely with accounting standards and simplify adminis- 
tration. Corporations desiring to achieve consolidated return effects without the 
penalty are forced artificially to carry on business on a division or department 
basis when this course of action may be otherwise economically unsound. 


INTERCORPORATE DIVIDENDS CREDIT 


Under section 243 (a) of the 1954 code, a corporate shareholder receiving a 
dividend is entitled to a deduction equal to 85 percent of the amount of the divi- 
dend. Such corporate shareholder is therefore subject to an additional tax on 
15 percent of these intercorporate dividends. We urge that the intercorporate 
dividends tax be eliminated. 

Shareholders of a dividend-receiving corporation are subject to at least a triple 
tax on the earnings of the original dividend-paying entity under the present 
statute. The 1954 code recognized the inequity of the double tax on corporate 
earnings by providing (in sections 34 and 116) for a limited dividends received 
exclusion and deduction. The retention of the tax on 15 percent of intercorpo- 
rate dividends is not only wholly inconsistent with the philosophy of sections 
34 and 116 but also is inconsistent generally with corporate level taxing prin- 
ciples. Thus, under section 301 (b) (1) (B), the tax effects of intercorporate 
distributions in kind are clearly colorless—except with respect to the intercorpo- 
rate dividends tax—and the elimination of this tax is hereby requested. 


REPEAL OF 4 CENTS PER TON TAX ON TRANSPORTATION OF COAL 


The announcement of the chairman of the House Committee on Ways and 
Means relating to the general tax-revision hearings of January and February 
1958 (dated September 11, 1957), pointed out that the Subcommittee on Excise 
Taxes held extensive hearings in the fall of 1956, and stated that those hearings 
would be incorporated by reference in the 1958 hearings. 

In accordance with this announcement and since there are no new develop- 
ments concerning this excise tax, the National Coal Association foregoes repeti- 
tion of its 1956 testimony and invites the committee’s attention to the following 
statement: Statement of Russell W. Laxson, chairman, tax committee, National 
Coal Association, December 3, 1956, hearings before a subcommittee of the Com- 
mittee on Ways and Means, House of Representatives, 84th Congress, 2d session, 
on excise taxes, pages 422-442. 


The Crarrman. Our next witness is Mr. Rolla D. Campbell. Mr. 
Campbell, will you please come forward. 

Mr. Campbell, for the purposes of the record, will you identify your- 
self by giving us your name, address, and the capacity in which you 


appear. 
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STATEMENT OF ROLLA D. CAMPBELL, PRESIDENT, NATIONAL 
COUNCIL OF COAL LESSORS, INC. 


Mr. Campsety. Mr. Chairman, my name is Rolla D. Campbell. I 
appear here as president of the National Council of Coal Lessors, Inc., 
which is a trade association of owners of coal land and lessors of coal 
lands. 

The Cuarrman. Mr. Campbell, before recognizing you, I recognize 
Mr. Jenkins. 

Mr. Jenkins. I just want to say for the benefit of the committee 
generally that here is a man that knows his business. I have known 
him for many years, and I think he is the leading lawyer in the State 
of West Virginia. He knows the coal business from one end to the 
other, and I know what he says to us today he believes himself. 

Mr. Campbell, I am glad to welcome you here as one neighbor to 
another. 

The Cuatrman. Mr. Campbell, you are recognized to proceed in 
your own way for 15 minutes. 

Mr. Campseti. Thank you very much, Mr. Chairman, and thank you 
also, Mr. Jenkins, for those complimentary remarks. I hope I can live 
‘up to them. 

I have a prepared statement, Mr. Chairman, which I would like to 
ask to have filed, and then I shall not attempt to read it, but only to 
comment on several of the points. 

The Cuarrman. Without objection, the entire statement will appear 
in the record. 

Mr. Camesety. Thank you very much. 

(The statement referred to is as follows :) 


STATEMENT OF ROLLA D. CAMPBELL, PRESIDENT, NATIONAL CouNCIL oF CoaL LEs- 
sors, INc., BEFORE THE WAYS AND MEANS COMMITTEE, HOUSE OF REPRESENTA- 
TIVES, JANUARY 21, 1958 


Mr. Chairman and gentlemen of the committee, my name is Rolla D. Campbell. 
I live in Huntington, W. Va. I have practiced law for 38 years. My principal 
clients are coal operators and coal-land owners. I am financially interested in 
the coal business. I am president of Dingess-Rum Coal Co., a coal-land owner 
and lessor, and of National Council of Coal Lessors, Inc., a trade association of 
coal-land owners with members in most of the coal-producing States. I appear 
before you today on behalf of the national council. 


THE CHANGES IN THE CODE REQUESTED BY NATIONAL COAL ASSOCIATION AND AMERI- 
CAN MINING CONGRESS SHOULD BE MADE 


At the outset I would like to say that I strongly support the changes in tax 
laws which have been recommended to you by representatives of National Coal 
Association and American Mining Congress. These changes are, in my judgment, 
needed, they will aid the mining industry of this country, and will have minor, 
if any, effect on the financial condition of the Treasury. Indeed, by promoting 
a sound mining industry, they should benefit the Treasury. Certainly, I think 
we can all agree that it is not in the interest of this Nation to become a have-not 
country devoid of minerals vitally needed to support an expanded economy and 
the national defense. 


TAX REDUCTION IS NEEDED TO INCREASE REVENUE 


Next, I would urge you gentlemen seriously to consider whether the point of 
diminishing returns has not long since been reached in the realm of Federal 
taxation. A slowed-down economy points up dramatically how dependent this 
country is upon a continued and expanding high level of income and profits. 
A speeded up defense program will require more money. This additional money 
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should come in part from reduced spending in nondefense fields. The other 
part must come from the higher profits and incomes incident to a more active 
business tempo. I hope you will try the experiment of reducing taxes on business 
income with the aim of increasing revenues. Higher taxes would now, in my 
humble judgment, produce less, not more, revenue. 


A LOWER CAPITAL-GAINS TAX WILL INCREASE REVENUE 


One tax which definitely can be regarded as a retardant of profits is the capital- 
gains tax. The existing 25 percent rate definitely discourages the taking of 
profits. It tends to create artificial scarcities of all kinds of properties, land, 
securities, buildings, etc., with resulting higher prices. It affects artificially 
the tempo of trading activity. Too often it controls rather than follows policy 
decisions. Its only justification is that it does produce revenue. It is my beljef 
that it should be eliminated. But if that is impossible, then in my opinion the 
least this committee should do is to soften the capital gains tax rate. A rate of 
10 percent and certainly not more than 15 percent should have marked benefit 
on the economy and bring about an increase in the tax yield from this source. 
I sincerely hope that this subject will have your very serious consideration. 


THE CAPITAL GAINS TAX SHOULD NOT TAX DEPRECIATION OF THE CURRENCY 


Whether or not any change is made in the rate, the present method of comput- 
ing capital gains should be changed to eliminate as far as possible taxes on cur- 
rency depreciation. Revaluation of basis should be permitted to give effect, 
without penalty, to changes in the buying power or worth of the dollar. The 
same reasoning applies equally to the method of computing the depreciation de- 
duction. I recognize that the principle to be attained is easier stated than 
spelled out in a detailed section of the code, and that many technical difficulties 
both of drafting and of administration would have to be carefully worked out. 
But something of this sort should be done if the tax on capital gains is to be 
truly such and not a tax on depreciation of the currency. Certainly, unless it 
can be done, the best course would be to eliminate altogther any tax on capital 
gains. 


SECTION 614 (C) OF THE 1954 INTERNAL REVENUE CODE, DEALING WITH AGGREGATION 
OF NONOPERATING MINERAL INTERESTS, SHOULD BE CHANGED 


The 1954 code contained for the first time a definition of the word “property” 
when used in connection with depletion. The definition set out in section 614 (a) 
had no foundation in actual practice in the coal industry. Aggregations of 
separate mineral interests were allowed on several bases, the principal elements 
being practicality in each particular instance and consistency of adherence to 
practice once established. H. R. 8381, now pending before the House, attempted to 
deal with the problems of property and aggregation by preserving rights existing 
under the 1939 code. This approach apparently grew out of the self-imposed 
limits of action which this committee created, namely that it would undertake to 
correct only the inequities of the 1954 code. But I want this committee to know 
that the changes made in section 614 (c) by H. R. 8381, if they should be enacted 
into law, will continue to be inequitable and unfair to the owner of nonoperating 
mineral interests. In the first place, the law under the 1939 code relating to 
definition of property and aggregation of mineral interests had not been clearly 
etched out by case decisions and was and is therefore shrouded in doubt and 
uncertainty. Administrative practice with respect to aggregation of nonoperat- 
ing mineral] interests of coal lessors apparently varied widely from taxpayer to 
taxpayer. I will not burden you with a recitation of such varied instances but 
I do know that they exist and can cite chapter and verse if need be. 

If section 614 (a) defining property is to be left in the law unchanged, then 
section 614 (b) dealing with aggregation of operating mineral interests, and 
section 614 (c) dealing with aggregation of nonoperating mineral interests, 
should by all means be rewritten. The changes contained in H. R. 8381 are not 
sufficient, Both American Mining Congress and National Coal Association are 
urging revision of the text of section 614 (b) and I heartily support their efforts 
and their reasons therefor. The National Council of Coal Lessors, Inc., have 
drafted, and I append to this paper, a proposed revision of section 614 (c) (1) 
dealing with aggregation of nonoperating mineral interests, together with a 
statement of the changes which will be accomplished by such text. I urge you 
to adopt this revision. It is not merely a technical change but a very vital one 
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of great importance to taxpayers who would like to have more certainty as to 
their rights and a reduction in expense and confusion in computing depletion 
allowances aned adjustments of basis. 


OTHER CHANGES IN THE TAXATION OF CORPORATE EARNINGS AND PROFITS ARE NEEDED 


Without going into extended argument, I suggest that this committee should 
look with favor on and adopt the following changes in existing practices: 

1. The double taxation of dividends has long cried out for correction, particu- 
larly since rates on corporate and individual incomes were raised to their present 
levels. Existing credits for dividends received by individuals should be substan- 
tially increased. 

2. The tax on intercorporate dividends has no rightful place in our tax struc- 
ture and should be abolished. It is a definite hindrance to business transactions 
and to corporate flexibility and the tax is entirely out of line with any supposed 
benefit. 

8. Capital gains taxed to a corporation should be free of income tax when 
passed on to the corporation’s stockholders. Under the present law such gains 
are taxed as capital gains to the corporation but as ordinary income when paid 
to the stockholder. 

4. Depletion allowances to corporations which are paid to stockholders as 
dividends should be free of income tax to the stockholders. Under the present 
law such allowances when paid to stockholders are treated as ordinary income. 

5. Corporations holding property and receiving income therefrom and paying 
out 90 percent or more of their incomes or dividends should be treated in the 
same manner as regulated investment companies, so that gains and profits dis- 
tributed would be taxed to the stockholders and not to the corporation which is 
serving largely as a conduit for the collection and distribution of income. In 
this connection there is no reason why a regulated investment company should 
not be permitted to own land and to distribute rents, mineral royalties, and 
gains from the sale of lands and interests in lands free of tax to itself provided 
of course that it makes a distribution each year of at least 90 percent of such 
income. There seems to be no substantial reason why a corporation which 
regularly distributes at least 90 percent of its net income to stockholders should 
be charged a high tax rate for the privilege of serving merely as a conduit for 
the collection and disbursement of income. 


CONCLUSION—THE COAL INDUSTRY NEEDS THE FRIENDLY INTEREST OF THE 
CONGRESS 


The coal industry continues to suffer from excessive competition from oil and 
gas. Its share of the energy market continues to decline. It has been, I am 
sorry to say, the victim rather than the beneficiary of Federal legislative policies. 
The Government is spending vast sums to develop electric power from atomic 
fuel and from hydrogen fusion with the aim of supplanting coal and other fossil 
fuels as soon as possible. I think the coal industry is vital to the continued growth 
and prosperity of this country. If the industry is to live and to continue to 
contribute to the energy needs of the country it must have, I submit, sympathetic 
help from the hands of Congress and particularly from the hands of this com- 
mittee. 


I thank you for the opportunity of presenting my views to you. 


A ProposaL To Revise IRC 1954, Section 614 (c) (1), ReLarrne To AGGREGATION 
OF NONOPERATING MINERAL INTERESTS 


EXPLANATION 


Section 614 (a) defining “property” for depletion purposes and authorizing 
aggregations of separate acquisitions came into the code first in 1954. Aggrega- 
tions of nonoperating mineral interests were covered by regulations and by prac- 
tice established with consent of service. 

Aggregations of two or more separate interests were permitted to the tax- 
payer by the regulations, provided the taxpayer was consistent. Under such 
permission, many aggregations were effected. 

The first version of section 614 dealt only with aggregations of operating min- 
eral interests. Since it authorized aggregations of operating interests only, a 
new paragraph continuing the practice as to nonoperating mineral interests 
(such as the interest of a landowner in property leased to an operator on a 
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royalty basis) became necessary, and section 614 (c) (1) was included in the 
1954 code revision before it was finally adopted. 

But the langauge used in section 614 (c) (1) was more restrictive than 
intended, in that it imposed the following limitations on prior practice as to non- 
operating mineral interests : 

(a) Aggregations were limited to the interests in one tract or in two or more 
tracts which are contiguous and form one boundary, thereby forbidding aggre- 
gations of tracts not having common boundaries. Aggregations of tracts not 
having common boundaries have been permitted prior to 1954. 

(b) Only one aggregation of two or more contiguous tracts is permitted. Two 
or more aggregations of contiguous tracts have been permitted prior to 1954. 

(c) A separate mineral interest in 1 tract cannot be subdivided into 2 or more 
properties or combined partly with 2 or more other aggregations. Such separa- 
tion and combination were permitted prior ot 1954. 

(ad) Apparently, if an aggregation is to be had, it must be of all interests 
of the taxpayer in all different kinds of mineral deposits (e. g., coal, oil, gas, 
uranium, iron ore, limestone, etc.). Aggregations prior to 1954 were permitted 
as to each kind or class of mineral deposit. 

(e) Proposed regulations limit aggregation only to those interests which 
are producing revenue. Aggregations prior to 1954 were permitted of produc- 
tive and nonproductive lands. 

(f) A showing of undue hardship on the taxpayer was imposed as a condition 
of the right to aggregate. No such showing was required prior to 1954, 

To restore prior practice and to promote economy and convenience, section 
614 (c) (1) should be amended to read as follows: 

Proposed redraft of 1954 code, section 614 (c) (1): “If a taxpayer owns 1 
or more separate nonoperating mineral interests in a single tract or parcel of 
land, or in 2 or more tracts of land which are in the same genera) geographic 
area, he may elect to treat (for all purposes of this subtitle) such interest or 
interests (whether or not producing revenue) in each separate kind of mineral as 
1 property or as 2 or more properties. If such election is made for any taxable 
year, the taxpayer shall treat such interests affected by such election in the 
same manner for all subsequent taxable years unless the Secretary or his delegate 
consents to a different treatment. This paragraph shall be effective with respect 
to taxable years ending after December 31, 1953.” 

Proposed redraft of 1954 code, section 614 (c) (1), showing in detail 
all deletions and additions proposed (deletions in brackets, additions in italic) : 

If a taxpayer owns [two] one or more separate non-operating mineral interests 
in a single tract or parcel of land or in two or more [contiguous] tracts or parcels 
of land which are in the same general geographic area, {the Secretary or his dele- 
gate may, on showing of undue hardship, permit the taxpayer] he may elect to 
treat (for all purposes of this subtitle) [all] such [mineral] interest or inter- 
ests (whether or not producing revenue) in each separate kind of mineral as one 
property or as two or more properties. If such [permission is granted] election is 
[granted] made for any taxable year, the taxpayer shall treat [all] such 
[mineral] interests affected by such election [as one property] in the same man- 
ner for all subsequent years, unless the Secretary or his delegate shall consent 
to a different treatment. This paragraph shall be effective with respect to tax- 
able years ending after December 31, 19583. 


Mr. Camper. I might say that the owners of coal lands are really 
an important part of the mining industry of this country. Therefore, 
their association is interested in any legislation which promotes the 
welfare of the mining industry as a whole. For that reason, the asso- 
ciation heartily endorses the proposals which have been made here 
today before you by representatives of the National Coal Association 
and American Mining Congress. I shall not undertake to repeat or 
argue any of the points which they have made, except to say that we 
hope that they will have your favorable consideration. 

ne point in the paper in which this organization is particularly 
interested appears on page 3 of the statement. It has to do with the 
text of section 614 (c) of the 1954 Revenue Act, which defines the con- 
ditions under which nonoperating mineral interests can be aggregated. 
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As you gentlemen know, section 614 appeared for the first time in 
the 1954 code. I think it was written hurriedly and without a full 
appreciation of the complexities of the mining industry, both of the 
active operating mines and of the land-owning interests. The diffi- 
culties with the section came to light when the Internal Revenue 
Service undertook the task of writing the regulations to enforce the 
provisions of section 614, 

‘The coal-land owners found many difficulties in paragraph (c) of 
this section, which would, if carried into effect, cause many expensive 
and embarrassing changes in practices which have been long since 
established between the various taxpayers and the Internal Revenue 
Service. 

The subject was brought up before this committee when the Mills 
bill, H. R. 8381, was under consideration, and some attempt was made 
in that bill to deal with the problems which arise under section 614. 
However, I think most everybody affected by it is not happy with the 
language of section 33 of the Mills bill, which probably was the product 
of the self-imposed limitations which this committee placed on its 
own field of action. But at any rate, section 614, in my opinion and, 
I think, in the opinion of all mining men, requires rewriting. 

We, on behalf of the coal lessors, submit herewith a proposed re- 
draft of section 614 (ec) (1), in which we are particularly interested. 
We show in the attachment to my paper the precise reasons for our 
objections to the present text and the changes which we hope to ac- 
complish by the language suggested. 

The other suggestions which I have in my paper, I find may not be 
new in any respect to you. I read in the newspapers that many people 
have sigeeeted Wi you, for example, that tax reduction is something 
that is sorely needed now. I believe the chairman has been quoted on 
the point that it might be necessary. 

The Cuamman. At this point, Mr. Campbell, since you refer to 
me, I have been quoted on so many sides of every question affecting 
taxation that I am not surprised at anything that I read which is at- 
tributed to me. But I have not said that I thought taxes ought to be 
reduced at the present time. 

Mr. Campeeti. No; I did not think you had said that. I said you 
thought they might be necessary. 

The CuatrMan. Yes, sir. 

Mr. Camprett. However, I would like to suggest to you that tax 
reduction is in order, not primarily for the purpose of stimulating 
business, although I think it will have that result, but because I think, 
frankly, a lower rate, both on individuals and on corporations, would 
actually produce more revenue for the Government than a continuation 
of existing rates. 

I do happen to see the operation of the tax laws in my business every 
day. Not a single transaction can be shaped in a lawyer’s office until 
the tax consequences have been considered and appraised. Too often, 
they are controlling as to whether or not a particular transaction will 
be effected. 

Not only that, but the combination of the high progressive rates 
which we now have, plus price inflation, adds up to a lower standard 
of living for all taxpayers, and if the rates are to continue at their 
present levels and the inflation is to continue, then we are something 
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like the man climbing a slippery hill. We take one step upward and 
slide back two. Tax reduction could be beneficial all the way around. 

As to how to achieve some tax reduction and also a stimulation of 
business is a problem with which this committee is primarily con- 
cerned. I have suggested in my paper some changes which I think 
would be beneficial in promoting more revenue and a more active busi- 
ness tempo. Frankly, I think a lower capital gains tax will actually 
result in an increase in revenue. That has been argued before you 
many times, but I have seen too many instances in my own practice 
where it operates as a deterrent of transactions and where it creates 
an artificial scarcity of all kinds of property which would otherwise 
be sold. And a lower rate would certainly stimulate more transac- 
tions and therefore, in my judgment, greater revenue. 

The advent of inflation has meant that many of the capital gains 
which are taxed are not capital gains at all, but simply a revaluation 
in dollars which were worth less than they were when the property 
was acquired. In effect, the capital gains tax today is a tax on the 
depreciation of the currency. The same problem is present, as Mr. 
Gressens pointed out, in connection with depreciation. The dollars 
which are recovered in depreciation do not have the buying power of 
the dollars which were invested in the property. 

If the capital gains tax cannot be softened materially by reduction 
in rate, then I think this committee should consider some means of 
trying to distinguish between true capital gains and capital gains 
which are simply taxation of depreciated currencies, and that they 
should do the same thing with respect to the depletion and deprecia- 
tion deductions. 

Other changes which I think this committee could well afford to 
consider as a means of increasing revenue as well as stimulating 
business transactions would be to reduce the present tax burden on 
dividends paid by corporations. They are doubly taxed now: first, 
when earned by the corporation; and next, when paid to the stock- 
holder. This could be done by increasing the existing credits for 
dividends. The greater the increase, I think, the greater the impact 
will be in increasing revenues and stimulating business. 

There is a tax now on intercorporate dividends which I think has 
no rightful place in our tax structure. It places a very, very high 
price on corporate convenience and flexibility, and the tax is entirely 
out of relation to the benefits which might be derived by the taxpayers 
from having subsidiary corporations. 

The committee has already heard a suggestion that percentage- 
depletion allowances could be passed on to stockholders tax free. I 
think the same point could well be made with respect to capital gains, 
as the present law has a special, lower tax on capital gains than ordi- 
nary income, but when it goes to the stockholder it is ordinary income, 
and it has no special tax rate there. The same is true with respect to 
depletion allowances. 

en, another field which the committee might well consider would 
be the taxation of corporations which serve largely as conduits for the 
collection of income and distribution thereof to stockholders. 

You already have on the statute books a type of company known 
as the regulated investment company. A great many other corpora- 
tions are serving essentially the same purposes as a regulated in- 
vestment company, but they cannot fit the definitions that are con- 
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tained in the statute. For example, there is no reason that I know 
of why income from rents and royalties from coal, timber, iron 
ore, and so forth, should not be considered as regulated invest- 
ment income. But it is not. The suggestion I make is that where 
a corporation is simply a conduit for collecting and passing out in- 
come—and you can test that by requiring it to distribute at least 
90 percent of its net income to its macnn as regular procedure— 
then it should be taxed in the same manner as a regulated investment 
company is presently taxed. 

If that could be done, it would largely take care of the situation in 
many cases of passing on to stockholders the allowances for depletion 
and for capital gains. 

In my conclusion I suggest the reasons why I think this committee 
should have a sympathetic feeling for the coal industry. Attached to 
my paper is a detailed statement with respect to the reasons for 
amending section 614 (c) and a redraft of section 614 (c) (1), which 
I hope will have your attention. 

Mr. Chairman, I thank you very much for the honor and privilege 
of appearing before this committee. 

Mr. CuarrMan. Are there any questions? 

Mr. Keogh will inquire, Mr. Campbell. 

Mr. Keocu. Mr. Campbell, I was interested in your discussion of 
the capital gains tax. I note that in that discussion you did not ad- 
dress yourself to the holding period. Am I to conclude that your 
council has no recommendation with respect to increasing or shorten- 
ing the holding period ? 

Mr. Campsetu. Mr. Keogh, this particular group is not greatly con- 
cerned with that, for the reason that any person who puts his money 
in coal lands normally expects to leave it thas for many, many years. 
It is not a rapid turnover investment. It is different from buyin 
and selling stocks or bonds or other securities. The holding period 
is not an item of great consequence with us. The rate is. 

Mr. Kroen. If the holding period is unimportant by reason of the 
length that assets are held, why is the rate of any consequence to an 
individual who does not realize his capital gain ? 

Mr. Campretu. Of course, eventually the hope is that the income 
will be derived from royalties, and under the present law the royalties 
are taxed as capital gains. 

The Cuarrman. Are there any further questions of Mr. Campbell? 

Mr. Campbell, I notice that Mote have appended to your statement 
an explanation of your proposal with respect to section 614. Without 
objection, that will be included with your remarks. 

Mr. Camppect. Thank you very much, Mr. Chairman. 

The Cuarrman. We thank you, Mr. Campbell, for your appearance 
and the explanation given to the committee. 

The CHarrman. We welcome our colleague from West Virginia, 
Congresswoman Elizabeth Kee. 


STATEMENT OF REPRESENTATIVE ELIZABETH KEE, OF WEST 
VIRGINIA 


Mrs. Ker. Mr. Chairman, I ask that this brief statement be in- 
cluded in the hearings on tax revision now being considered by your 
committee. Asa representative of the Nation’s leading coal-producing 
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State, I urge that the depletion rate for coal be raised from the present 
10 ipoevene to at least 15 percent. 

s you are no doubt aware, the United States coal industry is at the 
present time faced with a declining market that is having a severe im- 
pact upon our mining communities. Considerable numbers of our 
miners are currently unemployed, wholesale lots of families are im- 
poverished, and the entire economy of our producing regions is de- 
pressed. These conditions reflect seriously upon our State, county, and 
municipal revenues; for that matter, the loss also extends to the 
United States Treasury in the form of reduced income from both 
management and labor. 

To encourage the coal-mining industry to invest in new properties 
and operations, Congress can assist by enacting a law that would pro- 
vide for a higher depletion rate. Such action will also contribute to 
the availability of fuel supplies for emergency periods and for the 
years ahead when coal will be expected to replace short-term fuels. 

I call to the committee’s attention the report by the President’s 
Materials Policy Commission in 1952. 

It was stipulated that by 1977 the demand for coal would reach a 
level of more than 800 million tons annually—a sharp rise over the 490 
million tons produced by America’s mines in 1957. Obviously, to 
reach this target, the coal industry is going to have to make vast in- 
vestments in new mining properties and new mining equipment. The 
expansion program would appear to be too great a burden unless a 
more equitable depletion allowance is provided. 

Favorable action by your committee and by the House and Senate 
will go a long way toward enabling the coal industry to formulate the 
plans that are necessary for an assured supply. At the same time your 
committee and the Congress can bring new hope to the thousands of 
miners and their families whose outlook is so very gloomy at this time. 

Mr. Chairman, I will deeply appreciate every consideration you may 
give to this request. 

The CHarrmMan. The next witness is our colleague, the Honorable 
Alfred M. Santangelo, of New York. 


STATEMENT OF REPRESENTATIVE ALFRED E. SANTANGELO, OF 
NEW YORK 


Mr. Santanceo. Mr. Chairman, I deeply appreciate the opportu- 
nity, at this time, to make a statement on behalf of H. R. 7609, which 
I introduced in the first session of the present Congress. 

My bill would amend the Internal Revenue Code of 1954 to pro- 
vide, in the case of professional athletes, an income tax deduction for 
the depletion of physical resources. It would give a professional 
athlete an annual deduction of 15 percent of the gross income he derives 
from active participation in his respective sport. The bill covers all 
participants in sports, such as baseball, football, or tennis players, 
golfers, bowlers, jockeys, fighters, and other athletes who earn money 
by means of their skill and ability. 

I believe this bill is justified on the acknowledged fact that a 
professional athlete uses up his physical resources, which are necessary 
to his livelihood, in a relatively short span of years. His short playing 
career, moreover, is often further reduced because of injury or by 
service in the Armed Forces. Take the case of Gerry Coleman, of the 
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New York Yankees, who interrupted his career for extended service 
during World War II, and again was recalled to active duty in the 
Korean conflict. The loss of these years in the service of his country 
is a costly sacrifice for any young man, but for Mr. Coleman, it is in- 
ordinately costly for he may have contributed half of his major-league 
playing career. 

H. R. 7609 recognizes, and to me it is important recognition, the 
physical deterioration to which athletes necessarily subject them- 
selves, while pursuing a career of providing public entertaniment for 
public recreation and enjoyment. My bill will entitle them to the 
same kind of tax allowance we now provide for the depletion of 
certain natural resources, such as oil, gas wells, and minerals. Simple 
equity, I believe, requires equal treatment for the depletion of human 
resources. 

Continued participation in such sports as baseball—our national 
sport—football, boxing, and tennis tend to deplete the body of much 
of its natural and acquired ability to sustain and rejuvenate itself. 

Prolonged participation in sports in which running is a major 
feature may have the effect of seriously interfering with the normal 
functioning of vital organs in the most healthy body. 

Inherent in most of the competitive sports is the constant danger of 
accidents, either fatal or seriously disabling, which can quickly 
terminate a lucrative career. 

Perfect timing, coordination, and alertness are the factors that de- 
termine the length of time that athletes may continue in their career. 
Baseball authorities have publicly stated many times that the average 
length of time that a national league baseball player is active profes- 
sionally is less than 5 years. Other statistics indicate that the average 
span for all athletes’ life in sports is approximately 7 years. 

A writer made a detailed and exhaustive study into the chronological 
ages at which extraordinary proficiency has been exhibited most fre- 
quently by profesisonal baseball players, tennis players, pugilists, ice 
hockey players, football players, automobile racers, bowlers, billiard- 
ists, io professional golfers. The report disclosed that, apart from 
billiardists, the maximum proficiency was reached before the age of 30. 
Baseball players, apart from pitchers, reached their peak at the age 
of 29. Boxers, tennis players, hockey players, at the age of 27; and 
football players, at the age of 25. Automobile racers reached their 
maximum efficiency at the age of 30. Golfers reached their maximum 
proficiency at the age of 32. It can, therefore, be seen that profes- 
sional athletes have their greatest earning capacity before their age of 
30, and their greatest earnings take place before they are 30 years of 
age. Thereafter, their ability, because of lack of coordination, alert- 
ness, and perfect timing, deteriorates, and their earning capacity falls 
off. 

A great jockey, like Tony DeSpirito, terminated his brilliant career 
because of a spill in an accident. Herb Score, an outstanding ball- 
player, almost lost the sight of one eye as the result of a baseball acci- 
dent and perhaps his baseball career has been terminated. The great 
Dizzy Dean, at the height of his power and earning capacity, was hurt 
and his earning capacity was reduced substantially. Many of these 
athletes have had abrupt endings to their athletic careers and they 
find themselves with no accumulation of earnings or with an ability 
to go into another business or occupation. 
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After the career of an athlete has been terminated, it is often difficult 
for him to find employment. Generally, he has not prepared himself 
to enter another career or profession. Some are so-physically broken 
that they are unable to engage in really profitable employment. And, 
while many of our athletes make millions of dollars during their 
glorious careers, they are frequently, at the end of their careers, broke 
and in debt to the United States Government for taxes. The great 
fighter, Joe Louis, is just one example. 

H. R. 7609 is designed to relieve such conditions as I have outlined 
above. We must bear in mind that an athlete does not leave his pro- 
fession because he no longer desires to participate in whatever sport 
he may have been pursuing. He leaves it, in most instances, because he 
has been so depleted that he no longer has the physical attributes re- 
quired by his sport. 

The income-producing potential of most persons, other than ath- 
letes, increases as they reach their forties, whereas the potential of 
athletes reaches its height at the age of 30 and decreases as they grow 
older. The token tax allowance of 15 percent of their gross earnings 
would enable them to set aside a nest egg and, perhaps, in some small 
way compensate them for the all too short period of time they ma 
spend in their sports career. It would also make an appropriate level- 
ing adjustment for the high-bracket taxes paid during a few high 
income years which are followed by years of greatly reduced earnings. 

Before introducing this bill, I gave long and concentrated thought 
to the position of sports in American culture. I thought of the many 
efforts that we have made and are presently making to find ways of 
living at home and abroad with some degree of amity. It has been 
said that “sports are one index to the national genius and character of 
the American people.” I do not believe that any of us will deny the 
truth of this statement. By enacting my bill into law, the Congress 
will not only overcome an inequity in existing tax laws but it will also 
recognize that one of the common denominators we seek is to be found 
in the existence of sports and competitive games which are an integral 
part of every culture known to history. 

The next witness is Mr. Robert FE. Garrett. 

Mr. Garrett, please come forward and identify yourself for the 
record by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF ROBERT E. GARRETT, ALABAMA MINING 
INSTITUTE, BIRMINGHAM, ALA. 


Mr. Garretrr. Thank you, Mr. Chairman and gentlemen of the 
Committee on Ways and Means. 

My name is Robert E. Garrett, Birmingham, Ala. Iam making this 
presentation on behalf of Alabama Mining Institute, whose offices are 
also in Birmingham. The Alabama Mining Institute is a trade asso- 
ciation whose members produce more than 80 percent of the coal 
mined in Alabama. Currently, Alabama ranks eighth as a bituminous- 
coal-producing State. 

We have prepared a written statement which we would appreciate 
your having filed. 

The Cuarrman. Without objection, the entire statement will appear 
in the record. 
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Mr. Garrerr. Time will not permit the reading of the full statement, 
although I commend it to your sincere attention. I would like to read 
some portions of the statement, with some elaboration on the text. 

The CuartrmMan. Pardon me just a minute, Mr. Garrett. Which 
statement did you have in mind in that request? Is it the larger 
statement ¢ 

Mr. Garrerr. Yes, sir. 

It is our purpose to direct this committee’s attention to a deficiency 
in the Internal Revenue Code of 1954. This deficiency has permitted 
an inequity to exist in the administration of the percentage depletion 
provisions of the code. The deficiency in the code, with the resultant 
inequity, has served to create an acute hardship in the coal-mining 
industry in Alabama. It is also our purpose to suggest an amendment 
which will at least partially eliminate the inequity, and which will 
serve to reduce the extreme hardship now generally prevailing in the 
coal industry. 

Inequity in administration of the code: The inequity results from 
the fact that the Internal Revenue Service has and is applying unreal- 
istic market or field prices to coal processed beyond the ordinary treat- 
ment processes to establish gross revenues from coal-mining proper- 
ties. Gross revenues so determined serve to establish taxable income 
for percentage depletion purposes. 

The limitation that the percentage depletion allowance shall not 
exceed 50 percent of the taxable income from the property has re- 
sulted in Alabama coal producers being allowed little or no percentage 
depletion from their properties. There is pa no indication that 
the Internal Revenue Service intends to change this practice. To the 
contrary, the proposed regulations are even more restrictive than those 
currently in effect. 

Proposed amendment to 1954 Internal Revenue Code: The Congress 
apparently intended that those who discover, develop, and deplete 
mineral resources should have a reasonable allowance for depletion. 
Therefore, in order to provide a minimum percentage depletion al- 
lowance, we respectfully suggest your serious consideration and adop- 
tion of an amendment to the present code section 613 (a). The effect 
of this suggested change would be to provide a minimum depletion 
allowance of 5 percent of taxpayer’s total allowable cost of recovery. 
It would not otherwise change the existing provisions of the code, the 
only changes from existing law being the addition of the underscored 
portion of code section 613 (a), which would then read as follows: 

Section 613. Percentage depletion : 

(a) General rule.—In the case of the mines, wells, and other natural deposits 
listed in subsection (b) the allowance for depletion under section 611 shall be 
the percentage, specified in subsection (0), of the gross income from the property 
excluding from such gross income an amount equal to any rents or royalties 
paid or incurred by the taxpayer in respect of the property. Such allowance shall 
not exceed 50 percent of the taxpayer’s taxable income from the property (com- 
puted without allowance for depletion) but, notwithstanding this limitation, such 
allowance shall not be less than 5 percent of the costs allowable in computing tax- 
able income from the property. In no case shall the allowance for depletion under 
section 611 be less than it would be if computed without reference to this section. 

Condition of the coal industry nationally: The report of the Sub- 
committee on Coal Research of the House Committee on Interior and 
Insular Affairs (findings and recommendations of the Special Sub- 
committee on Coal Research, H. Rept. 1263) contains significant data 
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with reference to the coal industry. On page 14 of this report, it is 
stated “The history of the coal industry since the end of World War I 
has been one of erratic production, declining and uncertain markets, 
and at least 35 years of either net losses or exceedingly low net in- 
come.” On page 5, the report states “To encourage concurrent scien- 
tific research and development in the production, transportation, and 
utilization of coal within the industry, the subcommittee recommends 
further that Congress act to bring about a more equitable depletion 
allowance rate for the bituminous coal and anthracite industries.” 

Our group endorses the subcommittee’s report as being entirely fac- 
tual and setting forth conditions in our industry. We also endorse 
the recommendation of the National Coal Association, including the 
proposed change in the statutory rate as applied to coal. We believe 
the requested rate is entirely reasonable. However, as illustrated on 
page 9 of our written statement, about which I will comment later, a 
change in rate will not within itself provide any additional allowance 
to the Alabama coal producers. 

Condition of the coal industry in Alabama: The coal industry in 
Alabama is subject to all of the ills that beset the industry nationally, 
and in addition has serious ailments brought about by peculiar local 
conditions. 

General types of Alabama coals: 

Alabama coals may be roughly divided into three classes : 

1. Those suitable only for use as fuel. 

2. Those suitable for blending with other coals to produce coke. 

3. Those suitable for the production of coke without blending with 
other coals. 

Physical and economic conditions in the Alabama coalfields: For 
many years prior to 1946, the coal mines in Alabama competed in the 
open market for the commercial fuel business which was largely fuel 
coal, and to a lesser degree for the blending coal business. However, 
beginning in 1946 the market for Alabama commercial coals began to 
weaken. Competition with other fuel and power sources, plus steadily 
rising costs of production, gradually caused commercial markets in our 
area to practically disappear. 

Alabama coal, although of good quality for industrial and domestic 
uses, is beset by more difficult and costly mining conditions than those 
in other fields competing with our area. Alabama mines cannot, be- 
cause of their physical conditions, fully mechanize their mining opera- 
tions. Rock partings and gaseous conditions prevalent in this area 
increase maintenance costs, and in some mines seriously retard the use 
of the most modern mechanical equipment. 

Generally, Alabama coal requires tremendous investment in process- 
ing equipment—as much as 50 percent of gross tonnage extracted from 
mines in this area constitutes waste material which must be removed 
in surface cleaning plants. These local conditions are responsible for 
the relatively high cost of production of coal mined in Alabama. 

The effect of these difficult conditions can only be minimized by 
additional research and experimentation and the development of more 
efficient mining equipment and processes for cleaning and prepara- 
tion, Expenditures for research and development can be justified only 
if a reasonable profit can be expected. A healthy and vigorous coal 
industry is essential to the safety and welfare of our Nation. 
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The disappearance of the commercial coal market is reflected by the 
following statistics of coal tonnages produced in Alabama from rail- 
road-connected mines as taken from reports compiled and published 
by the State of Alabama, Department of Industrial Relations. These 
statistics also shows the relatively stable condition pondnbtionsien 
of the so-called captive mines (those who process beyond ordinary 
treatment processes, i. e., coal into coke). 

The schedule of tonnage shown for railroad-connected mines on 
page 6 of the written statement shows the disappearance of the com- 
mercial market and the relatively stable condition of the so-called 
captive operations. It will be noticed from this schedule that in 1947 
the commercial coal tonnage accounted for more than 48 percent of 
the total production, whereas in 1956 commercial coal accounted for 
less than 17 percent of the total production. 

It will also be noted that in 1956 commercial coal tonnage is but 
23 percent of the commercial coal produced in 1947. 

What has been happening to the industries in this district is fur- 
ther indicated by the fact that at September 30, 1946, there were 73 
railroad-connected mines in Alabama, and 10 years later there were 
only 32 such mines, a reduction of 56 mines. 





Commercial Captive Grand 
tons tons total 
eich koi cages dada sae obinregen tenga eames 7, 760, 309 8, 321, 669 16, 081, 978 
BOB aia ch deg ot 2h. oe dali Ss nh been sido de dee ee 6, 785, 023 8, 360, 030 15, 145, 053 
1949 sing wiennlne qnedterthitenddumetadetipybic tiie apie’ 8, 713, 008 5, 859, 472 9, 572, 480 
10ND. 35. 2EDAGLOIIO. Bhs i. abeheokgebeace 3, 984, 138 7, 582, 512 11, 566, 650 
1951_. 2, 847, 107 8, 465, 401 11, 312, 508 
SOs ihe Sais akon cdg inne indies cownuudhpossanienaatehn 2, 533, 614 6, 986, 526 9, 520, 140 
O68 oo. nn cc ow co ek OLS eek. apie a a A eh Se 2, 383, 178 8, 479, 538 10, 862, 716 
1954_. 1, 615, 338 7, 202, 609 8, 817, 947 
TO ibis cis cin cbiescct shah dud bbcnes Ae dhaeeeee 1, 662, 804 9, 185, 997 10, 848, 801 
1956. 1, 777, 714 8, 951, 861 10, 729, 575 


It will be noted from the above schedule that in 1947 the commer- 
cial coal tonnage accounted for more than 48 percent of the total 
production, whereas in 1956 commercial coal accounted for less than 
17 percent of the total production. It will also be noted that the 
1956 commercial coal tonnage is but 23 percent of the commercial coal 
produced in 1947. 

What has been happening to the industry in this district is further 
indicated by the fact that at September 30, 1946, there were 73 rail- 
road-connected mines in Alabama and 10 years later there were only 
32 such mines—a reduction of 56 percent. From the standpoint of 
the number of operators on railroad-connected mines, the number 
decreased from 44 in September 1946 to 21, 10 years hence—a reduc- 
tion of 52 percent. During this same period the number of non- 
railroad-connected mines decreased from 270 to 168, and the number 
of operators of non-railroad-connected mines decreased from 269 to 
159. The above-mentioned statistics relative to mines and mine 
operators are also taken from reports compiled and published by the 
State of Alabama, Department of Industrial Relations. 

Basically, the story presented is the drying up of the commercial 
coal usage and the marked reduction in the number of mines and 
mine operators in this district. 

Effect of economic conditions on percentage depletion: During the 
years there was a fairly good carton for coal, the commercial coal 
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operators were able to earn a profit. During this period it was pos- 
sible for them to secure a small amount of percentage depletion. 
This served to encourage rather than discourage the operators to 
stay in business, explore for deposits, and develop processes for re- 
covery and treatment of the coal. 

It naturally followed that the sharp decline in the demand for com- 
mercial coal was accompanied by a most uneconomic price structure, 
until many producers were selling the product below cost. This is 
evidenced by the number of mines and companies that have gone out 
of business. Those who continue to operate do so under extremely 
abnormal conditions. These conditions permit little or no profit— 
hence, little or no percentage depletion. 

For many years during the period when there was a reasonably 
free market for commercial coal, prices at which such coal was sold 
were used to establish representative market or field prices for so- 
called captive coal (coal processed beyond the normal treatment 
processes). These prices were then used to calculate gross revenues 
from the properties for percentage depletion purposes. 

The Internal Revenue Service insists on the continued use of this 
method which is clearly unrepresentative and inequitable. 

It is an established fact that the relatively high cost of production 
per ton of high-quality coking coal by the captive operators is in- 
curred because the coal is not otherwise available. This cost per ton 
is in most instances in excess of what the Internal Revenue Service 
claims to be the representative market or field price. Further, it 
would be a physical impossibility for the captive operators to pur- 
chase their requirements of high-quality coking coal in the open mar- 
ket in Alabama. Simply put, there is no such market. 

I would now like to elaborate on my earlier statement that a change 
in a rate would not within itself be of benefit to the Alabama coal 
producers. This is strikingly illustrated by the experience of one of 
our group which I believe is generally representative of the experience 
in our area. It is set forth in the table on page 9 of the written state- 
ment. 

It is apparently the adopted pole of the Service to establish 
market prices based on isolated and completely unrepresentative trans- 
actions. As a result, the Service has taken the unreasonable position 
that profits of captive companies accrue entirely from manufacturing 
and no part of such profits are attributable to mining. 

Thise policy has resulted in practically no percentage depletion al- 
lowances in the Alabama district, since the prices used by the Service 
provide little if any profit and the 50-percent limitation generally 
eliminates any percentage depletion. 

Example of results under current administration of the code: The 
gravity of this situation is strikingly illustrated by the experience of 
one of our group, generally representative of experience in the area 
as set forth below. 

The actual percentage depletion on coal allowed by the Internal 

tevenue Service in its reports of examination covering the years 1947 
through 1953 (and calculations perpetuated on this basis for sub- 
sequent years) reflected on an average-per-ton basis is shown below 
together with the percentage relationship to gross income (value) and 
to costs of mining and related expenses. 
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The actual percentage depletion per ton reflected in these statistics 
has been arrived at by aggregating the ae depletion allowable 
for the several coal properties and dividing by the total tonnage from 
all such properties. 

The schedule reflects the amount of percentage depletion allowable 
(at the 5-percent rate are to years prior to 1951 and at the 
present 10-percent rate thereafter) before application of the 50-per- 
cent taxable income limitation and reflects the amount which is denied 
by reason of the application of said limitation (all expressed as an 
average amount per ton) : 





Percentage of column | Percentage depletion— 
()) te— 


ES SR ED OOS 


Actual per- 
nta: 














ce 
depletion At statu- | Reduction 
Year allowed Gross in- | Costs and | tory rate | due to 50 
come before limi-| percent 
(value)) tation income 
limitation 
() (2) (8) (4) (5) 
MOOI ia tintcini. = eadintbind',28496b5~caddlidhcbace 0. 2353 4. 37 4. 85 0. 2694 0. 0341 
Di rniecdisbhedn cio eknih inary detente - 1673 2.71 2. 88 . 3087 . 1414 
Be bak ek UO Lah dd oh ddek ek . 0264 .42 42 . 3127 . 2863 
Beet teenns+ cnsee<dianeespeed<oeAabaal . 2948 2. 70 5. 28 - 3137 . 0189 
PEPE Sb be oie cdawkcehatoececcle se cedatee . 2406 4.14 4. 5! . 5817 .24il 
Waka h inkt detente cdniied-cbticectulaled - 0238 -39 39 6145 . 5907 
1953. . . 0338 . 55 . 56 . 6097 . 5759 
DRGs dd ded dctin’ odd iweddditdcevcnbckdi lack None None None . 6106 . 6106 
Siiiin dns wikia Shbie ts eebhssdnerinnt abdmeebeall ‘one None None . 5902 . 5902 
Wo bbdbnc weds ctddcdssbescabansscdecases one None None . 6497 . 6497 





The foregoing statistics forcefully illustrate the significance and 
severity of the 50-percent taxable income limitation feature of the law 
which operates to completely extinguish all percentage depletion allow- 
ance in the more recent years. You will observe, for example, that for 
1953 the percentage depletion allowable before the 50-percent limita- 
tion was approximately 61 cents per ton but was reduced to less than 4 
cents after the application of the 50-percent limitation. 

Also, you will note that for the years 1954, 1955, and 1956, the 50- 
percent limitation removes all percentage depletion. 

Although coal presently is accorded a relatively low percentage de- 
pletion rate (10 percent), the policy of the Internal Revenue Service 
together with the 50-percent limitation combine to deny any percentage 
depletion to most taxpayers in the Alabama district. 

easons for a minimum percentage depletion allowance: Coal de- 
posits are a vital national asset and abandonment by operators who 
can no longer earn a reasonable profit will render certain of these 
reserves inaccessible, or at least not economically recoverable in the 
future, due to flooding and caving of mine workings. 

The coal-mining industry needs above all a chance to make the mini- 
mum profit necessary for survival. Beyond that, it needs the necessary 
funds for research and development of means to improve its products 
and to develop new uses for its products. Only a favorable earnings 
situation will attract the necessary new capital to accomplish these 
objectives. 

We do not believe that anyone will argue that the objective of per- 
centage-depletion legislation is other than to maintain and stimulate 
natural resource production. It is beyond dispute that this requires 
the expenditure of tremendous sums and great risks of capital. 
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The 50-percent net income limitation feature allows greater benefits 
to those taxpayers operating under more favorable conditions result- 
ing in higher margins, and denies appropriate benefits to those less 
fortunate taxpayers in more difficult operating situations. Since the 
legislative objective is physical production, separate taxpayers pro- 
ducing a ton of coal should be accorded approximately the same bene- 
fits which are not presently accorded because of the net-income limi- 
tation. 

While the maximum percentage depletion is defined by law as 50 
percent of taxable income, a minimum percentage depletion provi- 
sion should be incorporated in the law which would give appropriate 
recognition to physical production. 

The statute provides that a reasonable allowance shall be provided. 
Congress recognized that the mining industry is fraught with many 
peculiar conditions and provided in the law for (1) a reasonable 
allowance, (2) according to the peculiar conditions in each case. No 
percentage depletion as is the case of our Alabama group certainly 
is not reasonable and we believe not in accordance with the intent 
of Congress. 

We submit that Congress did not contemplate that “gross income 
from mining” as defined in code section 613 (c) (1) (2) would, in the 
case of taxpayers who process their minerals beyond the ordinary 
treatment processes referred to in section 613 (c) (2), be so reduced 
by application of unrealistic prices developed from restricted and 
isolated sales as to virtually eliminate percentage depletion due to 
the impact of the 50-percent limitation. 

We believe that the conditions as brought out in this statement 
completely justify an equitable change in the law to provide at least 
a minimum amount of percentage depletion. 

Summary: We have referred in the foregoing to the report of the 
Subcommittee on Coal Research of the House Committee on Interior 
and Insular Affairs, whose findings we heartily endorse. 

We have outlined briefly the peculiar conditions which prevail in 
the Alabama coal industry. 

We have cited what we consider to be a deficiency in the Internal 
Revenue Code, by reason of which certain inequities in the admin- 
istration of the code have deprived Alabama coal producers of vir- 
tually any allowance for percentage depletion. 

We have pointed out that, while the present code and regulations 
provide for 2 maximum allowance for percentage depletion of not in 
excess of 50 percent of taxpayer’s taxable income, the code does not 
provide for a minimum allowance for percentage depletion. 

We have, therefore, recommended an amendment to the code which 
would provide for a minimum percentage depletion allowance of 5 
percent of the taxpayer’s total allowable cost of recovery. 

It is the considered opinion of the Alabama Mining Institute that 
this proposed amendment would not adversely affect any taxpayer, 
that it would not benefit any taxpayer who now enjoys a reasonable 
allowance for percentage depletion, and that it would provide Ala- 
bama coal operators and others similarly situated with an incentive 
to continue to prospect and develop mineral reserves and to improve 
facilities for preparation. 

The opportunity to submit this statement is appreciated, and the 
Alabama Mining Institute earnestly requests your serious considera- 
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tion and adoption of the recommended amendment to the Interna] 
Revenue Code, 

The CuHairman. Does that complete your statement, Mr. Garrett? 

Mr. Garrett. Yes. Thank you, Mr. Chairman. 

The Cuairman. Are there any questions? 

If not, we thank you for the information you have given to the 
committee. Would you like also that the statement that is before me, 
prepared by the chairman of your group, Mr. W. H. Parker, appear 
in the record ¢ 

Mr. Garrett. I would, sir. 

ae Foranp. Without objection, that statement will appear in the 
record. 

Mr. Garrett. Thank you, sir. 

(The statements referred to follow :) 


STATEMENT OF ALABAMA MINING INSTITUTE WITH RESPECT TO AMENDMENT OF THE 
PROVISIONS OF THE 1954 INTERNAL REVENUE CoDE PERTAINING TO PERCENTAGE 
DEPLETION ALLOWANCE 


The Alabama Mining Institute is a trade association, whose members produce 
more than 80 percent of the coal mined in Alabama. Currently, Alabama ranks 
eighth as a bituminous coal producing State. 


PURPOSE OF STATEMENT 


It is our purpose to direct this committee’s attention to a deficiency in the In- 
ternal Revenue Code of 1954. This deficiency has permitted an inequity to exist 
in the administration of the percentage depletion provisions of the code. The 
deficiency in the code, with the resultant inequity, has served to create an acute 
hardship in the coal mining industry in Alabama. It is also our purpose to sug- 
gest an amendment which will at least partially eliminate the inequity, and 
which will serve to reduce the extreme hardship now generally prevailing in 
the coal industry. 


INEQUITY IN ADMINISTRATION OF THE CODE 


The inequity results from the fact that the Internal Revenue Service has and is 
applying unrealistic market or field prices to coal processed beyond the ordinary 
treatment processes to establish gross revenues from coal-mining properties. 
Gross revenues so determined serve to establish taxable income for percentage 
depletion purposes. The limitation that the percentage depletion allowance shall 
not exceed 50 percent of the taxable income from the property has resulted in 
Alabama coal producers being allowed little or no percentage depletion from their 
properties. There is presently no indication that the Internal Revenue Service 
intends to change this practice. To the contrary the proposed regulations are 
even more restrictive than those currently in effect. 


PROPOSED AMENDMENT TO 1954 INTERNAL REVENUE CODE 


The Congress apparently intended that those who discover, develop, and de- 
plete mineral resources should have a reasonable allowance for depletion. There- 
fore, in order to provide a minimum percentage depletion allowance, we respect- 
fully suggest your serious consideration and adoption of an amendment to the 
present code, section 613 (a). The effect of this suggested change would be to 
provide a minimum depletion allowance of 5 percent of taxpayer’s total allowable 
cost of recovery. It would not otherwise change the existing provisions of the 
code, the only changes from existing law being the addition of the underscored 
portion of code section 613 (a), which would then read as follows: 


Sec, 613. Percentage depletion 


(a) General Rule.—In the case of the mines, wells, and other natural deposits 
listed in subsection (b), the allowance for depletion under section 611 shall be 
the percentage, specified in subsection (b), of the gross income from the property 
excluding from such gross income an amount equal to any rents or royalties 
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paid or incurred by the taxpayer in respect to the property. Such allow- 
ance shall not exceed 50 percent of the taxpayer’s taxable income from the prop- 
erty (computed without allowance for depletion) but, notwithstanding this limi- 
tation, such allowance shall not be less than 5 percent of the costs allowable in 
computing taxable income from the property. In no case shall the allowance 
for depletion under section 611 be less than it would be if computed without refer- 
ence to this section. 


CONDITION OF THE COAL INDUSTRY NATIONALLY 


The report of the Subcommittee on Coal Research of the House Committee on 
Interior and Insular Affairs (findings and recommendations of the Special Sub- 
committee on Coal Research, House Report No. 1263) contains significant data 
with reference to the coal industry. On page 14 of this report it is stated ‘“‘The 
history of the coal industry since the end of World War I has been one of erratic 
production, declining and uncertain markets, and at least 35 years of either net 
losses or exceedingly low net income.” On page 5 the report states, “To en- 
courage concurrent scientific research and development in the production, trans- 
portation, and utilization of coal within the industry, the subcommittee recom- 
mends further that Congress act to bring about a more equitable depletion 
allowance rate for the bituminous coal and anthracite industries.” 

Our group endorses the subcommittee’s report as being entirely factual and 
setting forth conditions in our industry. 


CONDITION OF THE COAL INDUSTRY IN ALABAMA 


The coal industry in Alabama is subject to all of the ills that beset the industry 
nationally, and in addition has serious ailments brought about by peculiar 


local conditions. 
General types of Alabama coals 


Alabama coals may be roughly divided into three classes: 1. Those suitable 
only for use as fuel. 2. Those suitable for blending with other coals to produce 
coke. 3. Those suitable for the production of coke without blending with other 
coals. 

PHYSICAL AND ECONOMIC CONDITIONS IN THE ALABAMA COAL FIELDS 


For many years prior to 1946 the coal mines in Alabama competed in the 
open market for the commercial fuel business which was largely fuel coal, and 
to a lesser degree for the blending coal business. However, beginning in 1946 the 
market for Alabama commercial coals began to weaken. Competition with 
other fuel and power sources plus steadily rising costs of production, gradually 
caused commercial markets in our area to practically disappear. 

Alabama coal, although of good quality for industrial and domestic uses, is 
beset by more difficult and costly mining conditions than those in other fields 
competing with our area. Alabama mines cannot, because of their physical 
eonditions, fully mechanize their mining operations, Rock partings and gaseous 
conditions prevalent in this area increase maintenance costs, and in some mines 
Seriously retard the use of the most modern mechanical equipment. Generally, 
Alabama coal requires tremendous investment in processing equipment—as much 
as 50 percent of gross tonnage extracted from mines in this area constitutes 
waste material which must be removed in surface cleaning plants. These local 
conditions are responsible for the relatively high cost of production of coal 
mined in Alabama. 

The effect of these difficult conditions can only be minimized by additional 
research and experimentation and the development of more efficient mining 
equipment and processes for cleaning and preparation. Wxpenditures for re- 
search and development can be justified only if a reasonable profit can be 
expected. A health and vigorous coal industry is essential to the safety and 
welfare of our Nation. 

The disappearance of the commercial coal market is reflected by the following 
statistics of coal tonnages produced in Alabama from railroad connected mines 
as taken from reports compiled and published by the State of Alabama Depart- 
ment of Industrial Relations. These statistics also show the relatively stable 
condition (productionwise) of the so-called captive mines (those who process 
beyond ordinary treatment processes, i. e., coal into coke). 
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Captive tons Grand total 














Commercial 
tons 
1947 7, 760, 309 8, 321, 669 16, 081, 978 
1948... 6, 785, 023 8, 360, 030 15, 145, 053 
1949_ 3, 713, 008 5, 859, 472 | 9, 572, 480 
1950_. 3, 984, 138 7, 582, 512 11, 566, 650 
1951... 2, 847, 107 8, 465, 401 11, 312, 508 
1962... ° 2, 533, 614 6, 986, 526 9, 520, 140 
1953... 2, 383, 178 8, 479, 538 10, 862, 716 
WG. cs cesta 1, 615, 338 7, 202, 609 , 947 
DOOR. is ha steeds Sask card hobo sid dads 1, 662, 804 9, 185, 997 10, 848, 801 
TE en dtneeie>hawre Gee 0s end dunes liable thins -beeo vended 1, 777, 714 8, 951, 861 10, 729, 575 


It will be noted from the above schedule that in 1947 the commercial coal 
tonnage accounted for more than 48 percent of the total production, whereas in 
1956 commercial coal accounted for less than 17 percent of the total production. 
It will also be noted that the 1956 commercial coal tonnage is but 23 percent of 
the commercial coal produced in 1947. What has been happening to the industry 
in this district is further indicated by the fact that at September 30, 1946, 
there were 73 railroad-connected mines in Alabama and 10 years later there 
were only 32 such mines—-a reduction of 56 percent. From the standpoint of 
the number of operators on railroad-connected mines, the number decreased 
from 44 in September 1946 to 21 ten years hence—a reduction of 52 percent. 
During this same period the number of nonrailroad-connected mines decreased 
from 270 to 168 and the number of operators of nonrailroad-connected mines 
decreased from 269 to 159. The above-mentioned statistics relative to mines 
and mine operators are also taken from reports compiled and published by the 
State of Alabama Department of Industrial Relations. Basically, the story 
presented is the drying up of the commercial coal usage and the marked reduc- 
tion in the number of mines and mine operators in this district. 


EFFECT OF ECONOMIC CONDITIONS ON PERCENTAGE DEPLETION 


During the years when there was a fairly good market for coal, the commer- 
cial coal operators were able to earn a profit. During this period it was possible 
for them to secure a small amount of percentage depletion. This served to 
encourage rather than discourage the operators to stay in business, explore for 
deposits, and develop processes for recovery and treatment of the coal. 

It naturally followed that the sharp decline in the demand for commercial 
coal was accompanied by a most uneconomic price structure, until many pro- 
ducers were selling the product below cost. This is evidenced by the number of 
mines and companies that have gone out of business. Those who continue to 
operate do so under extremely abnormal conditions. These conditions permit 
little or no profit—hence little or no percentage depletion. 

For many years during the period when there was a reasonably free market for 
commercial coal, prices at which such coal was sold were used to establish repre- 
sentative market or field prices for so-called captive coal (coal processed beyond 
the normal treatment processes). These prices were then used to calculate gross 
revenues from the properties for percentage depletion purposes. The Internal 
Revenue Service insists on the continued use of this method which is clearly 
unrepresentative and inequitable. 

It is an established fact that the relatively high cost of production per ton of 
high quality coking coal by the captive operators is incurred because the coal is 
not otherwise available. This cost per ton is in most instances in excess of 
what the Internal Revenue Service claims to be the representative market or 
field price. Further, it would be a physical impossibility for the captive oper- 
ators to purchase their requirements of high quality coking coal in the open 
market in Alabama. Simply put, there is no such market. 

It is apparently the adopted policy of the Service to establish market prices 
based on isolated and completely unrepresentative transactions. Asa result, the 
Service has taken the unreasonable position that profits of captive companies 
accrue entirely from manufacturing and no part of such profits are attributable 
to mining. This policy has resulted in practically no percentage depletion 
allowances in the Alabama district since the prices used by the Service provide 
little if any profit and the 50 percent limitation generally eliminates any per- 
centage depletion. 
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Example of results under current administration of the code 


The gravity of this situation is strikingly illustrated by the experience of one 
of our group, generally representative of experience in the area as set forth 
below. 

The actual percentage depletion on coal allowed by the Internal Revenue 
Service in its reports of examination covering the years 1947 through 1953 (and 
calculations perpetuated on this basis for subsequent years) reflected on an 
average per ton basis is shown below together with the percentage relationship 
to gross income (value) and to costs of mining and related expenses. The 
actual percentage depletion per ton reflected in these statistics has been arrived 
at by aggregating the percentage depletion allowable for the several coal prop- 
erties and dividing by the total tonnage from all such properties. The schedule 
reflects the amount of percentage depletion allowable (at the 5-percent rate 
applicable to years prior to 1951 and at the present 10-percent rate thereafter) 
before application of the 50-percent taxable income limitation and refiects the 
amount which is denied by reason of the application of said limitation (all 
expressed as an average amount per ton) : 





Percentage of col- Percentage depletion 
umn (1) to— 
Actual eal a! eons + 
percentage 
depletion At Reduction 
Year allowed Gross Costs and | statutory due to 
income expense | rate before | 50-percent 
(value) limitation income 
limitation 
(1) (2) (3) (4) (5) 
TL is bemeenanncmicbassehtiadeebial sts cca $0. 2353 4.37 4. 85 $0. 2694 $0. 0341 
SN sie oman oie nek inaaib tebe: wabbeened nied . 167% 2.71 2. 88 . 8087 . 1414 
Dei cadietn dine cctbetnnctsccteshasowse . 0264 -42 42 . 3127 . 2863 
DER ka. 0 - cdroecdcsb ch deta iunddh-cadiin’ . 2948 4.70 5. . 3137 . 0189 
a a el al rage -aaeete . 2406 4.14 4.51 . 5817 . 3411 
ss sctbth adh bo cchsieetsed saaed inte decd . 0238 .39 .39 . 6145 . 5907 
ee. wniniiaiehale count ahd needa datathadenl . 0338 55 . 56 . 6097 . 5759 
ioe... Reeder cctacustetabbc rotten seston None None None . 6106 . 6106 
BGs ion 20d. a en god None None | None . 5902 | . 5902 
.vone 


I ctl gi ten « tenth hinted ~ 445 - nde asd sina None 6497 | . 6497 
| 





The foregoing statistics forcefully illustrate the significance and severity 
of the 50 percent taxable income limitation feature of the law which operates 
to completely extinguish all percentage depletion allowance in the more recent 
years. You will observe, for example, that for 1953 the percentage depletion 
allowable before the 50 percent limitation was approximately 61 cents per ton 
but was reduced to less than 4 cents after the application of the 50 percent 
limitation. Also you will note that for the years 1954, 1955, and 1956, the 
50 percent limitation removes all percentage depletion. 

Although coal presently is accorded a relatively low percentage depletion 
rate (10 percent), the policy of the Internal Revenue Service together with the 
50 percent limitation combine to deny any percentage depletion to most taxpayers 
in the Alabama district. 


REASONS FOR A MINIMUM PERCENTAGE DEPLETION ALLOWANCE 


Coal deposits are a vital national asset and abandonment by operators who can 
no longer earn a reasonable profit will render certain of these reserves inac- 
cessible, or at least not economically recoverable in the future, due to flooding 
and caving of mine workings. 

The coal-mining industry needs above all a chance to make the minimum 
profit necessary for survival. Beyond that, it needs the necessary funds for 
research and development of means to improve its products and to develop new 
uses for its products. Only a favorable earnings situation will attract the 
necessary new capital to accomplish these objectives. 

We do not believe that anyone will argue that the objective of percentage 
depletion legislation it other than to maintain and stimulate natural resource 
production. It is beyond dispute that this requires the expenditure of tremen- 
dous sums and great risks of capital. The 50 percent net income limitation 








GENERAL REVENUE REVISION 1419 


feature allows greater benefits to those taxpayers operating under more favorable 
conditions resulting in higher margins, and denies appropriate benetits to those 
less fortunate taxpayers in more difficult operating situations. Since the 
legislative objective is physical production, separate taxpayers producing a ton 
of coal should be accorded approximately the same benetits which are not pres- 
ently accorded because of the net income limitation. While the maximum 
percentage depletion is defined by law as 50 percent of taxable income, a mini- 
mum percentage depletion provision should be incorporated in the law which 
would give appropriate recognition to physical production, 

The statute provides that a reasonable allowance shall be provided. Congress 
recognized that the mining industry is fraught with many peculiar conditions 
and provided in the law for (1) a reasonable allowance (2) according to the 
peculiar conditions in each case. No percentage depletion as is the case of 
our Alabama group certainly is not reasonable and we believe not in accordance 
with the intent of Congress. 

We submit that Congress did not contemplate that “Gross Income from Min- 
ing” as defined in code section 613 (c) (1) (2) would, in the case of taxpayers 
who process their minerals beyond the ordinary treatment processes referred 
to in section 613 (c) (2), be so reduced by application of unrealistic prices de- 
veloped from restricted and isolated sales as to virtually eliminate percentage 
depletion due to the impact of the 50 percent limitation. 

We believe that the conditions as brought out in this statement completely 
justify an equitable change in the law to provide at least a minimum amount of 
percentage depletion. 

SUMMARY 


We have referred in the foregoing to the report of the Subcommittee on Coal 
Research of the House Committee on Interior and Insular Affairs, whose findings 
we heartily endorse. 

We have outlined briefly the peculiar conditions which prevail in the Ala- 
bama coal industry. 

We have cited what we consider to be a deficiency in the Internal Revenue 
Code, by reason of which certain inequities in the administration of the code have 
deprived Alabama coal producers of virtually any allowances for percentage de- 
pletion. 

We have pointed out that, while the present code and regulations provide for 
a maximum allowance for percentage depletion of not in excess of 50 percent of 
taxpayer's taxable income, the code does not provide for a minimum allowance 
for percentage depletion. 

We have, therefore, recommended an amendment to the code which would 
provide for a minimum percentage depletion allowance of 5 percent of the tax- 
payer’s total allowable cost of recovery. 

It is the considered opinion of the Alabama Mining Institute that this pro- 
posed amendment would not adversely affect any taxpayer, that it would not 
benefit any taxpayer who now enjoys a reasonable allowance for percentage 
depletion, and that it would provide Alabama coal operators and others similarly 


. Situated with an incentive to continue to prospect and develop mineral reserves 


and to improve facilities for preparation. 

The opportunity to submit this statement is appreciated, and the Alabama 
Mining Institute earnestly requests your serious consideration and adoption of 
the recommended amendment to the Internal Revenue Code. 


STATEMENT OF W. H. PARKER, PRESIDENT, ALABAMA MINING INSTITUTE, BIRMING- 
HAM, ALA., RELATIVE Excise Tax or 4 Cents Per TON ON TRANSPORTATION OF 
Coat From THE Mtnes To ConsuMER—SeEcTION 4271 (8) OF THE 1954 CopE 
IMPOSING A Fiat Rate or 4 Cents Per SHort ToN—BEFORE THE CLERK OF THE 
House or REPRESENTATIVES, WAYS AND MEANS COMMITTEE, WASHINGTON, D. C. 


Mr. Chairman, my name is W. H. Parker. I am president of Alabama Mining 
Institute, Birmingham, Ala. We are a trade organization representing a major- 
ity of the tonnage of coal produced in the Alabama coal mining district. The 
members of our association are desirous of the repeal of section 4271 (b) of the 
1954 code, imposing a tax on the transportation of coal at a flat rate of 4 cents 
per short ton. This transportation tax on coal is a direct hardship on the coal 
producers of this State. The Alabama trade area covering the sale of coal 
mined in Alabama is in a fiercely competitive position with the numerous gas 
distribution pipelines crisscrossing the State from east to west and from north 
to south. This additional cost of 4 cents per ton on transportation of coal from 








| 
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mihe to market may make the difference between selling and not selling our 
prodact in competition with the gas industry, and to a lesser extent in competi- 
tioh with fuel oil markets on Alabama's gulf coast; also to some extent in the 
western and northwestern coasts of the State of Florida. The transportation 
tax on coal is a direct hardship on our industry. Several thousand families of 
this area, especially mine and railroad employees, depend upon the production 
of coal for their livelihood. We feel that if this tax was repealed that our 
markets would broaden and we could furnish a livelihood for more and more 
wage earners. As you doubtless know, this tax was enacted in 1942 to discour- 
age the nonessential use for public transportation facilities and to raise addi- 
tional revenvies for financing World War II. The financial purpose for which 
this tax was imposed no longer exists. 

The coal producers of the Alabama field are unanimous to the effect that taxes 
on transportation of coal should be repealed, because, among other reasons, as 
before stated, they were imposed as a wartime regulatory measure and there 
is no longer any justification for its continued use. The principal competition of 
our industry in this area is natural gas. Frequently fuel selection of a large 
fuel consumer, such as electric utilities and large manufacturing plants, is 
resolved by the difference of a few cents per ton in a delivered price of coal. Tax 
on the transportation of coal discriminates against the coal industry in its com- 
petition with natural gas, especially in the Alabama area and it is not only 
inequitable to management and labor in the coal and related industries, but it 
is also inimical, in our opinion, to the national need to prolong the availability 
of natural gas for superior uses. 

It appears to me, gentlemen, that we are most inconsistent when we fail to 
remove this 4 cents per ton discriminatory tax against coal, and at the same time 
look to and exhort the goal industry to maintain its productive capacity at a 
level to ideally supply wartime or emergency demands. In this tense situation, 
brought on by sputnik and the cold war now being waged, it is highly essential 
that the vital coal industry should receive every favorable condition as to the 
operation of its mines, whereby it could immediately be thrown into excess pro- 
duction should this country be forced into war. Now, therefore, gentlemen, with 
some of the salient facts as expressed to you above, relative our important 
industry, I would like to wholeheartedly recommend the removal of this wartime 
excise tax on the transportation of coal. 

I thank you for the opportunity of presenting this information to you. 


Mr. Foranp. The Chair has been advised that the next witness, Mr. 
Boldrick, is not here. 

The next witness, therefore, would be Mr. R. B. Carothers. Is Mr. 
Carothers here ? 

If not, the committee stands adjourned until 10 o’clock tomorrow 


morning. 

Mr. finite. Mr. Chairman, before we adjourn, I ask unanimous 
consent to have put into the record of yesterday the statement prepared 
by our staff on the treatment of foreign income. 

arene talked to Mr. Mills about it. 

r. Forand. Without objection that will be done. The committee 
stands adjourned until 10 o’clock tomorrow morning. 

(The following letters were received by the committee :) 


ConereEess OF THE UNITED STraTsEs, 
HOUSE OF REPRESENTATIVES, 
Washington, Decembder 9, 1957. 
The Honorable Jere Cooper, 
Chairman, attee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear CHatRMan Cooper: In connection with your committee’s forthcoming 
general tax revision study, I am enclosing a letter which I have received from 
Hon. John W. Caudill, an outstanding attorney of Blytheville, Ark. 

Mr. Caudill recommends that the percentage depletion allowance for brick 
and tile clay and most particularly for fire clay be retained at present rates. 
He states that the percentage depletion allowance has been a big help to the 
brick and tile industry; also, that the Government may be losing some revenues 


! 
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but I seriously contend that it is much more important to keep this industry 
in a healthy position. 
Your every consideration and attention to Mr. Caudill’s recommendations 
will be greatly appreciated. 
Yours sincerely, 
BE. OC. GATHINGS. 


BLYTHEVILLE, ARK., December $, 1957. 
The Honorable B. C, GATHINGS, 
House of Representatives, Washington, D. C. 


Dear Mk. GATHINGS: For quite some time, I have been keenly interested in 
the percentage depletion allowance for brick and tile clay and most particularly 
for fire clay. I have watched the Commissioner of Internal Revenue argue that 
the depletion allowance should be limited to the market value of the clay itself. 
Time after time, the courts have denied the Commissioner and his argument and 
have allowed the depletion allowance on the first commercially marketable prod- 
ucts—i. e., the burnt brick and tile. The Supreme Court has now ruled in the 
Dragon Cement Co. and Merry Bros. cases and has denied writ of certiorari. 
The Commissioner has no more room for argument, he is compelled to interpret 
the code as Congress originally intended and he must now allow the full deple- 
tion allowance. 

I have been in position to know that the percentage depletion allowance (as 
interpreted by the courts) has been a big help to the brick and tile industry. 
Very much as the oil and gas industry, risk capital is readily obtainable by 
the brick and tile people and I feel that they have a healthy industry. 

The Commissioner of Internal Revenue is now arguing that the Government 
is losing too much revenue because of the present percentage allowance for 
brick and tile and fire clays. The Government may be losing considerable reve- 
nues but I seriously contend that it is much more important to keep this in- 
dustry in a healthy position. I would, therefore, urge you to give serious con- 
sideration to this matter, to keep the percentage depletion allowance as it now 
is and to not permit any amendments to the Internal Revenue Code that would 
change this allowance. 

Please accept my thanks in advance for your attention to this matter. If 
you would like further information from me, please do not hesitate to let me 
know. 

Respectfully submitted. 

JOHN W. CAUDILL, 
Attorney at Law. 


STAUFFER CHEMICAL Co., 
New York, N. Y., January 138, 1958. 
THE CHAIRMAN OF THE WAYS AND MEANS CoMMITTEE, 
House of Representatives, Washington, D. C. 


Sir: It is my understanding that an opportunity will be provided to Mr. Horace 
M. Albright to appear before your committee sometime after January 7 to present 
to the committee arguments for the inclusion of borax or boron in the group 
of strategic materials which are now entitled to depletion allowances of 23 
percent. 

The purpose of my letter is to advise you that Stauffer Chemical Co. is vitally 
interested in this presentation inasmuch as it is extracting borax from Searles 
Lake, Calif. Mr. Albright has provided us with a copy of the statement which 
he intends to present at your hearings, and we are in full accord with his 
arguments on behalf of the increased depletion allowance for borax or boron. 

I know that very careful consideration will be given to the discussion to be 
initiated by Mr. Albright, and it is hoped that recognition of the very real problem 
of the industry will result in the granting of the requested depletion rates. 

Very truly yours, 
HAns STAUFFER, President. 








; 


} 
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AMERICAN PotasH & CHEMICAL CorpP., 
Los Angeles, Calif., January 28, 1958. 
Hon. Witsvur D. MILts, 
Chairman of the Ways and Means Committee, 
House of Representatives, Washington, D. C. 

My Dear Mr. Muits: I have read the testimony of Mr. Horace Albright pre- 
sented on behalf of the United States Borax & Chemical Corp. before your com- 
mittee on January 22, 1958, requesting an increase in the depletion rate on borax 
from 15 percent to 23 percent. This company endorses the testimony of Mr. 
Albright and we join in requesting that borax be granted a 23-percent depletion 
rate. I respectfully request that this letter be included in the printed record 
of the hearings immediately following Mr. Albright’s testimony. 

Sincerely, 
R. B. Coons, Vice President. 


(Whereupon, at 12:05 p. m., the committee adjourned, to recon- 
vene at 10a.m., Wednesday, January 22, 1958.) 
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(Natural Resources; Estate Taxes; and Subchapter C) 


WEDNESDAY, JANUARY 22, 1958 


Houses oF REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANS, 
Washington, D.C. 

The committee met at 10 a. m., pursuant to recess, in the hearing 
room of the committee, House Office Building, Hon. Wilbur P. Mills, 
chairman of the committee, presiding. 

The Cuarrman. The committee will please come to order. 

The first witness this morning is Mr. J. Gordon Roberts, Roberts 
Dairy Co., accompanied by Mr. John Mason. 

Will you gentlemen please come forward. 

Mr. Roberts, will you give your name, address, and the capacity 
in which you appear, for the benefit of the record, and also identify 
Mr. Mason for the record. 


STATEMENT OF J. GORDON ROBERTS, ROBERTS DAIRY CO., OMAHA, 
NEBR., ACCOMPANIED BY JOHN MASON, ATTORNEY, LINCOLN, 
NEBR. 


Mr. Rornerts. Yes, My name is J. Gordon Roberts. I live in 
Omaha, Nebr. I am chairman of the board and majority stockholder 
of Roberts Dairy Co. of that city. 

Today I have with me John Mason, an attorney of Lincoln, Nebr., 
who may be asked to answer technical questions later. 

The CirarrMan. You are recognized for 10 minutes. 

Mr. Roserts. I want to express my appreciation for this oppor- 
tunity to appear before your committee and explain a problem that 
confronts the owners of small business in our country, a problem 
which H. R. 7600 is designed to meet. 

At the outset I should explain that I am not a tax expert. My 
knowledge concerning taxes comes from paying them and from dis- 
cussions with tax attorneys, accountants, and insurance men who 
have been trying to help me solve my problem, which is how to keep 
from having to sell my business to one of the big national dairy 
concerns. 

I would like to present my material in three parts: 

1. Why our company and others like it should remain independent 
and not be sold to a national chain; 

2. Why present tax laws leave me no alternative unless these laws 
are changed; and 
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3. How H. R. 7600 would allow small businesses to continue in 
business as taxpayers for the Federal Government. 

I don’t like to bare the facts of my personal situation any more 
than the next fellow, but it seems to me that talking in generalities 
would be of no assistance to your committee, whereas an actual case 
history would most effectively point up the need for this legislation. 

To make my case understandable, I must give the background of the 
business I represent. 

The company was started in Lincoln, Nebr., by my father, J. R. 
Roberts, a tenant farmer at the time he began peddling milk, door to 
door, out of 10-gallon cans. 

In about 1906, however, my father introduced the delivery of milk in 
bottles for the first time in Nebraska. Shortly thereafter, he intro- 
duced pasteurized milk. 

As his customers increased, it became apparent that he would have 
to build a plant for bottling the product. cm he called together all of 
his employees who at that time consisted of wagon drivers, told them 
his problem, and invited them to come in with him. 

He also talked to all the friends he knew, and, as a result, in- 
corporated the company and sold stock to his close friends, his drivers, 
and himself, many of whom mortgaged their houses to get the money. 

With these rather small funds and a mortgage on the plant, he 
built his first plant in Lincoln in 1911. 

Like many other businesses the dairy business demands and devours 
increasing amounts of capital. My father went into Omaha and Sioux 
City, Iowa, about 1920, and we went into Grand Island, Nebr., in the 
late 1940's. 

In each case a very substantial investment in a plant and equip- 
ment was necessary. For a small company outside capital is almost 
impossible to come by. As a result, most of the funds had to come 
from the profits of the business itself. 

With an increase in population and business, more money was needed 
for working capital to carry inventory. 

The horse and wagon disappeared and were supplanted by the 
— and today we must own and operate a large fleet of trucks and 
tankers. 

Quite a number of years ago the whole industry switched to stainless 
steel which required an enormous investment in replacement equip- 
ment, 

Lastly, inflation has put a tremendous burden on the business. 
Where we used to pay a dollar or two per hundredweight of milk 
to the farmers, today we pay from $5 to $6, and the business has to have 
the extra capital with which to carry this added cost. 

The same thing is true as to all of our supplies and our equipment 
and wages. 

As a result of these cumulative requirements for money in the 
business, the stockholders had to wait 30 years, because it was not 
until 1942 that our company went on a regular dividend basis. Since 
that time we have only been able to pay out about 30 percent of the 
annual net profit, it being necessary to retain the balance of profits in 
order to make up the rapidly increasing demand for funds. Even 
then we have had to borrow heavily and continuously. 

As would be expected, I worked on the farm as a boy and when 
I was old enough started working summer vacations and holidays at 





GENERAL REVENUE REVISION 1425 


the plant learning the business. When I finished college, I went in 
full time, and I was advertising manager in 1938 when our economy 
hit rockbottomin Nebraska. _ 

In the meantime, my father had taken ill and on doctor’s orders 
was living in Florida and attempting to run the business by lo 
distance phone. Several of the directors thought we should sell the 
entire business. 

I finally went to my father and proposed that I would be willing to 
take over as general manager providing I could also get nD of 
the company. 

However, it was not until 1941 that my father finally transferred 
the stock to me on a number of conditions involving the payment of 
a substantial amount of his personal indebtedness and the payment 
to him and my mother of a lifetime annuity. 

A grateful Government moved in upon my father’s death attempt- 
ing to confiscate the business. The business was in sorry shape when 
it was turned over tome torun. I got the job because nobody else on 
our board of directors thought the business could survive, and no other 
qualified person would accept the responsibility. 

I was penniless other than for the stock in the company. 

Upon my father’s death the Government contended that the stock 
was taxable in my father’s estate at a high value. I had to settle 
the estate tax on the grounds that I couldn’t afford attorneys to go 
to court. 

For 5 years after the settlement of the estate tax I eked out an 
existence in order to meet the estate tax payments after corporation 
and personal income tax, estate taxes obviously designed to force me 
to sell. 

Since my assumption of management in 1939, approximately 5 years 
before my father’s death, the business has by now more than tripled 
its size, even taking inflation into account. 

In fact, because of the poor financial condition of the company at 
the time I had assumed management, I paid estate tax on a value 
which I had largely created myself. 

3. The value to the community of small locally owned businesses. 

Small businesses like ours should be allowed and encouraged by the 
Federal Government to continue as independent locally owned tery 
nesses. I will illustrate some of the things which my company has 
done, at the local level, worthy, I believe, of some consideration. 

As a bonus to the American economy in his last years, my father 
developed a method of turning citrus rind into a dairy cattle feet, an 
industry which today runs into millions of dollars annually. On this 

roject he used all the money he could borrow on his insurance, and 
did not make a dime. 

Earlier he developed the short time method of pasteurization 
whereby milk was quickly heated to a high temperature and imme- 
diately cooled. Thus he eliminated the cooked flavor of pasteurized 
milk. For technical reasons, the working out of this procedure was 
not nearly as simple as one might suppose. 

The basic principles involved have been used by the citrus industry 
since then, as well as the dairy industry. 

In our own field, we have developed a low fat dairy spread, the 
first basically different dairy food since the development of cheese 
and butter, a product designed to save lives from heart attacks, 
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We have given land for three public parks in areas in which chil- 
dren would otherwse have no playgrounds. And we are not a large 
enough company actually to afford this kind of philantrophy. But 
it is one of those things done by local companies because otherwise 
no constructive action is taken. 

Moreover, we have worked for a long time on youth activities. 
Personally, I am on the President’s Advisory Committee on Youth 
Fitness. 

Our contribution of money to causes of all kinds amounted to ap- 
proximately $50,000 this year. Our part in community service, how- 
ever, goes beyond contributions of money. 

For instance, 2 years ago, Dr. Oliver Reihart, a veterinarian in our 
community, came to me asking for $2,000 for an International refrig- 
erated centrifuge with which to study virus. 

Inasmuch as he had no reputation at that time except as a healer of 
dogs and cats, no one would give him the money except me. 

Gein getting his equipment in 1955, he developed all the polio cul- 
tures locally in the city of Omaha. In 1956 and 1957 he carried 
out this same work at the State level. 

Presently he is planning some research on cancer. He is pursuing 
a new theory of cancer research based on a bacteriological approach 
to the problem. Time does not allow a description of this theory, 
but without the support of local business, his work would not have 
been possible. 

Does loading the deck in favor of big companies make any dif- 
ference to anyone other than those actually engaged in small or inde- 
pendent business? Let’s consider the following statement: 

Says William R. Bennett, Ph. D., in his book The American Patent 
System: 

Very few basic inventions have come from corporate research laboratories. 
Most pioneering inventions have been conceived by independent inventors. 

These pioneer inventions include even the image-dissector camera 
tube making modern television possible. They include Edison’s elec- 
tric light globe, Bell’s telephone, Marconi’s wireless, and many other 
basic inventions. 

What happens when a business like ours sells out to a large na- 
tional concern? 

True, the payroll is substantially retained, but though the usual 
purchase announcement states that no change is planned in the per- 
sonnel of the company, you will find almost inevitably within the first 
2 years that the supervisory positions undergo almost a complete 
turnover. 

But what about the effect of this acquisition on others? 

The local insurance men who carry our various insurance lines 
immediately lose this business, which is written on blanket coverages 
from the home office of the purchaser. 

Our advertising agency loses this account which is handled by a 
national advertising agency in the East. 

Our small suppliers, and even our equipment suppliers, are supple- 
mented with others who supply the chain. 

Our local community chest and other local charities suffer, for this 
is no longer the headquarters’ office and the contributions are scaled 
down to the proportions of a small branch contribution, if any. 
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Our banks lose deposits. 

All down the line the community suffers. 

The following letter indicates the importance of support from local 
business : 

Dear Mr. Roserts: I have been State chairman of the American Legion junior 
and midget baseball for 19 years. I have served as local chairman for American 
Legion junior and midget baseball for 25 years. This operation called for the 
supervision of from 4,000 to 10,000 boys each year. It is a civic job without pay. 
We have not had one national concern sponsor any of these teams in the past 
25 years. All have been locally sponsored. 

Very truly yours, 
©. O. BowLey, 
State Chairman, American Legion Baseball. 

4. The problem faced by small business: 

My tax advisers tell me that if I were to die tomorrow and make the 
full use of the marital deduction and my wife survived me, my 
Federal estate taxes would be in the neighborhood of $425,000. 

However, the taxman advised me that if my wife should die before 
me so that I could not take advantage of the marital deduction my 
Federal estate tax would then amount to approximately $1 million, 
and this points up my big problem. 

How do you find that kind of money ? 

Obviously, my estate could not meet the impact of any such tax as 
that without silline the stock in the business for whatever it would 
then bring. 

As you all know, the sale of the controlling interest in a corporation 
by the estate of the principal stockholder and chief operating officer 
results in a substantial shrinkage from what could be realized before 
the death of such individual. 

This is particularly true when the purchasers are aware that the 
estate is forced to sel] in order to meet the tremendous estate tax 
liability. 

Our business never has any excess cash and although the company 
carries a substantial amount of keyman insurance, on my life, to 
indemnify it in the event of my death, in all probability the pro- 
ceeds of this insurance could not be used to any substantial degree 
to redeem sufficient stock from my estate to meet the estate tax. 

In fact, mortgage loans made by our company through financial 
institutions have specifically required that the proceeds of such 
policies in the event of my death would be immediately applied on 
the mortgage. 

Under present tax laws the company cannot accumulate enough free 
cash funds out of profits to redeem enough of my personal stock 
to meet the Federal estate tax, for out of every dollar of profits 
the corporate tax takes 52 percent. 

Thus, my business cannot be looked on as the source of substantial 
funds with which my estate could pay the estate tax. 

Contrast this picture with the rosy offers I have received from the 
large national dairy concerns who in recent years have practically 
beaten a tattoo on my door. 

They propose a method which is fast becoming almost a pattern 
for the acquisition and mergers over the country. They will ex- 
change their stock, which is traded widely on the exchanges, for my 
stock, and they tell me that by this method of exchange, no income 
tax of any character will be assessed by reason of the exchange. 

20675—58—pt. 2-——-10 
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Secondly, they offer me a lifetime job at a substantial income 
figure which will provide adequate lifetime security for myself and 
family. They even agree to give my son an important position 
and they point out that at my death, even if I survive my wife, 
my estate will have no trouble raising all of the money needed to 
meet the estate taxes, for the stock which I will have received in 
their company on the exchange can be sold on the national exchange 
at any time for an assured price. 

Obviously, this method has many attractions for the owner of a 
small business. It not only offers ae lifetime security and the re- 
lease from the daily crises and pressures of dealing with labor unions, 
sellers, customers, and the million Government restrictions and regu- 
lations, but it offers a safe haven after his death, with assured security 
for his wife and family. 

The only trouble with the picture is that it also deprives him of 
the thing which he and his forebears built over the years, the oppor- 
tunity to use his own creative and inventive capacities in his own 


way. 

go far I have resisted this temptation to sell. I still consider 
myself a man with a lot of useful years ahead of me and I have 
a lot of plans and ideas for my company which I want to try out 
in addition to research. 

In addition, I feel a strong sense of responsibility to my employees 
who have been working for me for many years. Our average length 
of employee’s service with the company is far and again above others 
in the industry. One of the original wagon drivers for my father who 
mortgaged his home to buy stock to help my father build his first plant 
recently retired as vice-president and is still a director. 

And if I remain in business what do I face? I face the competition 
of a national chain of stores entering the milk business with a virtual] 
monopoly of outlet through that store chain. 

In other words, I am largely blocked off from reaching that part 
of the public dealing with the store chain, whatever I do in the way, 
of better protecting the public health or in the way of community 
service. 

Money and monopoly of outlet are not the only advantages of the 
billion dollar corporation, in my opinion. The biggest advantage con- 
sists of time. The average age of 250 of the largest industrial and 
trade corporations is 74.3 years, according to the Fortune Directory 
of the 500 largest United States industrial corporations, and 200 
largest trade corporations. 

he lifetime of the independent business is limited by tax laws to 
the productive years of one individual, a limitation which makes in- 
dependent business of any consequence illegal beyond this generation. 

This limitation brings to a close the age of Edison and Ford. It 
may bring our civilization to a close, also. 

s I said, I have so far resisted the obvious attractions of a sale, but 
these attractions have been too much for thousands of other owners 
of small businesses across the country. 

Let me recount to you what has occurred in the city of Omaha in the 
last few years, for although you may not be familiar with the locally 
owned businesses there, you will readily recognize the names of the 
purchasers. 
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Prior to 1951 there was no particular trend. True, the Kellogg Co. 
had purchased Miller Cereal Mills in 1943, but the sales were isolated 
and formed no pattern or trend. However, in 1951, beginning with 
the purchase of the Eggerss-O’F lyng Co. by Central Fiber Products 
Co., a gradually increasing number of these sales or mergers occurred. 

The Campbell Soup Co. acquired C. A. Swanson and Sons for ap- 
proximately $27 million. 

The Sheraton Corp. of America acquired the Eppley Hotels Co. for 
approximately $30 million in stock. 

Eli Lilly & Co. acquired Corn States Laboratories, Inc., and Frue- 
hauf Trailer Co. acquired Independent Metal Products Co. 

Procter & Gamble Co. acquired the Duncan Hines Division of Ne- 
braska Consolidated Mills Co. 

The American Linen Supply Co. of Chicago acquired three local 
linen supply companies, and the Pacific Intermountain Express of 
Oakland, Calif., has asked the ICC for permission to buy Union 
Freightways of Omaha. 

The same thing is occurring in the other communities where we 
operate. 

For example, in June of this year, Outboard Marine Corp. of Mil- 
waukee purchased Cushman Motor Works, Inc., of Lincoln, for some- 
thing over $35 million. 

Nationally, I am, of course, more familiar with the developments in 
my own fadeabr: As you know, the Federal Government has filed 
complaints against National Dairy Products Corp., the largest in the 
industry, the Borden Co., and Beatrice Foods Co., and Foremost 
Dairies, Inc., charging violation of the Clayton Antitrust Act, and the 
Federal Trade Commission law which prohibits unfair competition 
on the basis that they have violated monopoly laws by acquiring some 
289 dairy corporations since 1950. 

But you cannot blame the owners of local businesses for selling out 
to the large national concerns. In many cases, as has been pointed out, 
they had no alternative. 

The irony of it is that a Government which prosecutes monopoly 
and acclaims small independently owned business as the best: protection 
against monopoly and urfair business methods is the very one who, 
by its tax laws, is forcing the small-business man to give up the 
struggle. 

In my judgment, it is primarily responsible for the tremendous rise 
in mergers and concentration of business in large national concerns. 

[ am remaining in business for the present only as a matter of prin- 
ciple, out of a sense of patriotic duty. For what are these estate laws 
doing? They are drying up initiative within this Nation at its source. 

True, our tax laws send men to Florida rather than the salt mines, 
but they are eliminating the use of many millions of years of creative 
energy on the part of some of our most productive citizens, 

The amount of income taxes lost because of estate taxes is impossible 
to estimate, but it must be tremendous. Gift and estate taxes produce 
only 1.2 percent of total Federal revenue, and are not repetitive. 

What do I recommend ? 

In my judgment, H. R. 7600 represents a step in the right direction. 
It would permit a small business to accumulate, over a period of years 
out of earnings before taxes, funds which could then be used to re- 
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deem enough of an owner’s stock at the stockholder’s death to permit 
his estate to meet the impact of the Federal estate taxes without fore- 
ing his estate to put his stock on the block. 

s I have pointed out in my own case, my business cannot do this 
out of earnings after taxes, but given the opportunity to set aside 10 
percent of its net earnings free of corporate income taxes over the 
next 10 or 15 years, my personal problem would be met. 

Perhaps it is too late in my case for I may not have that long a 
period to look forward to, but it will at least make it possible for 
those who follow me to avoid the necessity of selling out to a large 
national concern and the Government would be assured of revenue in 
my lifetime. ; 

Something must be done and done soon in order to preserve those 
which still remain, and I submit to you gentlemen that H. R. 7600 
would attack one of the principal causes of this tragic trend. 

(The following documents were submitted by Mr. Roberts for the 
record :) 

LINCOLN, NEsR., January 22, 1958. 
COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 

GENTLEMEN : This letter is supplemental to the remarks of J. Gordon Roberts 
in support of H. R. 7600, a bill for estate tax relief for small-business men. 

Attached hereto is a copy of H. R. 7600 and a copy of the remarks of Repre- 
sentative Baker, before the House of Representatives at the time of introduction 
of the bill. These are attached for more detailed reference. Representative 
Baker’s remarks contain a general explanation of the bill and illustrations of 
its application in typical situations. 

The problem to be solved by H. R. 7600 is a problem which practical experi- 
ence shows, and we are certain the committee’s hearings will disclose, faces 
practically all owners of small businesses. They find that it is necessary to use 
most of their assets in their business, and it is practically impossible for them 
to set up an adequate reserve of liquidable property sufficient to meet the de- 
mands of Federal estate taxes which will come at the time of their death. Thus 
they face the prospect that their executor may be required to liquidate their 
business in order to meet death expenses, and they are impelled in many, many 
cases to merge their business with a large national corporation or sell their 
business to a large national corporation during their lifetimes when they can 
negotiate the transaction themselves and receive in exchange liquidable property. 

The owner of a small-business corporation, in order to acquire funds for 
payment of death taxes, must either sell a portion of his business, which is not 
practicable, or else accumulate a fund out of earnings after taxes. Earnings of 
a corporation are subject to the corporation tax, and that portion of the earn- 
ings after tax which is not required for working capital of the business can be 
distributed to the owner in the form of dividends, making them subject to his 
personal income tax. That which is left over after the corporate tax and the 
personal income tax is still subject to Federal estate taxes. All that is left to 
pay estate taxes on his business is the remainder after the payment of corporate 
income tax, personal income tax, and Federal estate tax on the unit of earnings 
of the corporation. The practically confiscatory impact of the combination 
of these three taxes is a dominant factor in many mergers or sales of small 
businesses to large national corporations. Thus, Government tax policy is 
forcing the elimination of many small businesses. 

H. R. 7600 proposes that the family corporation and the individual taxpayer 
be allowed to purchase estate tax anticipation certificates and deduct not to 
exceed 10 percent of their taxable income for amounts used to purchase such 
certificates. The family corporation is allowed to invest in such certificates 
and investment is not considered an unreasonable accumulation of eurnings. 
The certificates may be used to redeem stock and the redemption is not consid- 
ered equivalent to the declaration and payment of a dividend. 

The certificates may be redeemed by the executor of the deceased taxpayer 
at face value in payment of estate taxes up to the amount of $500,000. They 
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may be redeemed by the executor of the deceased taxpayer other than for pay- 
ment of estate taxes, or for payment of estate taxes in excess of $500,000, at an 
amount less than their face value, which amount is determined by the Secretary 
of the Treasury at the time of sale, and which shall be not less than 90 percent 
of face value. The certificates may be redeemed other than by the executor of 
a deceased taxpayer for an amount less than face value, which amount is deter- 
mined by the Secretary of the Treasury prior to sale, and which shall be not 
less than 75 percent of the face value. The noninterest bearing feature of the 
certificates plus their redemption at less than face value is designed to prevent 
their use for purposes other than anticipation of estate taxes. 

The family corporations which are allowed to obtain an income tax deduction 
for purchase of the certificates are defined as corporations a majority of whose 
stock is held by not more than 10 persons and which is engaged in an active 
business, as defined in section 395 (b). 

There is an additional provision for payment of estate taxes in installments 
over a period of not more than 10 years in estates where one-half or more of 
the value of the gross estate consists of stock or investments in one or more 
closely held business enterprises. Closely held business enterprises are defined 
to include business proprietorships, business partnerships having 10 or less 
partners and business corporations having 10 or less stockholders. 

The bill has provisions which result in the taxpayer losing the advantage of 
the tax deduction if the certificates are redeemed during his lifetime, by treating 
the redemption as gross income and adding to his tax the amount of any savings 
in income tax which occurred in the year of purchase of the certificates to the 
extent that the savings in tax exceeded the additional tax in the year of 
redemption. 

The effect of the bill in its actual operation would be that the taxpayer would 
be required to pay to the Government as a result of purchase of the certificates 
more than the amount of the income tax savings. The cost of the certificates, 
limited by 10 percent of the taxable income, is treated as a deduction from 
income, which would result in an income tax savings of some amount less than 
the amount of the deduction. Thus, in effect the Government is receiving the 
same amount of money as it would otherwise have received in income taxes 
plus an additional amount which represents advance payment of estate taxes. 

At the time of the taxpayer’s death the Government does not receive money 
to the extent that the certificates are redeemed in payment of estate tax. Instead 
the taxpayer is credited with an amount which in effect includes the income 
tax savings resulting from the purchase in prior years of the certificates, plus 
the advance payment of estate tax in the years in which the certificate was 
purchased. 

The net effect to the Government would be a reduction in the amount paid at 
the time of death, but measured by the amount of the income tax savings during 
life, which would be a reduction in total tax revenue to the Government and the 
reduction in tax to the taxpayer. This is offset by the fact that part of the 
estate taxes will be paid in advance, 

We submit that the loss of tax revenue to the Government would be very minor 
compared to the major effect on small-business men in increasing the incentive 
to retain their businesses. 

Yours very truly, 
Mason, KNupDsEN, Dickerson & BERKHEIMER, 
By JoHn Mason, 


{H. R. 7600, 85th Cong., 1st sess.] 


A BILL To provide a program for survival of smal] businesses and payment of estate 
xes by estate tax anticipation certificates 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, 


SEC. 1. NON-INTEREST BEARING ESTATE TAX ANTICIPATION CER- 
TIFICATES. 


(a) TRANSFER OR REDEMPTION oF Estate Tax ANTICIPATION CERTIFICATES.— 
Part II of subchapter B of chapter 1 of the Internal Revenue Code of 1954 
(relating to items specifically included in gross income) is amended by adding 
at the end thereof the following new section: 
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“SEC. 78. ESTATE TAX ANTICIPATION CERTIFICATES. 


“The face value of estate tax anticipation certificates (as defined in section 
6317 (a)) transferred, assigned, or surrendered for redemption by a taxpayer 
shall be included in the gross income of taxpayer, unless: 

“(a) The taxpayer is a corporation and the transfer or assignment is in 
exchange for part or all of the stock of taxpayer ; or 

“(b) The surrender for redemption is by an executor of the estate of a 
decedent.” 

(b) Technical AMENDMENT.—The table of sections for such Part II is 
amended by adding at the end thereof the following: 

“Sec. 27. Estate tax anticipation certificates.” 

(ec) Depuctions ror INDIVIDUALS PURCHASING ESTATE TAx ANTICIPATION CER- 
TIFICATES.—Part VII of subchapter B of chapter 1 of the Internal Revenue Code 
of 1954 (relating to additional itemized deductions for individuals) is amended 
by redesignating 


“SEC. 217. CROSS REFERENCES” 
as 


“SEC. 218. CROSS REFERENCES” 
and adding the following new section 217: 


“SEC. 217. AMOUNTS REPRESENTING PURCHASES OF ESTATE TAX 
ANTICIPATION CERTIFICATES. 


“In the case of an individual, there shall be allowed as a deduction the amount 
expended by the individual during the taxable year in the purchase from the 
Secretary or his delegate of estate tax anticipation certificates, but such deduction 
shall not exceed 10 percent of the taxable income of such individual for the 
taxable year (computed without the deduction allowed by this section).” 

(d) TrcHnicat AMENDMENT.—The table of sections for such part VII is 
amended by redesignating 

“Sec. 217. Cross references.” 


“Sec. 218. Cross references.” 
and inserting after section 216 the following: 

“Sec. 217. Amounts representing purchases of estate tax anticipation cer- 
tificates.” 

(e) DepucTIons ror FAMILY CoRPORATIONS PURCHASING ESTATE T'Ax ANTICIPA- 
TION CERTIFICATE.—Part VIII of subchapter B of chapter 1 of the Internal 
Revenue Code of 1954 (relating to special deductions for corporations) is amended 
by adding at the end thereof the following new section: 


“SEC. 249. AMOUNTS REPRESENTING PURCHASES OF ESTATE TAX 
ANTICIPATION CERTIFICATES. 


(a) DEFINITION oF FAMILY CorPoRATION.—A family corporation, for the pur- 
pose of this section, is a corporation which meets the requirements of section 
355 (b) of the Internal Revenue Code of 1954 as to active business, and more 
than 50 percent of the voting stock of which is owned by not more than ten 
individuals or more than 50 percent of the voting stock of which is owned by 
another corporation which qualifies as a family corporation. For the purposes 
of this section a trust shall be deemed an individual. 

“(b) AmMouNT oF Depuction.—In the case of a family corporation there shall 
be allowed as a deduction the amount expended by the corporation during the 
taxable year in the purchase from the Secretary or his delegate of estate tax 
anticipation certificates, but such deduction shall not exceed 10 percent of the 
taxable income of such corporation for the taxable year (computed without the 
deduction allowed by this section).” 

(f) TecHNICAL AMENDMENT.—The table of sections for such part VIII is 
amended by adding at the end thereof the following: 


“SEC. 249. AMOUNTS REPRESENTING PURCHASES OF ESTATE TAX 


ANTICIPATION CERTIFICATES.” 


(g) DrstrrpuTion oF Estate Tax ANTICIPATION CERTIFICATES IN REDEMPTION 
or Stock. Part I of subchapter C of chapter 1 of the Internal Revenue Code of 
1954 (relating to distributions by corporations) is amended by deleting the word 
“or” after the figure “(3)” in section 302 (a) and inserting the words “or (6)” 
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after the figure (4). Part I of subchapter C is further amended by adding the 
following new subsection at the end of section 302 (b): 

“(6) EsTaTE TAX ANTICIPATION CERTIFICATES ISSUED IN STOCK REDEMPTION.— 
Subsection (a) shall apply to the extent that estate tax anticipation certificates 
are transferred or assigned by the corporation to one of its stockholders in 
redemption of part or all of such stockholder’s stock, but only if the steck so 
redeemed has been owned by the stockholder for a period of at least ten years 
continuously up to the time of the redemption, and in the event that the stock- 
holder is the executor of a decedent’s estate, the period of ownership of said 
stock by decedent during his lifetime may be added to the period of ownership 
of said stock by his executor.” 

(h) SpecraL DepucTION IN DETERMINING ACCUMULATED INcomME.—Part I of 
subchapter G of chapter 1 of the Internal Revenue Code of 1954 (relating to 
corporations improperly accumulating surplus) is amended by deleting the 
words “(except section 248)” in section 535 (b) (8), and inserting in lieu 
thereof the words “(except sections 248 and 249).” 

(i) TRANSFER OR REDEMPTION OF HstTATE Tax ANTICIPATION CERTIFICATES.— 
Part VI of subchapter Q of chapter 1 of the Internal Revenue Code of 1954 (re- 
lating to readjustment of tax between years and special limitations) is amended 
by adding at the end thereof the following new section: 


“SEC. 1348. TRANSFER OR REDEMPTION OF ESTATE TAX ANTICIPA- 
TION CERTIFICATES. 


“In the case of a surrender for redemption of estate tax anticipation certifi- 
eates by a taxpayer and in the case of a transfer or assignment of estate tax an- 
ticipation certificates by a taxpayer if the face value of the estate tax anticipa- 
tion certificates transferred, assigned, or surrendered for redemption by the 
taxpayer is includible in the taxpayer’s gross income under section 78 of the In- 
ternal Revenue Code of 1954, as amended, and if the original purchase thereof had 
resulted in whole or in part in a deduction from the gross income of the original 
purchaser under section 217 or 249 of the Internal Revenue Code of 1954, as 
amended, then in the computation of the taxpayer’s tax under subchapter A 
for the taxable year in which the estate tax anticipation certificate is trans- 
ferred, assigned, or redeemed there shall be added to said tax the savings of tax 
under subchapter A to the original purchaser in the year of purchase of the 
certificate as a result of said deduction to the extent that said savings exceeds 
the additional tax to taxpayer in the year of transfer, assignment, or redemption 
of the certificate resulting from the inclusion of the amount received from the 
transfer, assignment, or redemption in his gross income computed without the 
adjustment provided in this section.” 

(j) TecHNICAL AMENDMENT.—The table of sections for such part VI is amended 
by adding at the end thereof the following: 

“Sec. 1348. Transfer or redemption of estate tax anticipation certificates.” 

(k) Payment or Estate Taxes By Estate Tax ANTICIPATION CERTIFICATES.— 
Subchapter B of chapter 64 of the Internal Revenue Cede of 1954 (relating to re- 
ceipt of payment of taxes) is amended by adding at the end thereof the following 
new section: 


“SEC. 6317. PAYMENT OF ESTATE TAX BY ESTATE TAX ANTICIPA- 
TION CERTIFICATES. 


“(a) Estate Tax ANTICIPATION CERTIFICATE DeFINED.—For purposes of this 
section, the term ‘estate tax anticipation certificate’ means any certificate which— 

*{1) is issued by the Secretary or his delegate to carry out the purposes of 
this section, 

“(2) is issued at par, 

“(3) bears no interest, 

“(4) is transferable, but is redeemable only on such terms and conditions as 
the Secretary or his delegate may by regulations prescribe.” 

“(b) ISSUANCE OF CERTIFICATES.—The Secretary shall offer for sale estate tax 
anticipation certificates in such denominations as may be necessary to carry out 
the purposes of this section. 

““(e@) LIMITATIONS ON TRANSFER OR ASSIGNMENT, AND REDEMPTION.— 

“(1) Estate tax anticipation certificates shall be regulations prescribed by 
the Secretary or his delegate, be transferable only in accordance with the rules 
and regulations prescribed by the Secretary or his delegate. 

“(2) Estate tax anticipation certificates shall be redeemable at face value 
in payment of taxes imposed by section 2001 of the Internal Revenue Code of 
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1954 when presented by the executor or administrator of the estate of a de- 
cedent, up to the amount of $500,000 for the estate for any one decedent. 

““(3) Estate tax anticipation certificates shall be redeemable at such amounts 
less than face value (as shall have been determined by the Secretary or his 
delegate at or before the time of issuance thereof) when presented by the 
executor or administrator of an estate of a decedent for redemption and not 
in payment of the taxes imposed by section 2001 of the Internal Revenue Code 
of 1954, or when presented by the executor or administrator of the estate of a 
decedent in payment of any such taxes in excess of $500,000: Provided, That 
said amount shall not be less than 90 percent of the face value of the estate 
tax anticipation certificates. 

“(4) Estate tax anticipation certificates shall be redeemable at such amounts 
less than their face value (as shall have been determined by the Secretary or 
his delegate at or before the time of issuance thereof) when presented by indi- 
viduals or corporations other than the administrator or executor of a decedent’s 
estate: Provided, That said estate tax anticipation certificates when so presented 
shall be redeemable at not less than 75 percent of their face value.” 

(1) TecHNicaL AMENDMENT.—The table of sections for subchapter B of chap- 
ter 64 is amended by adding at the end thereof the following: 

“Sec. 6317. Payment of estate tax by anticipation certificates.” 

(m) Errective Date.—The amendments made by this section shall be effective 
as of the date of enactment of this Act. 


SEC. 2. INSTALLMENT PAYMENTS OF ESTATE TAX. 


(a) ALLowaNce.—Subchapter A of chapter 62 of the Internal Revenue Code 
of 1954 (relating to place and due date for payment of tax) is amended by 
adding at the end thereof a new section as follows: 


“SEC. 6157. INSTALLMENT PAYMENTS OF ESTATE TAX. 


“(a) EsTATES CONSISTING OF STOCK OR INVESTMENTS IN CLOSELY HELD BusI- 
NESS ENTERPRISES.— 

“(1) ELECTION TO MAKE INSTALLMENT PAYMENTS,—The executor of any estate 
described in paragraph (2), which is subject to the tax imposed by chapter 11, 
may elect to puy the amount of such tax in 2 or more (but not more than 10) 
equal installments. 

“(2) ESTATES TO WHICH ELECTION APPLIES.—Paragraph (1) shall apply to an 
estate only if one-half or more of the value of the gross estate consists of stock 
or investments in one or more closely held business enterprises. 

“(3) CLOSELY HELD BUSINESS ENTERPRISE.—For purposes of paragraph (2), 
the term ‘closely held business enterprise’ means— 

“(A) a business proprietorship, 

“(B) a business partnership having 10 or less partners, and 

“(C) a business corporation having 10 or less stockholders. 

“(b) DATE FoR PAYMENT OF INSTALLMENTS.—If an election is made under sub- 
section (a), the first installment shall be paid on the date prescribed for payment 
of the tax by section 6151, and each succeeding installment shall be paid one 
year following the date for payment of the preceding installment. 

“(c) PRORATION OF DEFICIENCY TO INSTALLAMENTS.—If an election has been 
made under subsection (a) and a deficiency is assessed, the deficiency shall be 
prorated to the installments remaining unpaid on the date of such assessment, 
and the part of the deficiency so prorated to each such installment shall be 
collected at the same time and asa part of such installment. 

“(d) INSTALLMENTS Parip In ApvANcE.—At the election of the executor, any 
installment, or part thereof, under subsection (a) may be paid prior to the date 
prescribed for its payment by subsection (b). 

“(e) ACCELERATION OF PAYMENTS.—If any installment under subsection (a) 
is not paid on or before the date prescribed for its payment by subsection (b), 
the whole of the unpaid tax shall be paid upon notice and demand from the 
Secretary or his delegate.” 

(b) TEcHNICAL AMENDMENTS.— 

(1) The table of sections for such subchapter is amended by adding at the 
end thereof the following: a 

“Sec. 6157. Installment payments of estate tax.” 

(2) Section 6161 of such Code (relating to extension of time for paying tax) 
is amended by redesignating subsection (d) as subsection (e), and inserting 
after subsection (c) a new subsection as follows: 

“(d) INSTALLMENT PAYMENT OF Estate Tax.—In any case in which an execu- 
tor has elected under section 6157 to pay the tax imposed by chapter 11 in 
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installments, subsection (a) (2) shall not apply to the amount determined by 
the executor as the tax imposed by chapter 11, and subsection (b) shall not 
apply to the amount determined as a deficiency with respect to any such tax.” 

(3) Section 6601 (c) (2) of such Code (relating to determination of last date 
prescribed for payment of tax) is amended by striking out “6152 (a)” and 
inserting in lieu thereof “6152 (a) or 6157 (a)”, and by striking out “6152 (b)” 
and inserting in lieu thereof “6152 (b) or 6157 (b), as the case may be.” 

(c) Errective DAate.—The amendments made by this section shall apply with 
respect to estates of decedents dying after December 31, 1956. 


REMARKS OF REPRESENTATIVE Howarp H. BAKer, OF TENNESSEE, UPON INtrKo- 
pDUCING H. R. 7600, CONGRESSIONAL Recorp, THURSDAY, MAy 16, 1957 


Mr. Baker. Mr. Speaker, today I am introducing a bill to prevent small busi- 
nesses from being destroyed by Federal estate taxes. It would provide relief 
from the double taxation—income and estate taxes—on individuals, and make 
it possible for family businesses to survive the death of a principal stockholder 
or partner without the necessity of a forced sale to large national corporations 
to provide funds for estate-tax payments. 

My bill would allow individuals to set aside a reserve fund, represented by 
non-interest-bearing Treasury certificates, with which to pay estate taxes. A 
deduction from income tax, not to exceed 10 percent of taxable income in any one 
year, would be allowed to an individual, or a family corporation, to create such 
a reserve fund. The fund would be subject to estate taxes, but wou!d have been 
accumulated free of income tax during the taxpayer’s life. 

My bill also includes the President’s Cabinet Committee on Small Business 
recommendation which would permit such estates 10 years within which to make 
Federal estate-tax payments. 

I respectfully urge the Congress to give this small-business measure prompt 
and careful consideration. Small business must be protected and encouraged 
now if we expect it to survive today’s merger-minded economy. A more detailed 
explanation of my bill! is presented in the following statement : 


ANALYSIS OF THE LEGISLATION 
1. The problem 


This legislation is designed to provide some relief from the double taxation 
resulting from the imposition of both income and estate taxes on individuals and 
to mitigate the burden and impact of the Federal estate tax. The particular 
purpose is to make it possible for family businesses to survive the death of the 
principal stockholder without the necessity of forced sales to large national 
corporations in order to provide funds for payment of estate taxes. There are a 
great many owners of private or family businesses who are unable effectively to 
set aside sufficient liquid assets after the income taxes have been paid on their 
income, and after estate taxes which will be paid on these liquid assets at their 
death, to provide for the payment of estate taxes on their present holdings. 
The result of this is that many such owners are selling their businesses to 
large national corporations in order to be in a position to have liquid assets to 
sustain the estate-tax impact. 

The proposed legislation is premised on the theory that it is desirable to 
encourage the preservation of private or small businesses, and that it is unwise 
of the Federal Government to in effect force the liquidation of small businesses 
and the merger of small businesses into large corporations. 


2. The solution 


The basic theory of this proposed legislation is to allow individuals to set 
aside a reserve fund, represented by certificates of indebtedness of the United 
States, with which to pay estate taxes. Under the proposed legislation a 
deduction from income tax, not to exceed 10 percent of taxable income in any one 
year, would be allowed to any individual or any family corporation for the 
purpose of creating such a reserve fund. The assets or fund would be subject to 
estate taxes, but would have been accumulated free of income tax during the 
taxpayer's life. 

3. Outline of the proposed legislation 


(a) Estate tax anticipation certificates would be issued by the Government 
for sale to individuals and corporations. The certificates would pay no interest. 
They would be redeemable at 100 percent of their face value for payment of 
estate taxes up to the amount of $500,000 on any one estate. They would be 
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redeemabie at not less than 90 percent of their face value when redeemed by an 
estate, but not in payment of estate taxes, or when redeemed by an estate in 
payment of estate taxes in excess of $500,000. They would be redeemable at 
not less than 75 percent of their face value when presented by any other owners. 

(0) The purchase of estate tax anticipation certificates from the United States 
by an individual wouid entitle the purchaser to a deduction from taxable income 
in the year of purchase in the amount of the face value of the certificates but 
not to exceed 10 percent of the taxable income computed without the deduction 
Purchase of these certificates by a family corporation from the United States 
would entitle the corporation to a deduction in the same manner, not exceeding 
10 percent of its taxable income. A family business is defined as one more than 
50 percent of which is owned by not more than 10 individuals, and a corporation 
which is engaged in an active business. 

(c) Except for a transfer by a corporation to a stockholder in exchange for its 
stock, or when redeemed by an executor, transfers, or redemptions of the certifi- 
cates result in the face value of the certificate becoming taxable income to the 
transferor or person redeeming the certificate. A further provision requires 
that if the tax benefit at the time of acquisition of the certificate is greater than 
the tax consequence of the transfer or redemption, the difference is added to the 
tax of the individual or corporation transferring or redeeming the certificates, so 
that there will have been no income-tax benefit where the certificates are not used 
for their intended purpose of paying estate taxes. 

(d) Where certificates are transferred to a stockholder by a corporation in 
redemption of part or all of the stockholder’s holdings of stock in the corpora- 
tion, the transaction is treated as a sale or exchange—thus avoiding the ques- 
tion of whether the transfer is equivalent to the payment of a dividend—if the 
stockholder has held his stock for at least 10 years. 


4. Examples of how the proposed legislation will work 


This legislation is designed to alleviate the double taxation of income taxes 
and estate taxes on funds being accumulated by a taxpayer in anticipation of the 
payment of estate taxes at the time of his death. Therefore, we are dealing 
primarily with the problem of individuals whose estates are large enought that 
estate taxes are a substantial factor. To illustrate the manuer in which the pro- 
posed legislation would operate, we will assume three different types of situa- 
tions which we believe to be typical. These will involve hypothetical situations 
in which the individual's top income tax bracket and top estate tax bracket are 
as follows: 

It will be observed that under the first illustration above the individual under 
present law can effectively retain only $5 percent of an item of current gross 
income which he wishes to set aside for payment of estate taxes on his present 
holdings. Under the proposed legislation he would be able to retain 70 percent 
of such an item of gross income for liquidation of estate taxes on his present 
holdings. The comparable figures for the second illustration are that under 
present law he can retain only 23.2 percent, whereas under the proposed law he 
would be able to retain 61 percent of an item of gross income to liquidate estate 
taxes. Under the third illustration under present law the taxpayer can only 
retain 14.8 percent of an item of gross income to pay estate taxes, whereas under 
the proposal he would be able to retain 51 percent for that purpose. 

This legislation would also allow up to 10 years in which to complete payment 
of certain estate tax obligations. 
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aon oe estate tax Effect under present law Effect under proposed legislation 
rackets 
Income tax 50 percent. Item of gross income. .......... $1,000 | Item of gross income used to pur- 
Estate tax 30 percent. Less 50 percent income tax. --. 500 ehase estate tax anticipation 
-—————|  certifieate..........-..-.--. - $1, 
Balance saved for pay- Less no income tax...........-.. 
ment of estate tax. ___- 500 —_—-- 
20 percent estate tax on this Fund held in certificates 
ae eer 150 against payment of es- 
---—-- One CELLO Sh “£e0e 
Balance available for Less 30 percent estate tax--.-_-. - 300 
payment of estate tax _ 
on present holdings... 350 Balance of certificates 
=—=—— available to pay estate 
tax on present holdings. 700 
= 
Incomc tax 62 percent. Item of gross income.......... 1,000 | Item of gross income used to 0 
Estate tax 39 percent. Less 62 percent income tax. --- 620 purchase estate tax anticipa- 
——-—| tion certificate.. ............ 1, 
Balance saved for pay- Less no income tax. ....-.....-. 
ment of estate tax. ..-. _—— 
39 percent estate tax on this Fund held in certificates 
eS ee 148 against payment of es- 
-_ RG ees peered eon 1, 
Balance available for Less 39 percent estate tax...... 300 
payment of estate tax —_——— 
on present holdings. - - 232 Balance of certificates 
<x available to pay estate 
tax on present holdings. 610 
SC 
Income tax 72 percent, Item of gross income.......... 1,000 | Item ofgross income used to pur- 
Estate tax 49 percent. Less 72 percont income tax. --. 720 chase estate tax anticipation 
————| _ certificate. .......-.-.-......- 1, 000 
Balance saved for pay- Less no ineome tax-_-_._- nap wd 0 
ment of estate tax... - 
49 percent estate tax on this Fund held in certificates 
i ite ni-db ako pderAcake arate 137 against payment of es- 
SRRUEN. carina bd - 1,900 
Balance available for Less 49 percent estate tax...... 490 
payment ef estate tax —_— 
on present holdings - . - 148 Balance of certificates 
available to pay estate tax 
on present holdings... 510 


The Cuarmman. Are there any questions of Mr. Roberts? Mr. Baker 
will inquire. 

Mr. Baxer. Mr. Roberts, I want to compliment you on an excellent 
statement. 

I am particularly impressed by the fact that the gift and estate 
taxes only account for 1.2 percent of all total Federal revenue and are 
not repetitive. 

I know that nationally people talk about estate taxes, as if that is a 
tremendous sum of money. Of course, it is a tremendous sum of money, 
but not in relation tothe Federal tax take. 

Now, with that thought in mind, particularly H. R. 7600, which is th- 
bill I introduced, which you are recommending be enacted, the first 
part of 7600, of course—and this is directed to Mr. Mason also, either 
of zon can reply—grants the option of paying the taxes 10 years after 
death. 

As I understand it, the Treasury recommends it. 

Now, the second part of my bill provides for estate tax on death 
anticipation up to 10 percent. It just seems to me that the second part 
is just as necessary as the first part. 

Do either of you gentlemen care to comment on it ¢ 

Mr. Rozerrs. I would like to comment first and then let Mr. Mason 
comment more fully. 

I paid a $50,000 estate tax on my father’s estate. I had to borrow 
the money. At the time I paid that tax I had previously made con- 
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tracts with my father when the business was in such terrible condition, 
which provided that all the tax had been paid. 

My father died within 3 weeks before the statute of limitations 
had run, and I was assessed this high tax. 

I simply could not afford to fight it. The interest on the tax was 
mounting. So I paid this tax out over a 5-year period, but that meant 
this: 

I did not know from day to day, year to year, whether I could meet 
these payments. It meant that I lived in a state of anxiety 24 hours 
a day for 5 years. It was like meeting a $50,000 fine and 5-year prison 
sentence of anxiety. 

Now, not many people are going to put up with that in order to re- 
main independent. That is why I don’t think this 10-year installment 
provision is adequate. I do not think very many people will take that 
nervousstrain. They don’t have to. 

Mr. Baxrr. The Treasury can extend up to 10 years the payment of 
estate taxes in hardship cases, but there is a lot of controversy over what 
is and what is not a hardship case. 

Mr. Roserts. You cannot borrow from a bank beyond 5 years, so 
10 years does not help you too much. 

Mr. Baker. Mr. Mason, do you care to comment on this? 

It seems to me this is a most essential part of this so-called small- 
business program. Will extending it to 10 years solve the problem 
and prevent mergers ? 

Mr. Mason. I believe that is very true. I am a practicing lawyer 
in Lincoln with a general practice, and I do a considerable amount 
of estate planning as do many lawyers around the country who have 
a practice similar to ours. 

We find that the clients who have businesses that are sizable enough 
that estate taxes are a real problem to them, are trying very, very 
assiduously to make plans that will allow their families to have 
security. 

These gentlemen who have businesses of this type are trying to 
plan as intelligently as they can for their family. They realize full 
well that if their business has to be sold at their death it may be 
sold at a sacrifice and it may be a problem for their family to handle. 

If it is apparent the businesses can or must be sold because the 
owners cannot make adequate provision for estate taxes, they seriously 
consider merging with some corporation in the manner indicated in 
Mr. Roberts’ paper. 

The provisions of H. R. 7600 are designed specifically to meet that 
type of problem in this manner. 

f the man is allowed to set up some kind of reserve for payment 
of estate taxes during his lifetime, then he is assured that his business 
could continue. 

In many cases insurance is used for this purpose, but insurance 
is not available to all men and this would be an alternate type of 
provision for such a reserve. 

The method followed by H. R. 7600 would be to allow the business- 
man or his business to purchase these estate tax anticipation certifi- 
cates which would be non-interest-bearing certificates of indebtedness 
of the United States. 

The purchaser can deduct from his income tax, or from his busi- 
ness tax, up to 10 percent per year for amounts expended in the pur- 
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chase of these certificates. They then, in fact, become a sinking fund 
or a reserve against payment of his death taxes. 

At the time of his death they may be redeemed at face value in 
ag brag of hisestatetaxes. arr 

‘here are other provisions in the bill, more technical in nature, 
designed to prevent the abuse of this system or use of the certificates 
for investment purposes or for income-tax dodges or anything like 
that. 

Basically, that is the principle involved. The effect of it to the 
Government would be that by purchase of these certificates, the man 
will be paying in cash to the Federal Government in the year of 
purchase an amount which would exceed his income tax savings. 

So, in effect, the Government would get more cash at the time he 
buys his certificates, which would be now, when the Government is 
in need of money. 

Later on when the certificates are redeemed in payment of estate 
taxes, of course, the redemption would not constitute any payment of 
cash to the Government, but would be a wiping out, in effect, of the 
estate-tax payment to that extent. 

So these would be a reduction in income to the Government in some 
future years in the amount of these redemptions. 

Mr. Baker. As far as the impact on present revenue, instead of a 
loss at the moment and for the next few years, with certificates, the 
Government would get more money ? 

Mr. Joun Mason. That is correct, sir; it would get more money. 
And, in addition, the use of the money would be interest free, which 
would in effect perhaps replace some of the national debt. 

Mr. Baxer. One witness testified last Friday, first, that the revenue 
loss under the 10-year statute was $34 million. He did not mean loss. 
He meant lag, gradually decreasing. Thirty-four million dollars is 
not much compared to $74 billion. 

But by adding the second part of this proposed legislation, there 
could be no lag conceivably, could there, but substantially an increase 
of income ? 

Mr. Joun Mason. That is correct, sir. 

Mr. Baxer. That is the important thing, the best thing we hope, 
for the next 3 or 4 years. We hope after that time we will have a 
longer range view and not have to look at this year’s cash income. 

Mr. Joun Mason. I agree with that. 

I would like to add one more additional point. I realize that this 
committee would like to have facts and figures and precise predictions 
of what the tax effect would be of any measure which they consider. 

Unfortunately there is one aspect of this bill which we cannot pin 
down. We cannot tell you what the effect of it will be in dollars, but 
I think I can tell you from our own community, and I am sure people 
from all over the country would also tell you, that there is a tre- 
mendous force driving small-business men to sell their businesses 
because they cannot meet all of the demands of the business and capital 
requirements, plus anticipation of death taxes. 

I think that the effect of all these mergers and taking productive 
men out of productive businesses and having them live on investment 
income instead must have an effect on the internal revenue of the 
United States; it must have an effect on reducing the total income in 
this country, the production of goods, and, therefore, reducing the 
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et of income taxes which the Federal Government is able to 
collect. 

Now, I cannot measure that for you; I can’t predict it, but I know 
it is an important factor. 

The Cuatrman. Are there any further questions? 

If not, we thank you, Mr. Roberts and Mr. Mason, for your appear- 
ance and the information given to the committee. 

Mr. Roserts. Thank you, Mr. Chairman. 

The Cuareman. Is Mr. E. J. Grassman present ? 

The Chair understands he may have been delayed in his flight to 
Washington. 

Is Mr. Manly Fleischmann present ? 


STATEMENT OF ALBERT R. MUGEL, ATTORNEY, BUFFALO, N. Y. 


Mr. Mucex.. Mr. Chairman, Mr. Manly Fleischmann is unable to 
be here because of illness. 

My name is Albert Mugel. I am a partner of Mr. Fleischmann, an 
attorney, practicing law in Buffalo, N. Y. 

The CHarrMANn, 5 did not get your name. 

Mr. Mucer. Mugel, M-u-g-e-l. 

The Cuatrman. Mr. Fleischmann was to be heard for 10 minutes, 
and you desire to make a statement in his stead ? 

Mr. Mucev. Mr. Chairman and members of the committee, I am 
present here today speaking as counsel to Ann QO. Kennedy, and 
others, as trustees of a living trust created by Helena W. Shire, dated 
October 27, 1952. 

We appreciate the great privilege of appearing before this com- 
mittee and testifying on what we believe is an important aspect of 
tax revision. 

We wish to propose that the income tax law be amended so as to 
give full prospective effect to a significant change in the income tax 
law that was made by the Congress in the Internal Revenue Code 
of 1954. 

Specifically, I am speaking of section 1014 (b) (9) of the Internal 
Revenue Code of 1954, which grants a date-of-death basis for deter- 
mining gain or loss on the sale or exchange of property which was 
acquired from a decedent and required to be included in his gross 
estate for estate tax purposes. 

Prior to the Internal Revenue Code of 1954, and for many years 
under the Internal Revenue Code of 1939, and prior acts, the general 
principle had been established that a dsterof-death value would be 
used as the basis for property which was received by reason of the 
death of a decedent. 

However, the 1939 code and prior acts had permitted this date-of- 
death basis only in those cases in which the property was technically a 
part of the decedent’s probate estate and in certain other limited but 
described situations. 

The result was that most property which was included in the 
decedent’s gross estate for estate tax purposes was given a date-of- 
death basis in the hands of the taxpayer when he came to sell or ex- 
change his property. 

However, not al propery was covered under the 1939 code. For 
example, property that had been received by gift in contemplation of 
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death or property that had been held jointly even none that prop- 
erty was required to be included in the gross estate for estate tax 
purposes. 

In 1954 Congress recognized this inequity and cured it by insertin 
section 1014 (b) (9), which stated specifically that property whic 
was required to be included within the s estate of the Reabhent for 
estate tax purposes would be considered as acquired from the decedent 
and thereafter entitled to the date-of-death basis, 

This committee and the Finance Committee of the Senate stated 
that— 

There appears to be no justification for denying some property included in the 
decedent’s gross estate for estate tax purposes a new basis at date of death 
while giving this new basis in most cases. 

The result of the amendment in 1954 by the enactment of section 
1014 (b) (9) was to allow a date-of-death basis in the case of property 
acquired in contemplation of death and in the large number of cases 
of property held jointly, particularly held by the entirety between 
husband and wife. 

This section, I believe, is notable in that it first cured an un- 
warranted discrimination. 

Second, it moved toward correlation of our income tax law with our 
estate tax law; and 

Third, it moved or tended toward simplification of our law in that 
the date-of-death basis was granted on a single pertinent condition— 
the inclusion in the gross estate for estate purposes—rather than, as 
previously, based upon a described set of varying conditions which 
would allow such a basis. 

You would expect that Congress, having recognized this previous 
unwarranted discrimination, would have made the amendment of 
section 1014 (b) (9) fully prospective and applicable to all taxable 
events which would be covered by the new Internal Revenue Code of 
1954. 

However, Congress did not do so, but inserted as a preface to section 
1014 (b) (9) thestatement: 


In the case of decedents dying after December 31, 1953. 


They thereby limited the prospective application of section 1014 
(b) (9) and continued the inequitable rule of 1939 code into the 
Internal Revenue Code of 1954. 

This creates a serious inequity. The date of death of the decedent 
is essentially irrelevant to the question of the determination of the 
amount of gain or loss on the sale or exchange of property. 

An example of the unfairness that results from this may be illus- 
trated as follows: 

Suppose we have two donees who receive identical gifts from donors 
at about the same time prior to December 31, 1953. Each gift was 
made and ultimately held to be in contemplation of death. Each donor 
had acquired the property for the same cost of $10,000 and the prop- 
erty in each case was required to be included in the donor’s estate for 
estate tax purposes at a value which has now increased to $100,000. 

Each donee continues to hold the property until, we will say, 1957, 
or 1958, and then disposes of the property. The only difference is 
that in one case the donor happened to have died shortly before the 
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beginning of 1954, while the other donor survived the year 1953 by a 
few days. 

The tax result, however, is entirely different. The donee who re- 
ceived the property from the donor who died prior to January 1, 1954. 
will have to pay a capital gains tax on $90,000, while the donee who 
received it from the donor who died after January 1, 1954, will pay 
no capital gains tax on it, assuming that it is sold for the same value 
that it had in the estate. 

The effect of what Congress has done by inserting the statement, “In 
the case of decedents dying before December 31, 1953,” is to continue 
the discrimination that it has recognized in preexisting law into years 
which are in fact covered by the Revenue Act of 1954. 

No reason is stated for this prefacing clause, except in this commit- 
tee’s report the statement is made that Congress did not wish to disturb 
existing bases. 

However, I believe this ignores the fact that the income-tax conse- 
quences of a sale or exchange are controlled by the law that is then in 
effect. 

The basis of the property is determined under the law that is in 
effect at the time of the taxable event and not at the time of the acquisi- 
tion of the property. 

I might illustrate this in this way: 

Beween the years 1921 and 1928 the Revenue Act permitted a date- 
of-death basis on property which was acquired by gift in contempla- 
tion of death. 

In 1928 the law was amended and the date-of-death basis was re- 
moved in cases of property acquired by gift in contemplation of death. 

A donee had received property in 1924 at a time when the law per- 
mitted a date-of-death basis, but he sold the property in 1929 when 
the date-of-death basis was not permitted. 

The Treasury Department and the courts have consistently taken 
the position, and the law is settled, that the date-of-death basis is not 
available to that taxpayer because the law in effect at the time of the 
sale is controlling. 

In talking about this I have assumed that the effect of this prefacing 
clause to section 1014 (b) (9) is to prevent a date-of-death basis in the 
case of decedents who died prior to December 31, 1953. 

But this is not completely so. There is a real area of doubt as to 
what the law is as to a sale or exchange of property after December 31. 
1953, where the property has been acquired from a decedent who died 
prior to January 1, 1954. 

Let me use an illustration to point out why I believe there is con- 
siderable doubt. 

Assume that a person acquired property by a gift which was ulti- 
mately held to be in contemplation of death and acquired the property 
back in 1923 at a time when the law provided that a date-of-death basis 
was to be used in determining gain or loss on the sale or exchange of 
property. 

But he held the property over the period of years. The date of 
death, we will say, occurred shortly after the date of gift. He held 
the property beyond 1928, when the law was changed. He held it 
through the period when the 1939 code went into effect and into the 
period of the Internal Revenue Code of 1954. 
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What is his basis in the property? Is it based under the 1924 
act, the act that was in effect when he acquired the property, which, 
incidentally, allowed the stepped-up basis? 

It is clear that it is not, under judicial determination and under 
the Treasury’s consistent position. 

Can it be the law that is in effect under the 1939 code? It cannot 
be because nothing happened while the 1939 code was in effect, nor 
can it be because the 1939 code has been repealed by the 1954 code as 
to taxable events that happened in a taxable year commencing after 
December 31, 1953. 

The CuarMan. You have consumed more than the 10 minutes. 
Could you conclude your remarks in a few seconds? 

Mr. Mueru. Yes, Mr. Mills. 

The Cnatrman. If you will, and you do want the entire statement 
of Mr. Fleischmann to be included in the record ? 

Mr. Mucen. Yes. 

The Cuairman. Without objection it will be included. 

Mr. Muaet. We believe that there is a considerable area of doubt, 
a considerable hiatus in the law as it now exists, and a void which, 
from the point of equity, should be cured to prevent a serious discrimi- 
nation; we believe that the Congress rather than the courts should 
resolve this area of doubt. 

I would like to thank this committee for the opportunity of appear- 
ing before you, and I would like to urge this committee to give serious 
consideration to an amendment of section 1014 (b) (9) as I have 
indicated. 

(The prepared statement of Mr. Fleischmann is as follows :) 


STATEMENT OF MANLY FLEISCHMANN, OF Burrao, N. Y., REPRESENTING ANN O. 
KENNEDY, ET AL., AS TRUSTEES UNDER TruUsST AGREEMENT WITH HELENA W. 
SHrre Dated Octoser 27, 1952, WitH REFERENCE TO PROPOSED AMENDMENT 
OF SECTION 1014 (B) (9) OF THE INTERNAL REVENUE CoDE oF 1954 


AMENDMENT PROPOSED 


To amend subsection (b) (9) of section 1014 of the Internal Revenue Code 
of 1954 by deleting therefrom the following words of the first sentence: 
“In the case of decedents dying after December 31, 1953,” 


PURPOSE OF THE AMENDMENT 


It has long been established as a general principle of our income tax law 
that property transferred as a result of the death of an individual receives a 
new basis at the date of death equal to its then market value (or value 1 year 
later if the estate tax optional valuation date is used). Under the Internal 
Revenue Code of 1939 and prior revenue acts this equitable rule applied to 
property that was technically part of the probate estate of the decedent and 
to property transferred by certain other specifically described transfers which 
required inclusion in the gross estate for estate tax purposes. While this 
covered most property which was required to be included in the gross estate for 
estate-tax purposes, it did not cover all such property—for example, property 
received by gift in contemplation of death. 

Subsection (b) (9) of section 1014 of the Internal Revenue Code of 1954 was 
intended to correct this patent inequity and makes the basic rule generally ap- 
plicable to all property acquired from the decedent which is required to be in- 
cluded in his gross estate for estate tax purposes. In proposing this subsection 
the reports of the committee of each House state: “There appears to be no jus- 
tification for denying some property included in the decedent’s gross estate for 
estate-tax purposes a new basis at date of death while giving this new basis in 
most cases.” (HH. R. Rep. No. 1387, 83d Cong., 2d sess. 78 (1954); Sen. Rep. 
No. 1622, 83d Cong., 2d sess. 107 (1954).) 
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As a result of the enactment of section 1014 (b) (9), property acquired by gift 
in contemplation of death and thereafter subjected to estate tax on the death of 
the donor, will have a date of death valuation basis for determining gain or loss 
on sale just as other property upon which an estate tax is paid. The same is 
true as to property jointly held, property transferred with retained life interest 
or intended to take effect in possessicn or enjoyment at death, which is required 
to be included in the gross estate of the decedent for estate-tax purposes. 

Having recognized the equity of this principle, it would have been expected 
that Congress would have givén it complete prospective effect; that is, that it 
would be applied to all sales or other disposals of property taking place in taxable 
years commencing after December 21, 1953. This is the familiar test of the ap- 
plicability of income tax legislation and would have been wholly appropriate in 
the present case, since it would have involved no retroactive treatment of any prior 
taxable event. It is settled by judicial determination and it is the position of the 
Treasury Department that the basis for computation of gain or loss is to be 
determined under the law in effect when the property is sold or exchanged rather 
than the law in effect when the property was acquired. (Sehtam Corporation y. 
Commissioner, 125 F. 2d 655 (2d Cir. 1942) ; Wurlitzer v. Helvering, 81 F. 2d 928 
(6th Cir. 1936) ; Speer v. Duggan, 5 FP. Supp. 722 (8S. D. N. Y. 1983).) 

However, the applicability of this remedial legislation was limited by its terms 
to the case of decedents dying after December 31, 1953. This unreasonable and 
unwarranted limitation has the effect of preventing the normal prospective appli- 
cation of the principle of section 1014 (b) (9), and brings into the 1954 code the 
inequitable situation that had existed under the 1939 code. Our proposed 
amendment would remove this limitation. 

It will be observed that this proposed amendment is in no way retroactive 
since its effect will be simply to remove a discrimination in the tax treatment of 
certain taxable events occurring during the years after the 1954 code became 
applicable. 

The striking unfairness which results from the inclusion of the clause limiting 
its application to the case of decedents dying after December 31, 1953, may be 
illustrated by a single example. Two donees received identical gifts from dif- 
ferent donors at the same time prior te December 31, 1953. Each gift was made 
in contemplation of death. Each donor acquired his property at about the same 
time and at the same cost, $10,000. Each property was required to be included 
in the gross estate of its donor at a value of $100,000. Wach of the properties 
was sold for $100,000 in 1957; therefore determination of the taxpayers’ income 
and capital gain is governed by the Infernal Revenue Code of 1954. The only 
difference between the two cases is that one donor died in 1958 while the other 
donor died in 1954. This difference has no readily discernible relevancy to the 
determination of income tax liability. However, the provision limiting the ap- 
plication of section 1014 (b) (9) to the case of persons dying after December 31, 
1953, would cause one donee to pay a capital-gains tax on $90,000 while the other 
donee would pay no capital-gains tax. 

The apparent irrevelancy of the date of death of the donor to the question 
of the donee’s tax liability upon sale or exchange requires a closer examina- 
tion of this particular problem. Obviously, if there were no reason at all for 
injecting the date of death as a condition upon the change of basis, the lim- 
itation of the subsection would post serious constitutional questions (cf. 
Heiner v. Donnan, 285 U. 8. 312 (1932) ). 

Quite apart from this consideration, however, the legislative history of the 
subsection makes it clear that the purpose of Congress was to remove the un- 
justified discrimination under the old law. The continuation of the old rule 
in years governed by the Revenue Act of 1954, in the single situation where 
the decedent happens to have died prior to January 1, 1954, in itself creates 
a new kind of discrimination which is explained in the committee reports only 
by the statement “This provision is applicable only with respect to decedents 
dying after December 31, 1953, in order that basis under existing law may not 
he disturbed.” (H. Rept. 1387, 83d Cong. 2d sess, A267 (1954).) The report of 
the Senate Finance Committee drops this statement, while retaining the limiting 
language without any discussion or siated justification. 

In assigning this particular reason, we believe that the committee overlooked 
the fact that the income tax consequences of a particular action are governed 
by the law in effect when the taxable event takes place. The Internal Revenue 
Oode ef 1954 specifically repealed the Internal Revenue Code of 1939 with re- 
spect to taxable years commencing after December 31, 1953 (sec. 7851). Con- 
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sequently it is not accurate to assert that “old bases” are preserved as a result 
of the limitation. 

Conversely, the Internal Revenue Code of 1954 is not applicable to years 
commencing before December 31, 1953, so its provisions could not have affected 
existing basis in relationship to tax events taking place before that date. The 
only and unfortunate effect of the limiting clause of section 1014 (b) (9) is to 
discriminate against a small group of taxpayers by denying them the basis other- 
wise accorded them with respect to later taxable events by the provisions of the 
section as a whole. 

In imposing this unnecessary limitation upon the right to use a stepped-up 
basis, Congress nullified as to certain taxpayers the general salutary purpose 
of the subsection which was certainly based upon an appreciation of the fact that 
the long continued inflationary movement of the economy made it inequitable 
to require a taxpayer to use his donor’s basis for determining the amount of 
gain on the sale of property for income tax purposes where an estate tax upon 
the inflated value had already been paid. This inflationary trend made the 
removal of the inequitable discrimination a matter of real urgency. The extent 
and nature of the new discrimination created by the limitation of section 1014 
(b) (9) can be illustrated by the following example. 

A husband and wife purchased their residence during the 1930's for $10,000. 
As in the usual situation, title to the property was taken by the husband and 
wife jointly, although the purchase price was paid by the husband. In 1953 
the husband died and the residence was required to be included in his gross 
estate for estate tax purposes at its then inflated value of $20,000, The widow 
sold the residence in 1954 for $20,000. The determination of her income tax 
liability is governed by the Internal Revenue Code of 1954 which has adopted 
the principle that the date of death value should be used as to all property 
required to be included in the gross estate of a decedent for estate tax pur- 
poses, but the application of the equitable principle of the 1954 code is denied 
to her merely because her husband happened to die in 1953. Consequently, 
she must pay tax on her gain of $10,000—although exactly that same increased 
value had been subjected to estate tax in the estate of her husband. 


PROPOSED FORM OF AMENDMENT 


(1) The unnecessary discrimination which we have described may be elim- 
inated by a very simple amendment, viz, by merely striking out the words “In 
the case of decedents dying after December 81, 1953” from subsection (b) (9) 
of section 1014 of the Internal Revenue Code of 1954. 

(2) An amendment in the foregoing form would give full prospective effect 
to the general equitable principle of the 1954 code. Like any other substantive 
amendments, it is possible that such a change might work to the financial dis- 
advantage of a particular individual; this might occur under the proposed 
amendment in the unusual case where the decedent’s basis was higher than the 
date of death valuation, despite the economic factors referred to above. It seems 
obvious, however, that legislation must be designed primarily to establish a 
general equitable principle. If Congress wishes to eliminate any possibility of 
financial disadvantage to any taxpayer as a result of this change, this could 
be accomplished by excepting from the prospective application of the rule of 
the 1954 code only the situation in which the basis of the property in the hands 
of the decedent was greater than the date of death basis where the decedent 
died when the 1939 code or previous acts were in effect. 

(3) While either form of the amendment would eliminate the principal 
inequity contained in present subsection (b) (9), we are mindful of the fact 
that in the case of depreciable property, subsection 1014 (b) (9) contains a 
patent and much-criticized defect. This is the provision added by the Senate 
Finance Committee which requires a reduction of the date of death value by the 
amount of the depreciation which has been allowed to the taxpayer prior to the 
death of the decedent. Obviously, the date of death valuation takes into account 
actual depreciation which has occurred between the date of gift and the date 
of death, which means, in effect, a double reduction for the same item. Since 
the subsection must be amended for the equitable reasons which we have pre- 
viously mentioned, we think that Congress might well wish to correct this 
additional defect. 

This could be accomplished by substituting for the second sentence of sub- 
section 1014 (b) (9) a much more appropriate provision which would reduce 
the date of death basis to the same proportionate extent that the useful life of 
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the property from the date of acquisition has been exhausted prior to the date 
of death (or January 1, 1954, whichever is later). 

It may be noted that such additional amendment will serve another purpose: 
It will establish a sound and proper rule for determining the basis of depreciable 
property which will be completely appropriate to the situation covered by the 
principal amendment which we have proposed. 

(4) In order to make the intended application of the amendment clear, the 
amending act should state that the amendment is effective as to all taxable 
years beginning after December 31, 1953. 


ADDITIONAL CONSIDERATION 


There is an additional and compelling reason for amending subsection (b) (9). 

We have assumed up to this point that the opening limitation of this subsection 
would necessarily lead to the conclusion that where a decedent died prior to 
December 31, 1953, his successor under the circumstances described in the sub- 
section would not be entitled to the date of death basis. A closer examination 
of the 1954 and 1939 codes, however, casts grave doubt on any such conclusion, 
because of a major hiatus in the statutory treatment of this problem. 

This inherent difficulty is best illustrated by an example. A donor made a 
gift of securities in 1924 and died in 1925. The gift was held to be made in con- 
templation of death and the securities were included in the gross estate for 
estate-tax purposes at a value of $10,000, which also was their value at the date 
of gift. The cost of the securities to the donor was $5,000. The donee continued 
to hold the securities through the years and ultimately sold the securities in 
1957 for $12,000. 

What is the proper basis of the securities for computing the capital gain on 
the sale? 

1. It is not the basis which would have been allowed to the donee under the 
Revenue Act of 1924, which was in effect both at the date of the gift and the 
date of the death (and which incidentally allowed a date of death basis for prop- 
erty acquired by gift in contemplation of death). As has been previously stated, 
it is settled law that the statute in effect at the date of the sale rather than the 
statute in effect at the date of acquisition controls in fixing the basis of property 
for the purpose of determining gain or loss (Wurlitzer v. Helvering, 81 led. 2d 
928.) 

2. It is not the basis as determined by the provisions of the Internal Revenue 
Code of 1939. Section 7851 of the Internal Revenue Code of 1954 has repealed 
the provisions of the Internal Revenue Code of 1939 as to all taxable years 
beginning after December 31, 1953. Further, of course, there was no change 
at all in the status or ownership of the property during the time the 1939 code 
was in effect. 

3. It is not the basis as determined under past judicial decisions. These de- 
cisions involved an interpretation of the Internal Revenue Code of 1939 and 
previous revenue acts. There has been a significant change in the language of 
the general rule as stated in section 1014 (a) of the Internal Revenue Code of 
1954 as compared to section 113 (a) (5) of the Internal Revenue Code of 1939. 
The general rule under the 1954 code allows a stepped-up basis as to property 
passed from a decedent, while the 1939 code provided a date of death basis as 
to property acquired by bequest, devise or inheritance and certain other specified 
transfers. Accordingly, these decisions would have no relevance to the case 
we are considering. 

4. It is thus apparent that the answer to the question must be found within 
the four corners of the 1954 code. The difficulty here is that subdivision (b) (9) 
of section 1014 specifically grants a stepped-up basis where the decedent dies after 
December 31, 1953, but is silent as to the governing rule when death occurs before 
that date, and this particular situation is not covered specifically by any other 
provision of the code. 

Faced with this dilemma it is possible that the courts may hold that the express 
limitation of the applicability of subdivision (b) (9) to cases where the decedent 
died after December 31, 1953, inferentially adopts the old rule with respect to 
other cases. 

We believe it at least equally possible that the courts would conclude that 
despite the limiting language of subdivision (b) (9), property acquired by gift 
in contemplation of death was property acquired from a decedent within the 
general rule of section 1014 (a) and that the date of death basis should be used. 
In considering this question the courts would certainly be influenced by the fact 
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that a general equitable principle had been adopted by the 1954 code to eliminate 
previous unjustified discrimination, and that the time of death of the decedent is 
inherently irrelevant to the determination of basis in computing gain or loss. 

To summarize, the present language of section 1014 (b) (9) of the Internal 
Revenue Code creates major problems which can only be resolved by major litiga- 
tion with the ultimate outcome in doubt. It is submitted that Congress rather 
than the courts should resolve this question by amending the subsection and that 
such amendment should insure the full prospective application of its general 
equitable principle. 

The Cratrman. Mr. Mugel, before recognizing Mr. Reed, you 
understand, I am sure that when the Revenue Act of 1954 was peing 
developed, it was the thought in the Ways and Means Committee, an 
[ assmue in the other body, that its provisions would not be made re- 
troactive in any respect, that it was to be prospective altogether. 

What you are suggesting is that one of the provisions of the 1954 
code be made retroactive; is that the case? 

Mr. Mucet. I do not believe so, Mr. Mills. In fact, the principal 
point that I make is that this is not a retroactive amendment that we 
are asking. 

If this provision had not been put into effect, the statement “dece- 
dent’s dying after December 31, 1953,” had not been so stated, the 
Internal Revenue Code of 1954 would have applied as to sales or 
exchanges that occurred after the years See the 1954 code. 

The Cuamman. You are not thinking in terms then of applying the 
provision to sale or exchange prior to January 1, 1954? 

Mr. Mucet. No, sir. The only point is as to sales or exchanges that 
occur while the 1954 code is in effect. 

The Cuarrman. Based upon deaths that occurred before that time? 

Mr. Mucet. Yes, sir. 

The Cuatrman. Mr. Reed. 

Mr. Reev. Mr. Mugel, I missed part of your statement because I 
was on the telephone. But I will read it. I am sorry to hear that 
Mr. Fleischmann is not feeling well and could not appear. I know 
you have done a fine job for him. 

I also wish you to remember me to him and tell him I remember 
very pleasantly his father who was a very remarkable lawyer. 

If Mr. Fleischmann were here I would go into a little move detail. 

Thank you very much. 

Mr. Mucet. Thank you. 

The CuatrmMan. Are there any further questions / 

If not, Mr. Mugel, we thank you for your appearance and the infor- 
mation you have given the committee. 

The Chair understands that Mr. E. J. Grassman is now present. 

Mr. Grassman, will you come forward and identify yourself for 
the record by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF EDWARD J. GRASSMAN, ELIZABETH, N. J. 


Mr. Grassman. Edward J. Grassman, Elizabeth, N. J. 

Mr. Kran. Mr. Mills, I want to say that Mr. Grassman is one 
of the most able citizens of New Jersey and is one of my most valued 
friends. 

The Cuatrman. We welcome Mr. Grassman to the committee. 

Mr. Grassman. Thank you, sir. 
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The Cuamman. Mr. Grassman, do you have copies of your state- 
ment ¢ 

Mr. Grassman. I wish to file a copy of my statement here, if I 
may. 

The Cuarrman. Do you have copies with you for members of the 
committee ? 

Mr. Grassman. I have them here, plenty of them. I would like to 
say a few words and not read the statement, to save time. It will only 
take a moment. 

The Cuarrman. We will include your entire statement in the record. 

Mr. Grassman. The statement is here, but I would like to say a few 
words in addition. 

The Cuarmman. You are recognized for 10 minutes to proceed in 
your own way. 

Mr. Grassman. Thank you, sir. 

I was supposed to speak on depletion of ball, sagger, and china clay, 
but I would like to say a few words instead on capital gains as far as 
real estate is concerned. 

T have filed a statement and will only say a few personal words. 

Asa land surveyor, I have had a good opportunity to note the trends 
and fluctuating of values of vacant land. 

Before I was 21, I had invested in land held in my mother’s name. 
Much of the land I and my companies own has been held 20, 30, and 
40 years. 

never had a real-estate license or took a commission or a fee as an 
appraiser. 

The Lord has been very good to me and I have, in addition to real 
estate, acquired interests in many corporations. 

On occasion I have made 40 to 50 sales of securities in 1 year and 
always capital gain. 

On the other hand, when real estate is concerned, 2 or 3 annual sales 
result in controversy with examiners claiming ordinary gain because 
of what is termed volume and regularity of transactions. 

At times in past years where gain was small, I have accepted exam- 
iners’ contentions to avoid controversy, but now I am afraid to make 
sales, especially in transactions where the gain amounts to several 
hundred thousand dollars, for, if perchance, after several years of 
controversy it is held ordinary gain because I have been buying and 
selling occasional parcels over the last 40 years, then practically all 
my sales price will go for taxes, and I will have nothing for my 20- 
to 40-year investment. 

As a solution, I am transferring the property to charity during 
my lifetime and thereafter. This uncertainty is depriving the Gov- 
ernment of several hundred thousand dollars in taxes, and depriving 
ine of a lot of fun. 

In general, my real estate investments have been profitable and 
constructive. I know the subject much better than Wall Street in- 
vestment and with a safe and secure set of laws respecting capital 
gain or ordinary gain, I would have been guided in making many 
more real estate sales, paid a lot of money to the Treasury and been 
very happy so to do. 

Instead the Treasury is the loser by my giving the properties with 
the greatest gain to charity and refusing to sell except occasionally 
1 or 2 parcels every year or so. I have and am passing up many 
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splendid opportunities for gain because I am afraid to make real 
estate investments under existing indefiniteness. 

Gentlemen, give to real estate investment the same constructive en- 
couragement you have given Wall Street, and you will see a sub- 
stantial increase of revenue to the Treasury. 

Fundamentally, none of you gentlemen would want to make many 
investments in real-estate if after 20 or 30 years you would suddenly 
wake up and find out that when you made a sale 80 percent or more 
would go to the Treasury. 

Thank you, gentlemen. 

The Cuarrman. Mr. Grassman, as I understand your point exist- 
ing law holds that you are engaged in the business of buying and 
selling real estate, presumably because of the frequency and continuity 
of sales in your operation; is that correct ? 

Mr, Grassman. The point is that having numerous holdings of real 
estate, the fact that over the years I sell 2 or 3 parcels, perhaps every 
year or every other year or so, they say there is a trend, a continuity. 

I have had controversy on it. It will be years before it is finally 
decided, but there is a tendency on the part of the examiners to allege 
always that the sale is ordinary gain. 

I go into that more fully in my statement. I appeared on this 
same subject several years ago and as a result a section 1237 was 
passed and my brief deals principally with the ramifications of 1237 
and the confusion which now confronts us with respect to that law. 

I do not want to take your time, but I could talk for an hour on 
that subject. 

The Cuatrman. Mr. Grassman, you contend that if you did the 
same thing with respect to stocks you would not be held to be in the 
business of buying and selling stocks. 

Mr. Grassman. I could make 50 or 60 sales a year and it is all 
right. Now, I am talking about property that is held 10, 20, 30 years. 

The Cuamman. I understand. Your point is that you do not be- 
lieve you are any more in the business of selling real estate than you 
believe you are in the business of selling stocks. 

Mr. Grassman. That is right. The suggestion on my last appear- 
ance was that the law says that if you held it for 10 years it was an 
investment regardless. You might split it up. 

The CuatmrMan. You intended it as an investment in the beginning ? 

Mr. Grassman. Yes. 

The Cuarrman. Mr. Kean, do you desire to ask questions? 

Does anyone desire to ask Mr. Grassman any questions 

Mr. Grassman, we appreciate your coming to the committee and the 
information you have given us. 

Mr. GrassMAn. Thank you, sir. 

(The statement referred to is as follows:) 


STATEMENT OF Epwarp J. GRASSMAN, BiizanetTu, N. J., RELATING TO SECTION 
1237 or INTERNAL REVENUE CopE 


Why not do justice to our fundamental and best field of investment, namely, 
real estate? A man can own 100,000 shares of United States Steel as well as 
numerous other securities and make a sale of 10 shares or more every week and 
if the securities were held more than 6 months it will be a capital gain. (Under 
certain conditions even though he be a security dealer.) A man owns several 
1,000-acre parcels for 5 to 30 years, and if he needs money and sells off several 
10-acre plots in 1 year, he has a fight on his hands with the Internal Revenue 
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Service and will not know for many years whether or not he is in business, 
and if he must pay ordinary income tax instead of capital gain tax. 

I appeared before the Ways and Means Oommittee some years ago explaining 
how difficult it is for a taxpayer to know whether he is in the business of selling 
real estate because our decisions vary in accordance with the facts and there 
is no standard by which a taxpayer can be guided. Cases are decided on the 
question of continuity and number of sales, yet there is no yardstick of measure- 
ment. Many times a taxpayer does not know until the court decides whether 
he has ordinary or long-term capital loss or gain. Such an uncertain condition 
naturally affects the activities of many taxpayers and there should be some 
standard upon which a taxpayer may rely. 

My suggestion at that time did not have in mind a taxpayer dividing a large 
tract into lots and constructing numerous roads and other improvements, but 
rather clarification for a taxpayer having real estate investments acquired 
over many years; possibly several purchases of adjoining tracts of land which 
become one under section 1237 now may constitute a subdivision when taxpayer 
finds it necessary to sell in a few parcels instead of one large tract in order 
to obtain the best price. This is similar to the situation which might confront 
the aforementioned holder of 100,000 shares of United States Steel, who might 
obtain a better price selling his 100,000 shares in several blocks instead of one 
sale. 

As section 1237 is legislation resulting from your committee’s study, but as 
modified by the Senate, I take the liberty of explaining how this section as 
finally enacted does not serve the purpose. 

Section 1237 is intended to provide relief in a limited area by providing special 
rules for the taxation of gain from the sale of real property coming within the 
scope of the section. The intention is that the taxpayer is not to be considered 
as holding property primarily for sale to customers in the ordinary course of 
trade or business “solely” because he subdivided the tract for purposes of sale 
or because of any activity incident to the subdivision or sale if the property 
comes within the scope of the section. If the taxpayer could be considered a 
dealer in real property because of his transactions involving other property, the 
property would still be considered as held for sale to customers in the ordinary 
course of trade or business. 

Although section 1237 was intended, in some measure, to remedy the situation, 
both the section and the regulation fail to supply a proper standard as too much 
is left for determination of fact. Some of the unjustifiable results and un- 
certainties which arise are listed below. 

1. A taxpayer owns vacant land for 9 years. It has been purchased as an 
investment. The governing body of the municipality either determines of its 
own volition or is ordered by a health authority to install sanitary sewers in 
the entire municipality. The property is assessed for a substantial improvement. 
Under section 1237 (a) (2), even though the taxpayer holds no other real prop 
erty primarily for sale to customers in the ordinary course of trade or business 
and the taxpayer is powerless to prevent such improvement, he would be barred 
from the benefits of section 1237 if he subdivides the tract. 

2. If he owns the property more than 10 years and elects not to add the cost 
of the improvement to his basis if it is needed to make the lot marketable at the 
prevailing price and complies with other special rules, he is entitled to the 
benefits of the section. If the property is the first in the municipality to be 
subdivided since the sewer was installed there could be no comparison with other 
property in order to determine the prevailing price and therefore he would be 
unable to meet the test required by the regulation. If the improvement increases 
the value of the lot by more than 10 percent, then all relevant factors must be 
considered to determine whether the increase is substantial. Here a conflict of 
opinion deprives a taxpayer of the right to certainty. 

3. A taxpayer is put to the risk of electing whether he comes within the pro- 
visions of the section as to substantial improvements and if he fails to make 
such election he waives the benefits of the section. Yet, if he so elects in order 
to protect himself, such election is irrevocable even though it is later determined 
the improvements were not substantial and the taxpayer ordinarily would be en- 
titled to add the cost to his basis. There seems to be no basis for this in the 
regulation because it cannot be inferred from the statute itself. It certainly 
is unreasonable because the determination of whether an improvement is sub- 
stantial is based upon opinion and if the taxpayer wishes to preserve something 
he mistakenly believes is necessary he should not be penalized by such a re- 
quirement. 


| 
| 
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4. A decedent owned the land 20 years. If the trustee under his will does not 
have title for at least 10 years the estate is deprived of even some meager 
benelits resulting from an improvement thrust upon it. 

5. The provision that if any of the tract had been held primarily for sale to 
customers, which deprives the taxpayer of the beuetits of the section, is unfair. 
A taxpayer may have sold off minor parcels from a large tract aud because of 
the uncertainty of the law on the subject and because trivial amounts were 
involved, the transactions often would be reported as occurring in the ordinary 
course of business. At other times an examiner would make a change too trivial 
to dispute. To deprive such a taxpayer of the benefits of the section obviously 
is discriminatory. 

6. The section and regulations should clarify what is meant by a subdivision. 
In its ordinary use it is meant to describe a development which comprehends 
some of the desirable comforts of living, such as streets, pavements, sidewalks, 
sewers, etc., laid out on a map with some degree of uniformity. On the other 
hand, a tract of 1,000 acres could be sold off in parcels of 100 acres or more 
without any substantial improvements or uniformity of size. Would the latter 
be the type of subdivision contemplated by the section? 

7. If more than five lots are sold, gain from any sale in the year in which the 
sixth lot is sold is taxable as ordinary gain to the extent of 5 percent of the 
selling price. The entire gain may be no more than 5 percent of the selling price 
aud, consequently, there is no capital-gain benefit. On the other hand, the regu- 
lation states the section has no application to losses. 

8. The section primarily deals with subdivisions and does not in any way 
guide a taxpayer who intends to hold specific vacant land as an investment, as 
in the case of stockbrokers who may designate the manner of holding stock. 
So much is left to opinion that the inevitable result is costly litigation. This 
is manifest from the large number of cases on the subject which are litigated. 

It is respectfully suggested that both the section and the regulation are diffi- 
cult of interpretation, lack certainty, and create confusion. It is also suggested 
that the code include a provision that, even though other vacant land is held 
by a taxpayer for sale in the ordinary course of trade or busiuess, vacant land 
held by a taxpayer for more than 10 years shall be deemed to be held as an 
investment and subject only to long-term capital gain or loss upon sale of the 
same. Rarely is stuck in trade in any other business held for that period of 
time, and the fixing of a definite period of holding would lend a certainty badly 
needed. The provision should also provide that a holding for more than 6 months, 
but less than 10 years, does not necessarily mean that such holding is not for 
investment. The time of holding by a decedent should be tacked on to the time 
held by the estate or beneficiary. This suggestion should apply even though 
the property be substantially improved by municipal or other governmental 
authority resulting in an assessment for benefits against the land. It would have 
ho application to the provisions of section 1237, but any inconsistent provisions 
of section 1237 should be repealed; in fact, if section 1237, which serves no con- 
structive purpose, is repealed, few tears will be shed. 

If a law of fundamental justice which will encourage real-estate investment 
and ultimately increase the Government's revenue cannot at this time be passed, 
the minor changes suggested will give some relief. 


The Cuamrman. Our next witness is Mr. Benjamin Graham. 
Mr. Graham, will you identify yourself for the record please? 


STATEMENT OF BENJAMIN GRAHAM, VISITING PROFESSOR OF 
FINANCE, UNIVERSITY OF CALIFORNIA 


Mr. Granam. My name is Benjamin Graham. I am visiting pro- 
fessor of finance at the University of California, Los Angeles, living 
in Beverly Fills. ) 

I appear as an economist and in the public interest in relation to 
the subject matter on which I wish to comment. 

I apologize to the committee for not having had the opportunity to 
orovide a sufficient number of copies of my statement for the members, 
but I will supply additional copies later on. 
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The Cuairman. Mr. Graham, can you complete your statement in 
15 minutes ? 

Mr. GranaAm. Yes, indeed; less than that. 

I desire to comment on section 6 of the report of the “Subchapter 
saanoente Group,” relating te the amendment of section 305 of the 
code. 

In_this group’s report it is recommended that stock dividends be 
taxed as cash distributions if they are paid under a two-class arrange- 
ment, whereby one class receives dividends in cash and the other in 
stock. It is my view that such purposed change in the present law 
would be undesirable in theory and largely ineffective in practice. 

In other words, I think that Congress neither should nor could pre- 
vent the future evolution of dividend policy along the lines represented 
by two-class or similar plans. 

May I say here that although I am more or less the author of the 
two-class dividend idea, I have no financial interest of any kind therein, 
nor am I paid for testifying here. I appear solely as an economist, 
and in the public interest. 

The two-class plan is at bottom a device to permit expanding corpo- 
rations to pay dividends in stock, rather than cash, to most holders 
without thereby depressing the market price of their shares. Its need 
arises from the fact that the public in general is not yet ready to 
accept stock dividends as freely as cash dividends; hence a policy of 
paying stock dividends only to every stockholder would in most cases 
be viewed with disfavor in the stock market. 

There is nothing improper about the payment of nontaxable stock 
dividends. 

In fact, Congress, in the 1954 revision, liberalized their nontaxable 
status beyond the limits set in the controlling Supreme Court decision 
(that of Lisner v. Macomber). 

Nor is there anything improper about efforts to make stock dividends 
as attractive to shareholders as equivalent payments in cash. 

Why then should Congress now consider adding a special tax provi- 
sion to discourage such arrangements ? 

The reason is solely one of expediency. The large-scale substitution 
of stock dividends for present cash dividends would mean a loss of tax 
revenue which the Treasury would be loath to accept. 

But my basic point is that this particular loss of revenue is bound 
up inevitably with the aim of an expanding economy Heavy rein- 
vestment of corporate profits for expansion is essential to our economic 
stability and growth. It should be encouraged by Congress even at the 
loss of some part of the present double tax on corporate earnings— 
which everyone recognizes is largely indefensible in theory, even if 
apparently necessary in practice. 

If we wish to make permanent the dynamic expanding economy of 
recent years, we must realize that corporate dividend policies are 
bound to change in the future. The proportion of earnings paid out 
in cash dividends will have to be sensibly reduced. We cannot main- 
tain a 52-percent corporate profits tax, plus a $36-billion annual ex- 
penditure on new plant equipment and added inventory—and at the 
same time have corporations pay liberal cash dividends to stockholders. 

In 1956 this $36-billion expansion program absorbed all of the 
corporate earnings after tax plus the allowance for depreciation, and 
so forth. Thus the entire $12 billion paid out in cash dividends had 
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to be recouped in increasing corporate debt, by sales of stock, and by 
a of the net quick asset position. A hie 

s I see it, a gradual substitution of stock dividends for cash divi- 
dends will be inevitably required if the corporations are to make their 
necessary contribution to the country’s growth. 

For every dollar the Treasury will lose through noncollection of the 
second tax on dividends, it will gain more than a dollar from other 
forms of tax revenue generated by corporate expansion. The opposite 
result will follow, I am convinced, if Congress should interfere with 
the process of corporate expansion by seeking to force cash dividend 
payments rather than stock dividends. 

If two-class plans are widely adopted they are likely to prove sub- 
stitutes in part for the present practice of paying cash dividends and 
then taking back the same money through the sale of new stock to 
largely the same stockholders. 

If this practice does diminish in the future it would not mean that 
the Treasury would be done out of its just revenue—but on the con- 
trary that the Treasury would lose part of a windfall tax now paid to 
it entirely unnecessarily by our unperspicacious and tradition-bound 
shareholders. 

For the present practice of paying cash dividends, accompanied by 
the sale of additional stock, means merely that the owners are given 
the privilege of paying a dividend tax on money they never really 
withdraw and retain. Neither Congress nor the Treasury can prop- 
erly expect that this rather senseless arrangement for paying a 
gratuitous personal tax will continue unchanged in the future. 

This brings me to my second point, which is that Congress will be 
unable to prevent the development of arrangements similar to the 
two-class aaa even if it should try to do so. 

There are numerous alternatives to the device which the proposed 
legislation is directed against. The others may not be quite as neat, 
but they will produce the same result—namely, the limitation of cash 
dividends to the minority of stockholders who will want them, without 
ee the market value of the other shares which do not receive 
cash. 

This committee must recognize, I think, that it will ultimately prove 
impossible to collect the second or personal tax from shareholders who 
are not going to receive and retain cash dividends. The only way to 
compel payment of cash dividends would be by reviving the undistrib- 
uted profits tax of 20 years ago, a step which would run completely 
counter to our new philosophy of an expanding economy. 

My last point is about the “Dividend election” provision now in 
section 305B. 

The Treasury has claimed that stock dividends paid under a two- 
class arrangement are optional dividends, subject to this provision and 
therefore taxable. But the resemblance is purely iperRcial: When 
a company gives each stockholder the right to take a particular divi- 
dend either in cash or in an equivalent amount of stock, there is “con- 
structive receipt” of cash by all the holders. Those who elect to take 
the stock have in essence used a specific amount of cash to buy the new 
shares, and no doubt that cash is subject to the same tax as the cash 
received by those who do not take the stock. 

In a two-class plan, there is no constructive receipt of cash; those 
who elect to take the class paying stock dividends have given up all 
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their rights to receive and retain cash; they have chosen a form of 
security-paying stock dividends—which is essentially different from 
electing whether or not to reinvest a particular cash dividend in addi- 
tional stock. 

May I summarize my argument in a few sentences: Since corpora- 
tions have an inherent right—and perhaps a new duty—-to retain 
profits for needed expansion, they should have a corresponding right 
to enter upon any arrangement with their stockholders which will 
make such retention most palatable to them. 

If the tax rules are to be changed they should be changed in the 
direction of encouraging corporate reinvestment and not of placing 
obstacles in its path. It would be paradoxical if the Congress, 
through new legislation such as now proposed, compelled corporations 
needing additional capital for expansion to pay dividends only in 
stock, rather than to one group in cash and to another in stock. For, 
by so doing, the Treasury would not only lose its revenue from the 
cash-dividend group, but at the same time would probably prevent the 
shares from selling at their full potential market price—with further 
loss to the Treasury, as well as to everyone else. 

The Cuarrman. Mr. Graham, we thank you for your appearance 
and the information given the committee, with respect to this segment 
of the report of the subchapter C advisory group. 

Are there any questions of Mr. Graham? 

Mr. Curtis will inquire. 

Mr. Curtis. There would be a taxpayment at the time the security 
was sold. What would be the basis, original basis? 

Mr. Grauam. No, sir; the effect of a stock dividend is to readjust 
the original cost of the shares by dividing the total amount paid by 
the larger number of shares. 

Mr. Curtis. If you had two types of securities, one that declared 
dividends in stock and the other in cash, you would have a watering 
down effect of the other securities, would you not, by the use of the 
spread here that you are talking about ? 

Mr. Granam. No, sir; the effect primarily would be to maintain 
the price of the cash-paying issue unchanged from its original value 
because it continues to receive its cash dividend. 

Mr. Curtis. But the equity is altered. You have another type of 
security which expands through the stock dividend ? 

Mr. Granam. That is correct, except that the amount of expansion 
and the number of shares to the stock dividend is all set by the reinvest- 
ment of the additional cash in the company’s business so that the equity 
per share is not reduced by the payment of stock dividends as against 
a corresponding payment of cash dividend with no increase in the 
number of shares. 

From the practical standpoint there would be two different prices, 
would there not, on a free market for your dividend, stock dividend 
type of stock as opposed to your cash? 

Mr. Granam. In all probability they would sell at about the same 
price, but the holder of the stock dividend issue would have a larger 
number of shares each year because he had not received cash dividends. 

Mr. Curtis. So when he sold any portion then his base would go 
back to the original purchase of his stock dividend type of stock ? 
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Mr. Granam, The base per share would be reduced proportionately 
and his profit would be increased in accordance with the present 
resulations governing the payment of stock dividend. 

Mr. Curtis. That is right, and then we would apply the same laws 
that we have on capital gains. 

Mr. Granam. That is true, sir. 

The Cuamman. We thank you, Mr. Graham, for your appearance 
and the information given the committee. 

Our next witness is Philip C. Pendleton. 

Mr. Pendleton, we have known you for a long number of years. 

For the purpose of the record will you identify yourself, giving 
us your name, address, and the capacity in which you appear. 


STATEMENT OF PHILIP C. PENDLETON, COUNSEL FOR THE FAMILY 
TAX ASSOCIATION 


Mr. Penpteron. Mr. Chairman, members of the House Ways and 
Means Committee, my name is Philip C. Pendleton. I reside in Bryn 
Athyn, Pa., and I am an attorney at law. 

The Cuairman. Mr. Pendleton, before you begin your statement, 
let me recognize Mr. Simpson. 

Mr. Stmpson. Mr. Chairman, I would just like to say, for the 
benefit of the committee, that Mr. Pendleton used to play football 
at the University of Pennsylvania. He is quite a fellow. He is 
highly respected in and around Montgomery County and Philadelphia, 
has been very active in civic affairs in that section of the country, and 
I know that the message he brings to the committee will be one that 
merits careful consideration. 

Mr. Penvieron. Mr. Mills, may I say I had the misfortune to play 
football against Mr. Simpson when Pitt had a very excellent team, 
much better than we had. 

The CuarrmMan. We are glad to have you here, Mr. Pendleton. 
You are recognized for 15 minutes. 

Mr. Penpieron. I am appearing before you today as counsel for 
the Family Tax Association, an unincorporated, nonprofit association, 
which was recently organized in Philadelphia for the purpose of 
encouraging and fostering families with children and to that end 
seeking to reduce or eliminate inequities in the application of the tax 
laws to those having children. 

1. Proposal for children’s deductions re 2056, I. R. C.) : The asso- 
ciation desires to suggest for your consideration that deductions from 
the gross estate for property passing to each child who survives a 
decedent be incorporated in the present estate tax, which deductions 
would be similar in nature to the present marital deduction. 

It is further our suggestion that the deduction for each child be 
limited to 5 percent of the adjusted gross estate as defined in section 
2056, subsection (c) (2) (A), and that it be subject to the same limi- 
tations and provisions that are now applicable to the marital deduc- 
tion. We believe that this could be accomplished either by amending 
section 2056 of the Internal Revenue Code or by adding a new section 
to the code immediately following that section. 

2. The reasons for the proposal: It is our belief that the present 
estate tax is unfair to children and is unduly burdensome upon them. 
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The natural objects of a parent’s deepest concern are his spouse and 
children. It is primarily for them that he toils and sacrifices, and 
it is their welfare which is ever uppermost in his mind. By enacting 
the marital deduction, the Congress has done much to protect the 
surviving spouse, but there is no such protection for surviving chil- 
dren, and it seems to us that the time has come when some remedial 
legislation is in order. 

t was said above that the estate tax is unfair to children and 
unduly burdensome upon them. In support of this statement, we 
would call your attention to the following situations: 

(a) As between children and other beneficiaries : Under the present 
law, the share of a parent’s estate going to a child bears the same pro- 
portionate tax as does the share going to a collateral relative or to a 
stranger to the blood. It is difficult to conceive of any justification for 
such a result. Certainly, it runs contrary to the deepest instincts of 
the human heart, and it should be remedied. 

(6) As between an only child and children: Generally speaking, the 
estate of a parent of an only child goes to the child undiminished by 
anything but debts, taxes, and bequests, On the other hand, the par- 
ent who dies leaving two or more children divides it equally among the 
children, subject to the same deductions, so that at the very outset his 
children receive far less than does the only child. If the estates are 
of equal size, the same proportionate tax is levied upon both of them, 
but the unfairness arises from the fact that this method ignores the 
amount that each child receives. 

Consider, for example, two estates, each having a taxable value of 
$500,000. In one case an only child is the sole heir; the other estate 
is equally divided between five children. The only child receives 
$354,300, but each of the five children receives only $70,860. This 
could not be called taxation according to the ability to pay by the 
wildest stretch of the imagination. 

How much worse the situation can be under the present law than 
that outlined above is illustrated by another example. Assume that 
A dies, leaving one child and a taxable estate of $500,000, and B dies 
at the same time, leaving five children and a taxable estate of $1 mil- 
lion. After the estate taxes are paid, A’s child receives $354,300, but 
each of B’s five children receives only $135,860. Although B’s estate 
was twice as large as A’s estate, each of B’s children receives only 
38 percent of the amount received by A’s child, and the share of each 
of B’s children is diminished by a tax of $65,140, which is 45 percent 
of the amount of the tax of $145,700 taken from the share of A’s 
child. This is taxation according to the ability to pay in reverse, and 
with a vengeance. 

(c) Multichildren families effectuate the social purpose of the estate 
tax: Much has been written as to the purpose of the estate tax, but 
certainly one of its prime objectives was and is the breaking up of 
substantial accumulations of wealth. Assuming for the sake of dis- 
cussion that this is a desirable objective, what method is there of 
achieving this purpose that is more effective than the equal division 
of an estate between a number of children, a division that is almost 
automatic in its operation? Surely, the man who voluntarily con- 
tributes to this result should not see his children penalized by the fur- 
ther and excessive eroding of the estate he accumulated or preserved. 

We realize that mathematical justice is impossible of attainment 
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What we seek is some measure of approximate justice, and we believe 
that this would be attained by the provision of a modest deduction 
for each child along the lines suggested above. 

3. The effect of the proposal on the Nation’s economy. 

(a) Encouragement of savings: The estate tax is a tax on savings 
and as such admittedly acts as a deterrent upon the savings which 
are so necessary to our economy. Much of our national welfare 
depends upon the capital which results from past savings, and its re- 
placement and expansion are matters of concern. Any measure which 
will increase rather than diminish future savings should be seriously 
and affirmatively considered. That our proposal would result in 
increased savings which could be used for business expansion seems 
beyond doubt. 

(6) Increase in venture capital: Much of our current savings is 
used to finance those new ventures which are so important to the 
progress and well-being, if not the survival,yof our Nation. Despite 
this fact, there is a very real need for more venture capital. We be- 
lieve that the adoption of our proposal would materially increase 
the supply of such capital, not only because of the increased flow of 
savings discussed above but also for the following reasons: 

(2) Decrease in capital held in long-term trusts: By its very nature, 
the children’s deduction would be limited to outright bequests or to 
one-generation testamentary trusts. If our proposal should be 
adopted, these would increase, and long-term trusts covering 2 or 3 
generations should decrease, both in number and in size. The result of 
this would be the reduction in the amount of capital which is subject 
to the extremely conservative investment policies that characterize 
long-term trusts, and the corresponding increase in the amount of 
capital in the hands of heirs who seek a higher return on the money 
controlled by them, and who are willing to take more risks than are 
trustees who are subject to legal restrictions and to surcharges. 

(zi) Decrease in capital reserved for payment of the estate tax: 
Since the children’s deductions would result in some lowering of the 
amounts required to pay the estate tax, individuals would not have 
to invest in such a high proportion of liquid, low-return assets as 
they now do. This would mean that they would have more money to 
invest in ventures which involve risk. 

(c) Encouragement of small, closely held businesses: One of the 
most discouraging features of our present economy is the difficulties 
which face such businesses. A man who has built up his own business 
is faced with the problem of trying to accumulate enough to insure 
payment of the estate tax. To do this, he must either divert needed 
capital from the business to a reserve to be used to pay the tax, or 
he must sell the business during his lifetime to acquire the necessary 
funds for that purpose. If he follows the first course, his business 
runs a real risk of disaster from lack of capital; if the second, one 
more smal] business disappears. 

Should the children’s dettortinds be enacted into law, the pressure 
either to divert capital into a tax reserve or to sell the business would 
be lessened in the case of a man who has children, and usually it is 
such men who are most concerned with the future of the businesses 
they have built up, since they hope to pass them on to their children. 

4. Offsets to loss of revenue: Although there would be some loss of 
revenue to the Federal Government as a result of the children’s de- 
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ductions, it would not be nearly as much as might appear at first blush, 
because there will be a number of offsetting factors, such as: 

(a) Since a parent would not have to accumulate as large a fund 
in low-yield, liquid investments for the purpose of paying the estate 
tax, he could invest more in high-yield investments or in good income- 
producing property, thus increasing both his income and his income 
tax. 

(6) The pressure to spread the parent’s income among his children 
during his lifetime by transferring income-producing assets to them 
would be reduced, which would result in higher total family income 
tax payments. 

(ec) Since a parent would tend to make fewer gifts inter vivos, more 
assets would be taxed at his death at the higher rates of the estate 
tax and less during his life at the lower rates of the gift tax. 

(d) Since the children would receive more from the parent’s estate, 
their income and income taxes would both be increased. 

(e) In order to qualify for the children’s deductions, bequests to 
children would have to be either outright or in trusts for one genera- 
tion, hence the number of 2- and 3-generation trusts would decline. 
The important effect of this trend would be that while many estates 
would be smaller, due to the children’s deductions, they would be taxed 
more frequently than is now the case, and this would do much to offset 
any loss caused by the children’s deductions in the first instance. 

Summary of recommendations: That the estate tax be amended to 
allow deductions from the gross estate for property passing to children 
who survive a decedent, and that these deductions be limited to 5 per- 
cent of the adjusted gross estate for each child so surviving. It is 
further recommended that these deductions be subject to the same 
limitations and provisions now applicable to the marital deduction. 

The Cuamman. Are there any questions of Mr. Pendleton ? 

Mr. Keogh will inquire. 

Mr. Keoeu. Mr. Pendleton, I wonder if you would elaborate 
briefly for me the effect of your suggestion that the proposed deduc- 
tion for children be subject to the same limitations and provisions now 
applicable to the marital deduction. 

Mr. Prnvieton. In the first instance, I mentioned the fact that 
under the marital deduction—and it would also be true under the 
children’s deduction—property would either have to be left outright 
to the children or in one-generation trusts, with power of appoint- 
ment. In other words, you could not set up these 2- and 3-generation 
trusts and take advantage of the children’s deduction, any more 
than you can take advantage of the marital deduction if you use the 
long-term trust. That is the most important provision that would 
be applicable in this case. 

Mr. Keocu. As I understand it, in order to qualify for the marital 
deduction, there must be a fairly accurate arithmetical division. Is 
that not true? 

Mr. Penpieron. Yes,sir. Fifty percent isthe maximum. 

Mr. Keocu. Would your proposal contemplate that if a father left 
one child more than another, the gift would not qualify for your 
proposed deduction ? 

Mr. Penpieron. No, sir. The limit on each child would be 5 per- 
cent. If more than 5 percent were given, of course, it would not come 
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within the purview of the children’s deduction; but 5 percent would 
come within it. 

As in the case of the marital, where a man leaves 100 percent of his 
property to his wife, he can still get a 50-percent deduction provided 
it is the right kind of property. But if a man left 10 percent to one 
child and 5 percent to another and 3 percent to a third child, then 
in the case of the child who gets 10 percent, there would only be a 
deduction of 5. In the case of the child who gets 5 percent, there would 
be a deduction of 5, and in the case of the child who gets 3, he would 
have only a deduction of 3. The total deduction would be 13 percent 
of the total estate, although the total left to the three children would 
be 18 percent in the case I used. 

Mr. Kerocu. Is there any basis for selecting 5 percent, or is that 
just considered to be a reasonable amount ? 

Mr. Penp.eton. Sir, it seemed to me that 5 a was probably 
a reasonable figure. If you get above that, I think you get into the 
question of possibly too great a loss of revenue. If you get below 
that, it does not mean too much. Frankly speaking, Mr. Keogh, it 
was sort of picked out of the air, as the fairest figure which I could 
think of. 

Mr. Krocu. Thank you very much, Mr. Chairman. 

The Cuatrman. Are there any further questions of Mr. Pendleton ? 

If not, Mr. Pendleton, we thank you for appearing before the 
committee and giving us your suggestions. 

Mr. PENDLETON. Yes, sir. 

The CHamman. Our next witness is Mr. Fletcher E. Nyce. 

Mr. Nyce, will you identify yourself for the record by giving your 
name, address, and the capacity in which you appear here. 


STATEMENT OF FLETCHER E. NYCE, EXECUTIVE VICE PRESIDENT, 
CENTRAL TRUST CO., CINCINNATI, OHIO 


Mr. Nyce. My name is Fletcher E. Nyce. I am executive vice presi- 
dent of the Central Trust Co., in Cincinnati, Ohio. 

The Cuarrman. Mr. Nyce, can you complete your statement in the 
10 minutes that we have allotted to you? 

Mr. Nyce. Yes. I do not think it would be feasible, Mr. Mills, to 
read the statement that has been submitted to the committee. 

The Cnatrrman. Without objection, the entire statement will appear 
in the record. 

(The statement is as follows:) 


MEMORANDUM RE PROPOSED CREDIT FOR CAPITAL GAINS TAXES 


The capital gains tax is a substantial deterrent to the sale by investors of 
appreciated securities, and accordingly has an important and substantial effect 
in restricting the supply of securities for sale and artificially supporting high 
security prices, for two principal reasons: 

(1) Proceeds of sales, after payment of capital gains taxes, are less than the 
market value of securities sold and investors must determine whether to reinvest 
the net proceeds in securities involving greater risk and higher yield in order to 
maintain equivalent income or to reinvest the net proceeds in securities involving 
equivalent risk and yield and thereby realize smaller income. Neither of the 
alternatives, in the “‘Hobson’s choice” presented, is desirable. 

(2) In the cases of older investors, the residue of the estate to heirs is sub- 
stantially smaller if the investor sells appreciated securities, pays the capital 
gains taxes, and leaves his estate, so reduced, to his heirs instead of retaining 
appreciated securities until death. 


20675—58—pt. 2-12 © 
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No solution for the problem presented by the first reason above is suggested in 
this memorandum. 

For the problems presented by the second reason above, however, it is believed 
that a relatively simple and equitable solution is available which would involve 
no impracticable administrative difficulties and probably little, if any, net loss of 
revenue to the Government. 

It is suggested that a credit on the estate tax for capital gains taxes paid 
during a period preceding death, subject to certain limitations, be provided to 
effect partial relief for the inequitable results of present law and, in part, to 
eliminate an artificial restriction on the supply of securities for sale and the 
resulting artificial support for high security prices. 

The inequitable results of present law are shown in the following examples: 























No marital Maximum 
deduction marital 
| deduction 
— —_ -——_— -- ---—— — a Ei a il lala ——$—__-_. 
If securities are retained until death: 
Assumed gross estate._____.._- $1, 000, 000 | $1, 000, 000 
Federal estate tax. ......-..- a 4 in, atigitne 3 . 270, 800 | 116, 500 
—[———S$_ | _ 
Residue to heirs__- re oa | 729, 700 883, 500 
[ee 
If securities are sold before death: } 
Assumed proceeds of sale---.-- ; 1, 000, 000 1, 000, 000 
Assumed cost or basis__. Pa Guano te - 200, 000 200, 000 
Assumed capital gains realized___- 800, 000 800, 000 
Capital gains taxes paid -- ‘ ‘ 200, 000 200, 000 
Net proceeds of sale after payment of capital gains taxes (assumed gross . . = 
estate)... __. $44 : ; mere 2... eo 800, 000 800, 000 
Federal estate tax. _- é : babi 2 206, 900 87, 700 
Residue to heirs. -- babe : ada a Ws 593, 100 712, 300 
Comparison of residue to heirs: FETIP ST, i: ae 
If securities are retained until death ------- aiid . 729, 700 883, 500 
If securities are sold before death Lid 5 593, 100 712, 300 
Reduced amount of residue to heirs if securities are sold before death __| 136, 600 171, 200 


The proposed amendments of the Internal Revenue Code of 1954, to accomplish 
the purposes set forth above, are as follows: 


PROPOSED SECTION 2017. CREDIT FOR CAPITAL GAINS TAXES 


(a) General rule-——The tax imposed by section 2001 shall be credited with all 
or part of the aggregate amount of the United States income taxes actually paid 
attributable to sales or exchanges of securities, owned by the decedent and 
held for more than 6 months, made within 10 years before the decedent’s death. 
The credit shall be the amount computed under subsections (c) and (dad). 

(b) Securities defined—For purposes of this section, the term “means any 
security defined in section 165 (9g) (2). 

(c) Computation of credit—Subject to the limitations prescribed in subsec- 
tion (d), the credit provided by this section shall be an amount equal to the 
lesser of the following amounts: 

(1) The aggregate amount of 100 pereent of the United States income taxes 
paid attributable to sales or exchanges of securities made within 5 years before 
the decedent’s death plus 50 percent of the United States income taxes paid 
attributable to sales or exchanges of securities made more than 5 years but 
within 10 years before the decedent’s death ; 

(2) The amount of the estate tax imposed by section 2001 (after deducting the 
credits for State death taxes, gift tax, tax on prior transfers, and foreign death 
taxes provided for in secs. 2011, 2012, 2013, and 2014) computed without regard 
to the credit provided by this section ; or 

(8) The amount of the estate tax imposed by section 2001 (after deducting the 
credits for State death taxes, gift tax, tax on prior transfers, and foreign death 
taxes provided for in secs. 2011, 2012, 2013, and 2014) computed without regard 
to the credit provided by this section, increased by the aggregate amount com- 
puted under subsection (c) (1) and decreased by the amount of the estate tax 
imposed by section 2001 (after deducting the credits for State death taxes, gift 
tax, tax on prior transfers, and foreign death taxes provided for in secs. 2011. 
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2012, 2012, and 2014) computed without regard to the credit provided by this 
section which would have resulted had the aggregate amount computed under 
subsection (c) (1) been included in the gross estate of the decedent as an item 
of property owned by the decedent at the date of his death which passed under 
his will or the statute of descent and distribution. 

(d) Limitation on credit.—In computing the United States income taxes paid 
attributable to sales or exchanges of securities, distributions or securities from 
employees’ trusts, to the extent considered gains from the sale of exchange of 
capital assets held for more than 6 months under the provisions of sections 402 
(a) (2) and 408 (a) (2), and capital gains dividends distributed by regulated 
investment companies, to the extent treated by the shareholders as gains from 
the sale or exchange of capital assets held for more than 6 months under the 
provisions of section 852 (b) (3) (B), shall be excluded. 


PROPOSED AMENDMENT OF SECTION 2102. CREDITS AGAINST TAX. (ADD AT END OF THE 
SECTION) 

The tax imposed by section 2101 shall also be credited with an amount com- 
puted as provided by section 2017 (relating to capital gains taxes), except that 
such amount shall be computed by substituting “section 2101” for “section 2001” 
in the first and third subparagraphs of section 2017 (c). 


EXAMPLES OF COMPUTATION OF CREDIT UNDER PROPOSED SECTION 2017 









































No marital Maximum 
deduction marital 
deduction 
if eae - . |__| - — —__— 
AMOUNT OF CREDIT UNDER (1) 
Proceeds of sales of securities cad E pint $1, 000, 000 $1, 000, 000 
Assumed basis thereof__- : 200, 000 200, 000 
Capital gains realized : Ll nade 800, 000 800, 000 
Income taxes paid attributable to capital gains - aaa 200, 000 200, 000 
AMOUNT OF CREDIT UNDER (2) 
Proceeds of pales of securities 1, 000, 000 1, 000, 000 
Deduct income taxes paid attributable to cs apital gains (above). 200, 000 200, 000 
Value assumed to be included in gross estate. ' , 800, 000 800, 000 
Other items assumed to be included in gross estate aie 1, 000, 000 1, 000, 000 
Gross estate_....-.. ‘ . o aad . . 1, 800, 000 1, 800, 000 
Deduct: 
Debts and expenses of administration edided- phuadvsed 50, 000 50, 000 
Exemption = np Sen ent ‘ 4 piece we Sd wis < ephgeiacentel 60, 000 60, 000 
Marital deduction ee eal None 75, 000 
Total ; ea vaca ashes Oka andl 110, 000 985, 000 
Taxable estate__....---- ‘ 4, Shik i Se delbilinicgenehaels canbe 1, 690, 000 818, , 000 
Estate tax thereon without regard to credit ebb ick thd OAL ee Jeii3 582, 100 230, 850 
AMOUNT OF CREDIT UNDER (8) 
Estate tax without regard to credit (above) a ee a oe ngee 532, 100 230, 850 
Add income taxes paid attributable to capital gains (abov e)- Pibintil. dabbe 200, 000 200, 000 
Total 732, 100 430, 850 
Deduct estate tax which would have resulted had the income taxes pea at- 
tributable to capital gains been included in the gross estate_-_...........-- 607, 7 262, 450 
Remainder... ar F adalat apeain aintaeins amma oleic 124, 400 168, 400 
Amount of credit (lesser of (1), (2), or (8))..-..------%---...-----------ee 124, 400 168, 400 
SUMMARY 
Estate tax without regard to credit (above) 532, 100 | 280, 850 
Amount of credit (above)..--..---- J oe poh 124, 400 168, 400 
Net est; ate tax payable__. ws , . a 407, 700 62, 450 
Capital gains taxes paid (above) i : saison ; moma 200, 000 200, 000 
piled ncaa Ripon 
Aggregate taxes payable (equal to estate tax which would have been payable | 
had capital gains not been realized and the gross estate not been reduced by 
the resulting capital gains (taxes) -- ‘ bd dét one binntldes chm 607, 700 | 262, 450 
| 
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COM MENTS 


The proposed amendments have been drafted to give credit on the estate tax 
for capital gains taxes paid during a period preceding death, rather than for 
such taxes paid after a taxpayer attains a certain age, say 65, since, on such 
basis, there would be an additional incentive to retain appreciated securities 
until attaining the required age. ' . 

The capital gains taxes paid are intended to comprehend those paid attribut- 
able to sales or exchange of securities and, in addition, to those paid attributable 
to items of gross income treated or considered as capita] gains from sales or 
exchange of securities (such as liquidations and redemptions) other than those 
excepted under subsection (d). L 

It is intended that credit be given only with respect to capital gains taxes 
actually paid and not to capital gains taxes which would have been payable had 
the capital gains not been offset by capital losses of the taxpayer or the tax- 
payer’s spouse. 

The proposed amendments have been drafted in a manner similar to the credit 
for tax on prior transfers provided in section 2013, except that the graduation 
in rates and periods of time have been modified somewhat in view of the differ- 
ent considerations involved for accomplishment of different purposes. 

It is believed that little, if any, net loss of revenue to the Government would 
result since taxpayers, particularly older taxpayers, would be inclined (to an 
increasingly greater extent as they attain older age) to realize capital gains and 
pay capital gains taxes (which would, to the extent of the credit provided, 
amount to a prepayment of the estate tax) instead of retaining appreciated se- 
curities until death. 

Mr. Nyce. I would like to speak from notes and follow the general 
outline of the statement. The statement is the technical aspect of the 
proposal that I have in mind. ' 

The Cuarrman. You are recognized for 10 minutes, to proceed in 
your own way. 

Mr. Nyce. First of all, I would like to thank you for the opportun- 
ity to appear here. I am not an expert on taxes. I am a commercial 
banker. Our bank is one of the hundred largest in the United States. 
We have a very large trust department. 

The problem that I would like to discuss involves the securities 
held by our clients, in the trust department. 

All of us who deal with the handling of the affairs of investors 
recognize the impact of what might be termed double taxation, partic- 
ularly among older people. We find them unwilling to sell their secur- 
ities at present-day prices, pay a capital gains tax, and then have the 
remainder of their securities taxed in their estate. 

In the brief that has been filed with you, you will see the examples 
which indicate that the double taxation, what we call double taxation, 
the impact of the capital gains tax and the subsequent estate tax, 
results in taxes 50 percent higher, if one does not take advantage of the 
marital deduction, and nearly 150 percent higher if he does. 

The result is, since investors are unwilling to sell their securities 
and pay a capital gains tax, we have an artificial scarcity in the supply 
of securities. We find that investors are influenced by tax rather than 
investment considerations. This tends to create violent fluctuations 
in securities markets, and it makes for an element of instability in our 
economy. 

What we propose is a modification of the estate tax, under which we 
would give a credit for the capital gains tax actually paid by an in- 
vestor prior to death. The chief aim was to provide a credit on estate 
tax for the capital gains tax actually paid during a limited period 
prior to death; and secondly, that the estate tax paid at death be no 


| 
| 
| 
| 
| 
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larger than the tax the estate would have paid, had the securities not 
been sold. 

We first considered the possibility of allowing this credit only for 
elderly investors, say those over 65. That proposal was submitted to 
Senator Byrd, and he had it reviewed by the staff. We modified that 
proposal and have given it a broader approach, so that it provides now 
that the credit be allowed only on securities which are sold 10 years 
prior to death. 

We follow section 2013 of the code, which deals with a credit for 
taxes paid on prior transfers: Our proposal is not a modification of the 
capital gains tax. It is a modification of the estate tax. 

You will remember that the credit for taxes paid on prior transfers 
goes back as far as 1921, and in the 1954 code the credit was changed 
to allow full credit for taxes paid on prior transfers for the first 2 
years prior to death, and then 80 percent for the next 2, and a declin- 
ing ratio to the 9th and 10th. 

The formula which we have used, and which was worked out in the 
brief which has been filed, is the same as that used in section 2013, 
with this modification in time: that we allow a full credit on capital 
gains taxes which have actually been paid for the 5 years preceding 
death, and only 50 percent for the period 5 to 10 years prior to death. 

The formula follows the section 2013, as I say. It sets up 3 
criteria and provides that the credit shall be the least of the 3 
criteria which are set forth. The first one is the amount of the capital 
gains tax actually paid, and that is limited by the number of years 
prior to death; the second is the amount of the estate tax on the net 
estate, computed without effect to the credit; and the third one is the 
commicated computation which I will not go into here. I am sure 
your staff can brief you on that. 

The third criterion is the heart of the proposal and is designed to 
provide only for the elimination of the double tax which is involved 
if the investor sells, pays the capital-gains tax, and later the remain- 
ing assets are taxed in his estate. The purpose of this third criterion, 
this third calculation, is to insure that the estate tax paid is no greater 
than if the investor did not sell his securities prior to death. 

The formula could be simplified by leaving out this third criterion, 
and it would result in greater tax savings to the estate, but conceivably 
would mean less in revenues to the Government. 

The third criterion gives recognition to the fact that investors are 
not now selling their securities because of the impact of this double 
taxation, and assures that the tax paid by the estate is at least as great 
as if the investor did not sell his securities prior to death. 

As to the effect on Treasury revenues, the Treasury Department 
made an estimate, the most recent one of which that I could find was 
made in 1951, as to the actual receipts of capital-gains taxes. They 
were estimated in that year at approximately $890 million, which is 
3.7 percent of the taxes paid by individuals, of the individual income 
taxes. 

Apparently, the tax on capital gains has ranged, according to this 
Treasury estimate, anywhere from 3 percent to 514 percent of the 
total taxes paid by individuals; so it is not a large amount. The reve- 
nues from estate and gift taxes were $1,377 million in the fiscal year 
ending June 30, 1957, and are estimated at $1,500 million for 1958. 
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I believe that the revenues of the Government might conceivably be 
increased, since it would free-up securities which investors are not 
now willing to sell, and would provide a greater mobility of capital. 
I think the net effect, over all, would be very slight. You would gain 
possibly in capital gains taxes paid, and there would be an offsetting 
reduction of no greater amount in estate taxes which were subsequently 
paid by the estate of that same investor. 

The Cuarrman. Does that complete your statement, Mr. Nyce? 

Mr. Nrcx. Yes. 

The Cuatmrman. Are there any questions of Mr. Nyce? 

If not, we thank you, sir, for your appearance and the information 
given to the committee. 

Our next witness is Mr. John J. Trenam. Mr. Trenam, will you 
please come forward and identify yourself for the record by giving 
your name, address, and the capacity in which you appear. 

Mr. Hertone. Mr. Chairman? 

The Cuarrman. Mr. Herlong, do you desire to introduce the 
witness ? 

Mr. Hertona. I would like to say that Mr. Trenam is one of the 
most eminent tax lawyers in the State of Florida. He is a senior 
member of a firm which consists of some of the most distinguished 
lawyers in the State of Florida, and a man who a few years ago was 
president of the American Bar Association. 

Mr. Trenam. Thank you very much, Mr. Herlong. 


STATEMENT OF JOHN J. TRENAM, BAY DREDGING & CONSTRUCTION 
CO., TAMPA, FLA. 


Mr. Trenam. My name is John J. Trenam, and my firm is as Mr. 
Herlong has said. 

My statement was received, was it, Mr. Mills? 

The CuamrMan. Yes. 

Mr. Trenam. May it be incorporated in the record? I am here 
today to talk about the silent oyster, and I will try to stay in 
character. 

The Cuarrman. Without objection, the entire statement will appear 
in the record. 

(The statement is as follows :) 


STATEMENT OF JOHN J. TRENAM IN BEHALF OF BAY DrepciInG & CONSTRUCTION Co., 
TAMPA, FLA., IN RE TAXATION OF NATURAL RESOURCES INCOME 


INTRODUCTION 


My name is John J. Trenam. I am the tax partner in the Tampa-Miami law 
firm of Fowler, White, Gillen, Yancey & Humkey. I appear here today in 
behalf of the Bay Dredging & Construction Co., of Tampa, Fla., a company 
engaged in the extraction of oyster shell in the Tampa Bay area. 


PURPOSE OF APPEARANCE 


The purpose of my appearance here is to urge amendment of section 613 
of the Internal Revenue Code of 1954 so as to clarify the law applicable to 
computation of pereentage depletion with respect to “* * * mollusk shells (in- 
cluding clam shells and oyster shells) * * *.’ Section 613 presently allows 
percentage depletion of 5 percent with respect to mollusk shells, such percentage 
depletion to be computed upon “* * * the gross income from property * * *.” As 
will be more fully explained hereinafter, the meaning of “* * * gross income from 
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the property * * *” is apparently unclear. In any event, it is being interpreted 
by the Internal Revenue Service in a manner which my client and I and, 
indeed, the mollusk shell industry generally, consider inequitable, contrary to 
the intent of Congress, and inconsistent with the interpretation accorded per- 
centage depletion provisions pertaining to other types of minerals. 


MINING OF MOLLUSK SHELLS 


Mollusk shells are found in deposits in inland and coastal waters. Such 
deposits are frequently located several miles from shore. The shells are dredged 
from the deposits, along with a great deal of mud and silt, onto barges where 
the shells are screened and washed. The barges are then brought to a dockside 
mill, plant, or storage yard for storage and transshipment to customers. In some 
few instances, the shells are further processed on land prior to transshipment. 

Most of the shells extracted by Bay Dredging are sold in their crude form, 
without further processing except drainage and evaporation, for use as a road 
base. A small portion of the extracted shell undergoes additional processing 
and is used in chickenfeed. 


PRESENT STATUTORY PROVISIONS 


Section 618 of the Internal Revenue Code of 1954 provides in pertinent part: 

“(a) General rule.—In the case of the mines, wells, and other natural deposits 
listed in subsection (b), the allowance for depletion under section 611 shall be the 
percentage, specified in subsection (b), of the gross income from the property 
excluding from such gross income an amount equal to any rents or royalties paid 
or incurred by the taxpayer in respect of the property. Such allowance shall 
not exceed 50 percent of the taxpayer’s taxable income from the property (com- 
puted without allowance for depletion). In no case shall the allowance for 
depletion under section 611 be less than it would be if computed without refer- 
ence to this section. 

“(b) Percentage depletion rates——The mines, wells, and other natural de- 
posits, and the percentages, referred to in subsection (a) are as follows: 

* * o * e ak ae 

“(5) Five percent * * * 

“(A) brick and tile clay, gravel, mollusk shells (including clam shells and 
oyster shells), peat, pumice, sand, scoria, shale, and stone, except stone described 
in paragraph (6) ; 

. cS * * * * * 


“(¢e) Definition of gross income from property.— 

“For purposes of this section— 

“(1) Gross income from the property.—The term ‘gross income from the 
property’ means, in the case of a property other than an oil or gas well, the 
gross income from mining. 

(2) Mining.—The term ‘mining’ includes not merely the extraction of the 
ores or minerals from the ground but also the ordinary treatment processes 
normally applied by mine owners or operators in order to obtain the commer- 
cially marketable mineral product or products, and so much of the transporta- 
tion of ores or minerals (whether or not by common carrier) from the point of 
extraction from the ground to the plants or mills in which the ordinary treat- 
ment processes are applied thereto as is not in excess of 50 miles unless the 
Secretary or his delegate finds that the physical and other requirements are 
such that the ore or mineral must be transported a greater distance to such 
plants or mills.” 


~ * * * * + + 
COMMISSIONER’S INTERPRETATION 


Section 613 grants to mollusk shell producers percentage depletion at the rate 
of 5 percent of “gross income from mining.” By judicial and administrative 
interpretation, to which we take no exception, “gross income from mining” 
means the consideration received upon sale of the mineral mined minus non- 
mining expenses. Thus, in the case of mollusk shell, percentage depletion is 
determined by taking 5 percent of the difference between the amount for which 
the shell is sold and the nonmining costs incurred in effecting sueh sale, 

Our quarrel with the Commissioner’s interpretation of section 613 arises out 
of his determination as to what constitutes “nonmining costs” in connection 
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with mollusk shell. It appears to be his position that unless shell is further 
processed, upon reaching land, into some product such as chicken feed additive, 
the expense of transporting shell from dredgeside to dockside is a “nonmining 
cost” to be deducted from gross income in computing percentage depletion. 
Rev. Rul. 56-346, C. B. 1956-2, 330. To put it otherwise, the Commissioner takes 
the position that where shell is to be used in its crude state as a road base without 
any processing other than drainage, “gross income from mining,” upon which 
percentage depletion is to be computed, is the amount of the total consideration 
received for the shell minus all costs incurred with respect to the shell from 
the time it is placed on barges to the time it is sold. Ssee Bay Dredging and 
Construction Co., Tax Court Dockets No. 63989, 65494; Matagorda Shell Co., 
Tax Court Docket No. 54959. The net result is that the mollusk shell producer 
is denied percentage depletion with respect to that portion of gross income which 
is represented by costs incurred in bringing shell to land as well as costs incurred 
after shell has been brought to land. 


POSITION OF TAXPAYER 


We have no quarrel with the Commissioner’s application of the depletion 
statute with respect to shell which is processed. Further, even where the shell 
is to be used as a road base without further processing, we agree that costs 
incurred subsequent to the deposit of shall on land should be excluded from 
“gross income from mining” in determining percentage depletion. Our quarrel 
is with the Commissioner’s disallowance of costs incurred in transporting shell 
from dredgeside to dockside where such shell is to be used without further 
processing. It is our position that the Commissioner’s policy in this respect 
is out of harmony with the congressional intent, common sense, and the treat- 
ment accorded in fields involving other types of minerals. 


DISCUSSION 


As previously stated, the deduction allowable for percentage depletion of 
mollusk shell is 5 percent of the “gross income from mining.” “Mining” is de- 
fined as including ““* * * not merely the extraction of the ore or minerals from 
the ground, but also the ordinary treatment processes normally applied by mine 
owners or operators in order to obtain the commercially marketable mineral 
product or products * * *” It follows that if transportation of mollusk shell 
from dredgeside to dockside constitutes “mining,” in the conventional sense, or 
“* * * ordinary treatment processes normally applied * * * in order to obtain 
the commercially marketable product or products * * *”, then the Commis- 
sioner’s exclusion of the costs of such transportation from “gross income from 
mining” in determining percentage depletion is unjustified and improper. 

We submit that such transportation costs fall into either or both categories. 
Looking at the word “mining” in its conventional sense, it seems fair to say 
that the transportation of mollusk shell from dredgeside to dockside is as surely 
a mining operation as is the transfer of ore from the face of an ore deposit to 
the mouth of a mine. If the Commissioner has ever taken the position that the 
latter is a nonmining operation, we are not aware of it. It seems obvious that 
the present statute would prevent his taking that position. Otherwise, deple- 
tion allowable with respect to the deep mine would be less than that allowable 
with respect to the shallow mine. Just as certainly, the transportation of mol- 
lusk shell to land is a part of the mining thereof. The existing statute should 
be amended to make this clear. 

We arrive at the same result when we consider that transportation of mollusk 
shell is one of “* * * the ordinary treatment processes normally applied * * * 
in order to obtain the commercially marketable mineral product or products 
** *.” Little argument is needed to demonstrate that shell on a barge in the 
middle of a bay, lake, river, or miles out in the ocean, is not commercially mar- 
ketable at that point. The shell must be brought to land before it reaches its 
first marketable state. 

CONCLUSION 


The cost of transporting mollusk shell from dredgeside to dockside can be and 
frequently is substantial. Exclusion of such cost from “gross income from min- 
ing” in determining percentage depletion is inequitable and creates a hardship 
upon mollusk shell producers. Bay Dredging asks, on behalf of itself and all 
other shell producers, that Congress clarify the statutory provisions concerning 
percentage depletion of mollusk shell to eliminate this inequity and this hard 
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ship. Only after such revision will the formula for computation of percentage 
depletion on mollusk shell be brought into harmony with the computation of 
percentage depletion with respect to other natural resources. 

We suggest that the desired result could be accomplished by amending section 
613 (c) (2) by adding at the end thereof the following: 

“In the case of mollusk shells (including clam shells and oyster shells), the 
term ‘mining’ includes so much of the transportation of the shells from the pvint 
of extraction from the deposit in a bay, luke, or other body of water to the 
dockside plant or mill of the mine owner or operator, or to a dockside sules 
point, as is not in excess of 50 miles.” 

I am informed that a bill containing the foregoing language, H. R. 2034, was 
introduced at the 1st session of the 85th Congress by Mr. Thompson of Texas. 
There may be another such bill, H. R. 1067, the precise provisions of which are 
not known to me. I strongly recommend the favorable consideration of any bill 
containing language substantially equivalent to that suggested above. 


The Cuarrman. Sir, you are recognized for 10 minutes. 

Mr. Trenam. I am here to talk specifically about percentage deple- 
tion on oyster shell. Oyster shell is found in deposits in lakes and 
coastal waterways. It is dredged up from the place where it is found, 
and brought to shore. After little more processing than drying, it 
is used primarily as a road base. In my own particular area there is 
one additional use made of it, but it is not a very prominent use. It is 
ground up and used as an additive in chicken fee 

The code presently allows 5 percent percentage depletion with re- 
spect to oyster shell. Such depletion is computed on gross income 
from mining, as in the case of other depletable minerals. The prob- 
lem is in the computation of gross income from mining. That figure 
has to be backed into. 

You do not have gross income on anything until the product is ac- 
tually sold. The oyster shell is actually sold. Then, by eliminating 
from that total consideration received for the oyster shell the non- 
mining costs, you arrive at the gross income from mining. That is 
the figure, of course, against which the 5 percent rein rate is ap- 
plied. The t taxpayer naturally desires a high figure for gross in- 
come from mining. 

The Internal Revenue Service is interpreting the code in a way 
which produces, we feel, an unfairly low figure for gross income from 
mining. That results from this cire umstance: 

Among the nonmining costs which are deducted in arriving at gross 
income from mining are the costs applying to transportation of ‘shell 
from dredgeside to “doe ‘kside. All costs, in effect, are taken out from 
the moment the shell is raised to the dredge and placed on barges 
until it is sold. Although the amount of shipping done from dredge- 
side, that is, the space to be covered, is not usually great—in the case 
of my own client, Bay Dredging and Construction Co.,, it is 8 to 10 
miles—still the bined of that tr ansports ition is rather great. 

We feel that that cost should not be extracted from the gross income 
from mining before applying the depletion r: ate. 

The law presently provides that the term “mining” includes: 

* * * not merely the extraction of the ore or minerals from the ground, but 
also the ordinary treatment processes normaily applied by mine owners or opera- 
tors in order to obtain the commerially marketable mineral product or 
products * * *, 


In addition, the code specifically provides that where minerals must 
be further processed after extraction from the ground, the cost of 
transporting them to the mill for processing up ‘to 50 miles will be 
included i in the term ‘ ‘mining.” 
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However, the Government takes the position that the cost of trans- 
porting shell from the middle of the bay or lake or wherever it is 
dredged to land is not a part of mining cost. 

We contend that it should be so treated, and that to have it so 
treated, the law should be clarified. 

There is presently before the committee H. R. 2034, which was intro- 
duced at the first session by Mr. Thompson, of Texas. Still another 
bill, H. R. 1067, was introduced. I am not sure of the status of these 
bills. 

H. R. 2034 covers our situation quite nicely. It provides: 

In the case of mollusk shells (including clam shells and oyster shells), the 
term “mining” includes so much of the transportation of the shells from the 
point of extraction from the deposit in a bay, lake, or other body of water to 
the dockside plant or mill of the mine owner or operator, or to a dockside sales 
point, as is not in excess of 50 miles. 

That language would take care of the situation in the oyster in- 
dustry which we feel under present interpretation is inequitable, 

The Cuarmman. Mr. Trenam, we thank you for your appearance 
and the information given to the committee. 

Are there any questions ? 

Mr. Mason will inquire. 

Mr. Mason. Mr. Trenam, your problem in your case is a parallel 
problem and case to the situation the fire clay people face. 

Mr. Trenam. Yes, sir. 

Mr. Mason. What constitutes the cost of mining this 5 percent 
applies to them. 

Of course, you do not realize any money until it is sold, until at least 
the preliminary process to put it on the market is completed, 

Mr. Trenam. Yes, sir. 

Mr. Mason. So I have real sympathy with you and your problem, 
simply because while we do not have any oyster shells, we do have a 
lot of fire clay and cement and other things that are in the same boat, 
we willsay. Talking about oyster shells, you would probably use the 
word “boat.” 

I have great sympathy with you, because it affects many industries 
in my district. 

Mr. Trenam. Yes, sir. Thank you, sir. 

The Cuatrman. Are there any further questions? 

If not, we thank you. 

Our next and final witness this morning is Mr. Horace M. Albright. 
Mr. Albright, would you come forward and identify yourself for the 
record by giving your name, address, and the capacity in which you 
appear ¢ 


STATEMENT OF HORACE M. ALBRIGHT, UNITED STATES BORAX & 
CHEMICAL CORP. 


Mr. Autsricut. Mr. Chairman and gentlemen of the committee, my 
name is Horace M. Albright. Iam appearing on behalf of the United 
States Borax & Chemical Corp., which owns and operates at Boron, 
Calif., the world’s largest known deposit of borax. 

The Cuarrman. Mr. Albright, can you complete your statement 
within the 10 minutes allotted to you? 

Mr. Atsrient. Yes; I can. 
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The Cuarrman. Without objection, your entire statement will ap- 
pear in the record. 

Mr. Atsrient. Thank you, sir. 

In part, this company is the old Twenty Mule Team Borax organiza- 
tion. May I express the gratitude of my associates and myself for 
the opportunity you have given us to make this appearance before 

ou. 

Under the present law, section 613 (b) of the Internal Revenue Code 
of 1954, more than 30 minerals, classed as strategic and critical, are 
allowed percentage depletion at a rate of 23 percent, if they are pro- 
duced from deposits in the United States. Borax, however, is allowed 
percentage depletion at a rate of only 15 percent under the present 
law. As used in the statute, the term “borax” means any boron 
material. 

Newly developed uses of boron, of vital importance in connection 
with our defense program, clearly qualify borax as a strategic and 
critical mineral and entitle it to be included with the other minerals 
receiving percentage depletion at the 23-percent rate. 

While much of the information concerning the present and poten- 
tial use of boron for defense purposes is classified and details cannot 
be revealed, we understand that boron is the basic ingredient and of 
the utmost importance in the production and future improvement of 
high-energy fuels for jet aircraft, rockets, guided missiles, and other 
Satenss items, and for certain atomic applications. 

As stated in Time magazine, the issue of June 10, 1957, page 88: 

To the housewife, borax is merely a household cleanser, but to industry it is 
the chief source of boron, a new wonder element and jack of all trades that 
can be used in everything from drugs and plastics to the superpowered rocket 
fuels of the future * * * The most exciting new use for boron is in exotic 
fuels, in which it is joined with hydrogen or other elements to generate infinitely 
greater power with less volume than present fuels. Boron’s principal value 
in high-energy fuels is its ability to bind hydrogen into a liquid or solid form, 
thus harnessing hydrogen’s energy (52,000 B. t. u. per pound against 18,500 
for kerosene). The United States Defense Department has already invested 
$100 million in high-energy fuel development. 

More than 90 percent of the free world’s production of borax is 
obtained from deposits located in the United States, in the desert 
areas of California. It is certain that the demands for borax and its 
boron derivatives in the immediate future will result in an increasing 
rate of depletion of these deposits. 

Production of borax in the United States has more than tripled in 
the past 10 years, and it is expected that the demand, now approxi- 
mately 1 million short tons a year, will more than double during the 
next 10 years. It is important, in order to assure an adequate supply 
of borax for civilian and defense needs, that the discovery of new 
borax deposits and the complete development and exploitation of 
known deposits be encouraged. 

It is pertinent to note that the Federal Government, through the 
United States Geological Survey, has recently completed a program 
of drilling core tests in search of more boron-bearing minerals. 
Granting the 23 percentage depletion rate to borax will encourage 
discovery and development of boron deposits by private enterprise, 
and will place borax on a tax equality with other strategic and critical 
minerals now receiving depletion at the 23 percent rate. 
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I have prepared an appendix, which I ask be inserted in the record 
for your consideration, which sets forth additional data in a 
of an increased rate of percentage depletion for borax, including 
facts as to the known commercial Sopdeits and the present and poten- 
tial uses of borax. At the end of the appendix is a draft of an amend- 
ment of section 613 of the Internal Revenue Code of 1954 to provide 
percentage depletion for borax at the 23 percent rate, effective for 
taxable years ending after June 30, 1958. 

May I ask, Mr. Chairman, that that appendix be included with 
my statement also. 

The Cnuamman. Yes, together with the draft of the proposed 
amendment. 

Mr. Atsricnt. Thank you, sir. 
(The appendix and draft of proposed amendment are as follows:) 
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| KNOWN DEPOSITS OF BORON 


Boron materials are not abundant in ores or brines. The occurrence of boron 
in the earth's crust compares with some of the more important materials now 
receiving a 23 percent depletion allowance as follows: 


Occurrence as percent of earth’s crust 
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Boron ores are found in various parts of the world—in Turkey, Argentina, 
Chile, as well as in the United States, but the richest, i. e., sodium borate, is 
found in volume only in the United States. 

Ore bodies are not large in foreign lands and consist of deposits frequently 
difficult of access, expensive to refine, and consequently not generally competi- 
tive in the world’s markets. 

Except in the case of Turkey, the deposits are remote from civilization. In 
South America the boron ores occur in very high altitudes or in regions with 
wholly inadequate transportation facilities for exploiting them. There is boron 
mineral production in Russia and on its borders and under its influence. While 
the extent of the Russian reserves is not precisely known, it is believed that 
these are considerable and new discoveries were reported in 1957. Borates also 
exist in Tibet, now under Russian and Chinese control. 

So far as is known, American interests do not own or operate any of the for- 
eign deposits of boron, and it is believed that none of the income from the foreign 
deposits is subject to United States income taxes. 

Here in the United States, boron resources which can be economically ex- 
ploited in peacetime are in the desert area of California in Kern, San Bernar- 
dino, and Inyo counties, The sodium borate mine at Boron, Kern county, is 
owned and operated by the United States Borox & Chemical Corp. About 60 
miles north, borax is produced from brines at Searles Lake, by the American 
Potash & Chemical Corp. and by Stauffer Chemical Co. Domestic production 
of borax in the United States from other deposits is nominal. 


USES OF BORON 


Uses for boron chemicals, principally borax and boric acid, have been many 
and yaried. Over 100 exist. Best known to the people generally are the pack- 
aged products—borax, boric acid, and soaps, et cetera. However, of far greater 
importance are the needs of the industries engaged in glass (including fiber- 
glass) and porcelain enamel production. More recently, borax has become a 
fertilizer material of immense value in certain crop cultivation, and as a deter- 
rent to weed growth when used in larger quantities under controlled conditions. 
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Also, borax has important fire resistant properties, and the most recent use in 
this connection has been in the control of extensive forest and brush fires. 

The future uses of boron, the potential demand for it in elemental form, in 
new organic and inorganic chemicals are under much discussion at the present 
time. But data on the research on many of these new chemicals and uses for 
them is classified and details cannot be revealed. As previously stated, however, 
boron is of the utmost importance in the development of high-energy fuels for 
jet aircraft, rockets, guided missiles and other defense items, and for certain 
atomic applications. 

In a press release dated March 8, 1957, approved by the United States Navy 
Department on the occasion of the ground-breaking ceremonies at Muskogee, 
Okla., for the new high-energy fuel plant being built by Callery Chemical for the 
Navy, it was stated by Dr. Schechter, vice president of Callery, that: 

“‘HiCal” (Callery’s trade name for the boron-containing fuel) can be used in 
several different ways. The greater energy can extend the range of an aircraft, 
reduce the weight of the airframe, increase the payload or improve tactical per- 
formance such as speed and climb. 

“In addition, HiCal can be used efficiently at altitudes where ordinary fuels 
will not burn. With HiCal, it may be possible to extend the area covered by 
carrier-based aircraft or missiles several times. In-flight refueling of aircraft 
may be reduced by using the high-energy fuel. 

“Although the Navy, along with Callery, pioneered in developing the high- 
energy fuel, the United States Air Force currently is engaged in a program of 
high-energy fuel production to meet its own requirements. The programs of the 
two services are closely coordinated. 

“HiCal is a combination of three basic elements—boron, carbon, and hydrogen. 
With this combination, hydrogen—a gas that burns with a greater heat or com- 
bustion per pound than any other pure material—is chemically lock«d in a liquid 
form. In this state it is easy to handle and transport, and it can be burned with 
greater safety. 

“Boron, which is found in the natural state in borax, is the most efficient car- 
rier of hydrogen. In addition, it is light in weight and also burns.” 

The Air Force is already receiving high-energy fuels made from chemical com- 
pounds of boron, and it is expected that such fuels will ultimately be used in 
civilian airplanes. In the Wall Street Journal of July 10, 1957, in an article 
entitled, “Air Force Getting High-Energy Fuels Using Boron,” it was stated: 

“Olin Mathieson Chemical Corp., announced it is now shipping new ‘high- 
energy fuels’ to the Air Force. The fuels are made from chemical compounds of 
the mineral boron, which is derived from borax, once used mainly in household 
cleansers. 

“The new fuels will be used in military aircraft and guided missiles. They 
represent a major advance over conventional fuels, such as gasoline, because 
they produce about twice as much energy per pound as fuels derived from 
petroleum, Olin said. 

“Olin calls its high-energy fuels HEF-2 and HEF-3 and says it has completed 
research on an even more powerful fuel called HEF—4, The exact composition 
of the fuels is not stated, but it is known that they contain the chemical compounds 
of boron called pentaborane and decaborane. The light metal lithium is also an 
aeons in some fuels. But the company did not say whether it is using 
ithium. 

“Although all the output of the new, high-energy fuels is now going to the Air 
Force for use in planes and missiles, they will also have uses ultimately in civilian 
airplanes. Brig. Gen. C. H. Mitchell of Wright Patterson Air Force Base at 
Dayton, Ohio, said recently he could visualize the use of the new fuels in the 
‘not too distant future’ for transporting civilians in planes nonstop from one 
point to another ‘over distances heretofore considered impossible’.” 


On December 24, 1957, the Wall Street Journal published another report which 
is quoted here. 

“The Air Force awarded North American Aviation, Inc., a contract to build the 
first models of an intercontinental bomber designed to fly at speeds over 2,000 
miles an hour with the powerful thrust from a new chemical fuel. 

“The award for making prototypes of the craft, designed to fly at better than 
twice the speed of sound, ended a two-company competition between North Amer- 
ican and Boeing Airplane Co. that had been underway since development eflurts 
started 2 years ago. 

“Producing prototypes of the craft, known as the WS-110A, will benefit other 
concerns besides North American, which will build the airframe. General Elec- 
tric Co. is believed to be contractor for the engines that would go into the planes, 
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and Olin Mathieson Chemical Corp. has been developing ‘exotic’ fuels for the 
Air Force. 

“Although the Air Force disclosed no dollar figures in announcing the North 
American award, it’s understood about $90 million has been earmarked for the 
whole project—airframe, engine, and fuel work-—for the current fiscal year. 
which ends next June 30. 

“The plane, described by the Air Force only as a craft that could fly long dis- 
tances as far as range is concerned, is understood to have about the same 6,000- 
mile capability of the long-range B-52 bomber, which has a speed of about 700 
miles an hour. The Air Force’s most advanced current bomber, the B-58, has a 
shorter range but can fly at a reported 1,300 miles an hour. 

“Besides superiority in speed and range, the WS-110A would fly at ceilings of 
over 70,000 feet, the Air Force said. This is 20,000 feet higher than the B-58’s 
ceiling. 

“Service officials made no comment on whether the new craft is expected eventu- 
ally to replace the long-range B-52. They noted the WS-110A still must be fully 
developed before quantity production can begin. North American’s initial job, 
they declared, will be to produce one or more prototype planes leading to full- 
scale output later on. 

“Fuel under development 


“Actually, the new chemical fuel to be used by the new craft is still under devel- 
opment, with Olin Mathieson Chemical Corp. doing the main work. A Pentagon 
spokesman described the liquid fuel as a super-strong ‘exotic’ compound contain- 
ing boron, which has inherent high-energy properties. This type of fuel, whose 
development is also sought for use in ballistic missiles, is said to provide a more 
powerful thrust than conventional petroleum-based jet fuels. 

“The ‘chemical’ bomber will be able to use advanced conventional fuels if the 
new exotic fuel isn’t ready at flight time, according to an Air Force official. 

“North American’s design-development race with Boeing for the WS-110A 
swung into the ‘advanced competitive stage’ last October. Air Force Secretary 
Douglas made the final decision on giving North American the production contract 
after unanimous recommendations up the line from various service units, an Air 
Force officer said. 

“J. H. Kindelberger, chairman of North American, told a reporter on the west 
coast that it would be at least 2 years before the prototype project resulted in 
‘very much’ of an increase in employment at the company’s Los Angeles plant. 
‘A lot of research and development work lies ahead of us,’ he declared. 


“ «Most important’ contract 


“The North American executive described the contract as ‘the most important 
one we have ever landed.’ He said some new construction would be entailed in 
connection with the chemical bomber project but declined to elaborate. He added 
that it will be ‘months’ before some confusion as to the number of prototypes 
to be built is cleared up. 

“Boeing President William M. Allen expressed disappointment over losing the 
award. In a statement issued in Seattle, Mr. Allen said, ‘We feel we submitted 
an excellent design and that we are in position to do an outstanding job for the 
Air Force.’ But he congratulated North American, promised Boeing’s ‘utmost 
effort’ on current contracts and said the company will ‘aggressively pursue other 
projects which we are seeking to deevlop for the future.’ 

“Lt. Gen. C. S. Irvine, Air Force Deputy Chief of Staff for Material, last month 
disclosed a decision was a few weeks away on which company’s design was to be 
selected. He described the WS-110A as ‘truly intercontinental—able to make 
round-trip runs to the target without refueling.’ 

“Another new aircraft he said the Air Force plans to produce is the F-108 
interceptor plane, also to be manufactured by North American. The company got 
a development contract for this craft last spring. 


“Power of new fuels 


“Industry sources figure such high-energy chemical fuels as ones made from 
boron and hydrogen can produce as much as 1% to 2 times as much thrust per 
pound as petroleum-derived fuels. A ramjet test missile, believed to be the guided 
Snark, and using these fuels, recently is understood to have flown more than 3 
times the speed of sound, or better than 2,000 miles an hour. 
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“Olin Mathieson is already shipping boron-based fuels to the Air Force from a 
pilot plant at Niagara Falls, N. Y. A second plant is scheduled to go into pro- 
duction for the Navy in February, and a third plant for the Air Force will begin 
producing in spring 1959, acccording to Olin. 

“Callery Chemical Co., jointly owned by Mine Safety Appliances Co. and Gulf 
Oil Corp., is also developing boron-hydrogen fuels for the Navy. To manufacture 
its fuel, Olin uses boron tetrachloride from Stauffer Chemical Co. and sodium 
borohydride from Metal Hydrides, Inc. 

“The chief problem in running a boron-fueled engine is considered to be the diffi- 
culty with the products resulting from burning boron hydride, prime chemical 
ingredient in the fuel. 

“Combustion of boron produces boric oxide, which at high temperatures behaves 
like molasses, according to Olin officials. At one time it was feared this would 
damage considerably the turbine blades of an engine, but reportedly these diffi- 
culties have been solved.” 

On November 13, 1957, the new open-pit mine and refining plants of United 
States Borax & Chemical Corp. were put into operation after brief ceremonies. 
The mine and plants are a short distance from the Edwards Air Force Base. 
The United States Geological Survey and Bureau of Mines of the Department 
of the Interior have been engaged in borax studies and in exploration for more 
borax deposits in the California deserts, and they regard borax as a strategic 
mineral of vital importance to our country. 

It was appropriate, therefore, that the Undersecretary of the Interior, Hon. 
Hatfield Chilson, should be the principal speaker at the dedication and opening 
ceremonies at the new open-pit mine and that high officers of the Defense Depart- 
ment should also attend and participate in the program. 

Secretary Chilson, in the course of his remarks, said: 

“Within the Department work dedicated to the accomplishment of these objec- 
tives is centered in two great scientifie agencies, the Geological Survey and the 
Bureau of Mines. The research and development programs of these bureaus are 
uational in scope and they involve activities which precede or supplement private 
efforts in the mineral resource field. For example, the survey for some time 
has been engaged in a defense-related project in this immediate vicinity. Known 
as the Mojave project, the plan of work called for a general geologic investigation 
and appraisal of borate deposits in this area and the surrounding country. This 
is a good example of a broad but very necessary evaluation which in no way 
impinges upon the work normally done by private industry in the actual develop- 
ment of a particular mineral deposit. As another illustration, I am advised 
that Bureau of Mines engineers have been working cooperatively with company 
experts at this very mine to develop more effective blasting techniques. Full 
development of our resources is a big and continuing job. It is one that requires 
the best efforts of everyone in Government and industry within their related 
fields of endeavor.” 

The Secretary then sketched the history of the borax industry and ended this 
with a summary of its development in terms of output. 

“T have taken some time to sketch the history of the borax industry. Let us 
look back at some of the benchmarks. The first domestic borax production was 
in 1864. Annual output of 20,000 tons was attained by the turn of the century— 
a fivefold expansion took place by the end of World War I—one-quarter million 
tons annual output was reached by the mid-thirties and this was doubled by 
1947. Likely 1957 appears to be the first l-million-ton year. 

Next, after reviewing uses of borax and related products, he said: 

“These and many other new and expanding uses as well as the exciting pros- 
pects for boron polymers and hydrides, appear to hold forth a bright future within 
our growing economy.” 

At the ceremonies at the new mine, Capt. W. C. Fortune, General Represent- 
ative of the Bureau of Aeronautics, Department of the Navy, made a significant 
statement, as fellows: 

“The United States Borax Co.’s enterprise in this vast open pit mining and ex- 
pansion of refining facilities is heartily appreciated by the Armed Forces. As 
you know, the Navy is now building a $38-million production plant at Muskogee, 
Okla., for Hical, the high-energy boron fuel pioneered for us by the Callery 
Chemical Co. under Project Zip. 

“The Air Force, who came in with us a bit later in this project, are erecting 
a somewhat different process plant through the Olin Mathieson Chemical Co. 
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Both are directed at improving high-energy fuel capabilities and reducing costs 
so that we can bring this coordinated development into service use. 

“My wife and I were avid listeners to the Old Ranger and his 20-Mule Team 
Borax tales over the radio years ago. Little did we realize that the green flame 
then mentioned in determining a precious borax in mine samplings would mark 
later ventures into higher energy rocket and jet fuels. 

“I do not know if the launching stations of Sputnik II or Muttnik, if you prefer, 
burned with a greenish exhaust ; however, the boron hydrides offer us gains of 50 
peace = more in performance of airplanes and missiles which we cannot afford 

o neglect. 

“The greater energies will extend their ranges, reduce airframe weights, in- 
crease payload or improve performance in speed and climb. 

“In addition, these compounds can be used efficiently at altitudes where ordi- 
nary air mixing fuels will not burn.” 

Brig. Gen. Marcus F. Cooper of the United States Air Force also spoke at the 
mine opening ceremonies and in the course of his remarks said: 

“The development of jet aviation has thrust upon us the necessity for finding, 
for developing, fuels that can operate with greater effectiveness than those we 
have used in the past. 

“To produce higher speeds and longer ranges, we need new fuels, and one of 
these now receiving consideration is a high-energy fuel in which boron is an im- 
portant ingredient. Because of the high heating value of boron fuels, the Air 
Foree is considering their use in both missiles and aircraft, in both liquid and 
solid propellent applications.” 

Aside from high-energy fuels, further uses for boron are consistently being 
found. Three oil companies are currently marketing a gasoline which includes a 
boron additive to provide more efficient engine performance. Boron compounds 
are being used as atomic reactor shields in which a 4-inch-thick layer of plastic 
and boron can absorb neutrons as effectively as many feet of concrete. 

It seems certain that the future needs for boron will be very large and that 
to supply them in our country and to friendly nations abroad will mean deple- 
tion of known deposits at a rapid rate, extensive and expensive exploration for 
new ore bodies, and large expenditures for plants for manufacture of boron 
chemicals. 

Boron should be placed in the 23-percent category of minerals subject to de- 
pletion allowance because it is rare, is of worldwide significance and importance, 
is a strategical and critical element from the standpoint of defense of our coun- 
try and the known reserves are potentially subject to exceedingly rapid depletion, 
thus justifying higher capital recovery than can be accomplished at the 15-per- 


cent rate. 
Drartr oF Propose AMENDMENT 


SEC. —. PERCENTAGE DEPLETION IN THE CASE OF BORAX 


(a) Section 613 (b) (6) of the Internal Revenue Code of 1954 is hereby 
amended by striking ont “borax,” and section 613 (b) (2) (A) of such code is 
hereby amended by inserting a comma and the word “borax” after the word 


“sulfur.” 
(b) The amendments made by this section shall be applicable only to taxable 


years ending after June 30, 1958. 

The Cuatrman. Are there any questions ? 

Mr. Reed will inquire, Mr. Albright. 

Mr. Reep. I just wanted to say, Mr. Albright, that we are delighted 
to see you here. I have known a good deal of your history over many 
years, and you have made a great contribution to the welfare of this 
country. You have worked with the parks of the United States. 

I wanted to ask you one question with regard to this borax. It comes, 
you say, from the desert area. Is that land owned by the Government? 

Mr. Arrant. No, sir. The land from which we are mining borax 
is owned by the company. Part of it was taken up years ago under 
mining claims, and part of it was an old Southern Pacific land grant, 
where our mines are now. 

Of course, for many years borax was mined in Death Valley, but 
that was a different kind of borax material. That was taken out by 
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the old 20-mule teams, which became the trademark of the industry. 


But all the borax that is mined in this country is mined on the deserts 
of California. 

Mr. Reep. Thank you very much. 

Mr. Ausricut. ‘Thank you for your statement, Mr. Reed. I appre- 
ciate it very much. 

Mr. Foranp. Mr. Curtis will inquire. 

Mr. Curtis. Mr. Chairman, I would like to ask this. 

You mentioned the fact that the 23-percent depletion rate applies 
to other strategic and critical materials. Do we have that so worded 
in our tax laws that we classify certain things on the basis of their 
being strategic and critical, or is that simply one of the criteria that 
you suggest we use in putting them in the 23-percent rate! 

Mr. Ausricut. That is the word that has been used in all the testi- 
mony. The law itself does not call these minerals critical and strate- 
gic. Section 613 (b) has several subdivisions: No. 1 is for oil, 2714 
percent for oil and gas wells; the second contains the 23 percent list, 
und it is divided in turn into 2 parts: One (a) which includes only 
sulfur and uranium, and (b) which has some 30 minerals, all of 
which are rare, and all of which have critical and strategic significance. 

Mr. Curtis. Essentially, though, as I understand it, our tax code 
is not set up on the basis of giving a subsidy in these areas, As I 
have always viewed it, it is on the basis of what is the geological situa- 
tion in regard to the depletion and the rates and the cost of finding new 
bodies. 

Mr. Atsrigut. Yes, sir. 

Mr. Curtis. Of course, I think your arguments are all right, as 
far as the boron is concerned. If you are having an increased usage 
as you suggest, that is certainly going to affect the cost of finding 
new ore bodies in order to stay in business. But I had not thought 
that we had ey said that these were based upon the fact that 
they might be critical or strategic. 

Mr. Avpricut. No, sir. You are right, Mr. Curtis. You never 
have, at least inthe law. In the testimony at many places those words 
were used. I have gone back over the testimony of previous years, 
and those words were used, but not in the legislation. 

Mr. Curtis. Yes; I know. People used that in arguments, and I 
can easily see where we might do that. But if we do, frankly I would 
much prefer to put the subsidy out in the open rather than work with 
these laws that, in my judgment, should be dealing solely with the 
best measuring stick that we can use to figure what are the costs of 
replacing the capital investment from depleted ore bodies. 

Your statement at the end there, if I may emphasize it, I think is 
basically all right. 


Boron should be placed in the 23-percent category of minerals subject to deple- 
tion allowance, because it is rare— 


which is a fair test— 
and is of worldwide significance and importance * * *. 
Then you say it— 


is a strategical and critical element from the standpoint of defense of our country 
and the known reserves are potentially subject to exceedingly rapid depletion, 
thus justifying higher capital recovery than ean be accomplished at the 15-percent 
rate. 
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That is the area I would be interested in, and I appreciate your state- 


ment. 
Mr. Atsricur. As far as borax is concerned, we are in that position, 


Mr. Curtis, 

Mr. Courrts. In other words, you think you can justify your claim, 
washing out the significance of a strategic and critical material, but 
just on the basis of the costs involved in getting new ore bodies to 
replace the rapidly depleted bodies. 

r. Atsricut. Exactly. You have stated the criterion the way 


we understand it. 
The CHarrman. Mr. Reed will inquire. 
Mr. Reep. I just wanted to ask you, is boron found in other parts 


of the world very much ? 

Mr. Atsrient. There is some boron found in Turkey and a little 
in South America, Mr. Reed, and we understand that there is still some 
found in Tibet. We are of the opinion that what Russia is getting 
from is coming from Tibet, or in that direction, although there are 
rumors that there have been discoveries in Russia itself. 

But it generally must be regarded as a rare material. 

Mr. Reep. As far as imports are concerned, it is not imported ¢ 

Mr. Atsricut. There are no imports; no, sir. 

Mr. Foranp. Are there any further questions? 

If not, we thank you for your appearance and the information you 


have given the committee. 
Mr. Atsricut. Let me thank you gentlemen for the time and atten- 


tion you have given me. 

Mr. Foranp. The committee will stand adjourned until 2 o’clock, 
when we go into executive session. The public hearings will be re- 
sumed at 10 o’clock tomorrow morning. 

(The following statements were received by the committee :) 


SuGGESTED REVISION OF INTERNAL REVENUE Cope, Section 691, py L. C. WEIss, 
RESIDENT PARTNER OF Ernst & ERNST 


At present, section 691 taxes the successor-in-interest upon the income of a 
decedent collected subsequent to his death. This is undoubtedly a reasonable 
provision but it should be freed of inequity and double taxation in its relation 
to Federal estate taxes. 

Under the estate tax provisions of the Internal Revenue Code, it appears neces- 
sary to include in a decedent’s taxable estate the value of accrued income, or 
rights to income, even though collectible subsequent to death and notwithstanding 
the requirement to include such income in the tax return of the successor-in- 
interest. 

Without more, this is an obvious duplication in tax—estate tax and income 
tax—on the same income, the effect of which could involve capture of the entire 
income by the Government. 

Congress recognized this inequity and sought, in section 691 (c), to relieve the 
situation by allowing an income tax deduction for a portion of the estate tax 
assessed with respect to the same item of income. However, this relief falls short 
of fairness. It is inadequate and leaves a substantial inequity. 

Probably the fair and proper method of dealing with this situation is to 
recognize the estate tax value of such income uncollected at the date of death 
as a “cost” or “basis” to be recovered by the successor-in-interest as property 
or a valuable right received from the decedent, permitting such successor to 
exclude from gross income, when subsequently collected, the basis established 
for estate tax purposes—not merely to allow him partial relief in the nature 
of an income deduction for the estate tax paid on such income but full exclusion 
of the previously taxed amount against the subsequent income realization. 

An alternative to the remedy suggested might be to allow a “tax credit” against 
the subsequent assessment of income tax, that is, to permit the income tax on 
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such income when collected to be reduced by a direct credit for estate tax paid 
on the same item. 

Consider United States E savings bonds owned by a decedent: For estate tax 
purposes, the redemption value at date of death must be included as a part of 
the taxable estate for estate tax computation. This value includes interest ac- 
crued to the date of valuation. Nevertheless, when the interest is collected by 
the successor-in-interest, the full amount of such bond interest must be included 
as gross income for income tax purposes. Section 691 (c) allows as an income 
deduction (for income tax purposes) the estate tax paid on such interest in- 
cluded in the estate tax computation but this represents only partial relief from 
double taxation. 

The use of the estate tax as an income deduction is not equivalent to the 
allowance of the estate tax as a full credit against the income tax on the same 
item. Section 691 (c) allows only partial relief—it allows only the income tax 
rate applied to the estate tax payment. Ordinary justice and equity demand 
full allowance either of— 

(1) An exclusion from gross income of the successor-in-interest of the basis, 
that is, the value at which such income was included for estate tax purposes, or 

(2) A direct offset of estate tax liability against the income tax liability of 
the successor-in-interest. 

The inequity which we are bringing to your attention relates not only to B- 
bonds but to all items of income embraced by section 691 of the code. It is 
manifestly unfair to single out items of income of this character and subject 
them, in part at least, to double taxation as does the present code, particularly 
when the injustice can be avoided in the manner we are suggesting. 

It is therefore recommended that either 

(1) Subsection (c) of section 691 should be amended in such a fashion so as 
to provide that the deduction now permitted by said subsection against gross 
income be made a credit against tax. In this connection appropriate changes 
would also have to be made in section 421 (d) (6) (B) and perhaps other sub- 
sections of section 691 and other provisions of the Internal Revenue Code of 
1954 ; or 

(2) Sections 1014 (c) and 691 (c) be eliminated from the code; that appro- 
priate amendments be made to other subsections of section 691 and to other 
related sections, the effect of which amendments would be that amounts received 
in respect of a decedent under section 691 would be included in gross income 
only to the extent that they exceed the value as finally determined for Federal 
estate tax purposes of the right to receive such amounts. 

Your thoughtful consideration of the situation will be much appreciated. 


WRITTEN STATEMENT BY RICHARD H. STEWART IN SUPPORT OF AMENDMENT OF 
Section 691 (c) AND ReLatep Sections To Provipe ror A CREDIT FOR FEDERAL 
Income Tax Purposes ror EstaTe TAxes ATTRIBUTABLE TO THE ITEMS OF IN- 
COME IN RESPECT OF A DECEDENT 


The purpose of this statement is to respectfully suggest a change in the pro- 
visions of section 691 dealing with income in respect of a decedent. Section 691 
(a) of the Internal Revenue Code of 1954 provides in general that the amount 
of all items of gross income in respect of a decedent which are not properly in- 
cludible in respect of the taxable period in which falls the date of his death or 
a prior period shall be included in the gross income for the taxable year when 
received of: 

(A) the estate of the decedent, if the right to receive the amount is ac- 
quired by the decedent’s estate from the decedent ; 

(B) the person who, by reason of the death of the decedent, acquires the 
right to receive the amount, if the right to receive the amount is not acquired 
by the decedent’s estate from the decedent ; or 

(C) the person who acquires from the decedent the right to receive the 
amount by request, devise or inheritance, if the amount is received after 
a distribution by the decedent’s estate of such right. 

Under section 691 (a) (3) the right described in section 691 (a) (1) is treated 
in the hands of a successor in interest of the decedent as if it had been acquired 
by such successor in interest in the same transaction in which the right was 
originally derived by the decedent. Under this same provision, the amount 
includible in gross income of such successor in interest is treated as having 
the same character as it would have had in the hands of the decedent if the 
decedent had lived and received such amount. Under section 691 (b) a credit 


and certain deductions in respect of a decedent are allowable to certain suc- 
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cessors-in-interest. Said credit and deductions are also taken into account 
in determining the “net value” for estate tax purposes of all the items described 
in section 691 (a) (1). 

In recognition of the fact that the right to receive income in respect of a 
decedent may have caused certain Federal estate taxes with respect thereto, 
section 691 (c) provides a deduction for Federal income-tax purposes for estate 
taxes attributable to the items of income in respect of a decedent. It provides in 
general that a person who includes an amount in gross income under section 
691 (a) shall be allowed, for the same taxable year, a deduction of an amount 
which bears the same ratio to the estate tax attributable to the net value for 
estate-tax purposes of all the items described in section 691 (a) (1) as the value 
for estate-tax purposes of the items of gross income or portions thereof in 
respect of which such person included the amount in gross income (or the amount 
included in gross income, whichever is lower) bears to the value for estate-tax 
purposes of all the items described in section 691 (a) (1). 


RECOMMENDATION 


It is respectfully recommended that section 691 (c) be amended by striking 
the words “as a deduction” appearing in sections 691 (c) (1) (A) and (B) and 
substituting the words “as a credit against the tax imposed by this subtitle for 
the taxable year”, and by striking the words “Deduction” and “deduction” 
appearing in the title to section 691 (c) (2) and in the last sentence of section 
691 (c) (2) (B), respectively, and substituting the words “Credit” and “credit.” 
respectively. Appropriate changes along these same lines should also be made in 
section 421 (d) (6) (B), as well as any other appropriate sections. 

The purpose of this recommendation is to permit an estate or other person 
who must include in gross income an item of income in respect of a decedent to 
obtain a credit for the Federal estate taxes attributable to said item in lieu of 
only a deduction from gross income for such Federal estate taxes. Unless a 
taxpayer is given credit against income taxes for such Federal estate taxes and 
not merely a deduction, he will bear the burden of not only the full Federal 
income taxes attributable to the inclusion of such item in his income when 
received, but also a proportion of the Federal estate taxes attributable to such 
item. The extra burden of the Federal estate taxes with respect to the same item 
is not completely alleviated by permitting a taxpayer to have only a deduction 
from income for such taxes since the value of a deduction to a taxpayer would 
depend entirely on his income-tax bracket. A taxpayer in the lower bracket 
for income-tax purposes would bear a proportionately larger part of the Federal 
estate taxes. For example, a taxpayer in the 20-percent Federal income-tax 
bracket receiving a deduction from income for Federal estate taxes attributable 
to the inclusion of such an item in his income would find that each dollar of 
deduction for Federal estate taxes reduces his income tax by 20 cents. He 
would personally bear the full income taxes on such item included in his income 
and in addition 80 percent of the Federal estate taxes attributable to such item. 
A taxpayer in the 60-percent bracket for income-tax purposes would still bear 
the burden of 40 percent of the Federal estate taxes attributable to the inclusion 
of an item of gross income in his income-tax return, since each dollar of 
deduction for Federal estate taxes decreases his income tax by only 60 cents. 
Since it is inequitable to impose the burden of the Federal estate tax upon 
the right to income, and the Federal income tax upon the receipt of such income, 
without proper adjustment for the burden of such Federal estate tax, it is 
respectfully suggested that the deduction for Federal estate taxes provided by 
section 691 (c) be changed to a credit against income taxes so that each dollar of 
Federal estate taxes attributable to the inclusion of an item of gross income in 
respect of a decedent would decrease the income-tax liability with respect to the 
very same item by an equal amount and nothing less. If this recommendation 
is followed the existing inequity resulting from hte imposition of a Federal 
estate tax on the right to income, and an income tax on the income itself, would 
be corrected. It obviously is unfair to subject such item to this double taxation 
= to impose the resulting penalty against taxpayers receiving income of this 
character. 
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PirrsBurGH, Pa., September 11, 1957. 
Re section 44 (d) of the Internal Revenue Code of 1939 and section 453 (d) (38) 
and 691 (a) (4) of the Internal Revenue Code of 1954 
Hon. JERE COOPER, 
House of Representatives, Washington, D.C. 


Dear Mr. Cooper: Pursuant to your press release of August 9, 1957, I have 
enclosed a form of a bill to add a new section to Internal Revenue Code of 1954. 
The purpose of this bill is to remedy an inequity arising from a faulty interpreta- 
tion by the Bureau of Internal Revenue of section 44 (d) of the Internal Revenue 
Code of 1939, by not giving effect to the changes made by the provisions of sections 
453 (d) (3) and 691 (a) (4) of the Internal Revenue Code of 1954, or the intent of 
Congress in enacting those latter provisions. 

In brief, the factual circumstances which gives rise to this inequitable situa- 
tion is as follows: 

The taxpayer might sell real estate on the installment basis and at his death in 
1951 might be possessed of certain installment obligations. 

The law applicable at the date of the decedent’s death, (Internal Revenue Code 
of 1939, sec. 44 (d), would provide that: 

1, If the taxpayer had received the proceeds of installment obligations 
during his lifetime, those proceeds would have given rise to income to said 
taxpayer ; 

2. Since the taxpayer died, the Internal Revenue Code should not permit the 
ordinary income already earned to escape an income tax; 

3. Therefore, section 44 (d) would provide 1 of 2 alternatives: (a) the 
income from these installment obligations was to be realized in the last re- 
turn of the decedent; or (b) the beneficiaries of the estate of the decedent 
or the estate could post a bond as a guaranty that the income tax in respect 
of those installment obligations would be paid as the installment obligations 
were collected. 

It is the last circumstance that is particularly onerous today. Under the Internal 
Revenue Code of 1939, there was no escape from the fact that if one would want to 
avoid immediate payment of tax on the profits on installment obligations owned by 
the decedent, one had to post bond. From our experience it was almost impossible 
to get a bonding company to post bond, and, therefore, the procedure was that the 
decedent’s beneficiaries would have to secure from the Internal Revenue Service a 
determination of the amount of bond acceptable by that service. Then the bene- 
ficiaries would have to put up United States Government bonds in that amount. 

It is here to be pointed out that the requirements for the bonds only arose by 
virtue of the provisions of section 44 (d) which said that on the death of a 
decedent, the Internal Revenue Code worked what was technically called a 
disposition of the bonds and that therefore all of the income would be immed- 
iately recognized. 

Under section 453 (d) (3) of the Internal Revenue Code of 1954, it is specif- 
ically provided that the death of a decedent owning installment obligations shall 
not work a “disposition” of the obligations; in other words, there is no longer the 
necessity for recognizing all of the ordinary income inherent in the install- 
ment obligations in the last return of the decedent. 

As a result, the requirement for the posting of a bond is of course altogether 
eliminated. 

Section 691 (a) (4) describes how the proceeds of installment obligations are 
to be treated by the beneficiaries of the decedent’s estate. 

This brings us to the nub of this question. You will note that for a decedent 
dying before the effective date of the Internal Revenue Code of 1954, a bond 
would have to be placed; but for the decendent dying after the effective date 
of the Internal Revenue Code of 1954, no bond would have to be replaced. 

It is the opinion of this office that Congress did not intend that a bond should 
henceforth be required under any circumstances after the effective date of that 
act. That is, we feel that the law now states that no disposition of installment 
obligations takes place as of the date of the decedent and that the only obligation 
on the part of a beneficiary of the estate is to pay the income tax on the 
profit of installment obligatiuns as collections are made. Note that if the execu- 
tors file a bond under the old section 44 (d) the same obligation accrues to the 
beneficiary. That is, the only difference between old section 44 (d) and the 
new sections of the law, in a situation when a bond is filed, is that under the old 
law there is a guarantee that the taxpayers will pick up the profit on installment 
obligations as collections are made—that guarantee being in the form of bonds. 
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It seems to us then that since the bond requirement has been removed from 
the language of the code, the removal should be effective for all decedents who 
now have bonds placed regardless of the date of death, and the bonds now placed 
should be returned. That is, if the intent of Congress was that beneficiaries of 
decendents who are receiving amounts in repsect of installment obligations have 
only a duty to report taxable income from collections, then all such bene- 
ficiaries should be treated alike. The beneficiary of a decendent dying August 
15, 1954, should not be treated differently from a beneficiary of a decedent dying 
August 17, 1954. The tax situation with respect to both is exactly the same, 
the Government is not deprived of any revenues, and the intent of Congress is 
given full effect. 

The correction procedure should include the return to the taxpayers of those 
bonds now posted. 

This amendment will reverse Revenue Ruling 55-627, CB 1955-2, page 550, 
which now provides that bonds posted under section 44 (d) of the Internal Rev- 
enue Code of 1939 are not affected by the new provisions of the Internal Revenue 
Code of 1954. 

Very truly yours, 
Roperrt H. SABE, 
Attorney at Law. 





A BILL To amend the Internal Revenue Code of 1954 with respect to bonds filed under 
the Internal Revenue Code of 1939 on installment obligations 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That there shall be added to the In- 
ternal Revenue Code of 1954 section 7104 as follows: 


“SEC. 7104. BONDS HERETOFORE FILED IN RESPECT OF SECTION 44 (d) 
OF THE INTERNAL REVENUE CODE OF 1939 


“(a) Bonds heretofore filed with the Commissioner under the provisions of 
section 44 (d) of the Internal Revenue Code of 1939 shall, under regulations 
to be prescribed by the Commissioner, forthwith be returned to the successors in 
interest of decedents affected. 

“(b) The effective date of this provision shall be January 1, 1956.” 


PETITION TO THE CHAIRMAN, COMMITTEE ON WAYS AND MEANS, 
HovusE OF REPRESENTATIVES, WASHINGTON, D. C. 


TO BE CONSIDERED AT THE HEARING BEGINNING JANUARY 7, 1958, AND MADE A PART 
OF THE RECORD, FOR THE PURPOSE OF AMENDING SECTION 2039 OF THE 1954 
INTERNAL REVENUE CODE 


To the Honorable JERE Cooper, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


(Attention: The Clerk, New House Office Building.) 


Sm: It is understood that the purpose for this hearing is to reexamine the 
basic policies underlying our tax laws looking toward such possible revisions in 
order to obtain a revenue system which is fair, equitable, neutral in impact 
between dollars of income from similar sources, responsive to changes in eco- 
nomic conditions, and capable of compliance and administration with a mini- 
mum of taxpayer and governmental effort, and which at the same time produce 
the needed revenues for the Government. 

I, therefore, wish to bring to your attention a section of the 1954 code that 
as interpreted by the regulations works a severe hardship upon estates and their 
beneficiaries. This section reads as follows: 

“Sec. 2039. ANNUITIES 

“(a) General.— 

“The gross estate shall include the value of an annuity or other payment re- 
ceivable by any beneficiary by reason of surviving the decedent under any form 
of contract or agreement entered into after March 3, 1931 * * *, if under such 
contract or agreement, an annuity or other payment was payable to the 
decedent, or the decedent possessed the right to receive such annuity or pay- 
ment, either alone or in conjunction with another for his life or for any period 
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not ascertainable without reference to his death or for any period which does 
not in fact end before his death. 

“(b) Amount Includible.— 

Subsection (a) shall apply to only such part of the value of the annuity or 
other payment receivable under such contract or agreement as is proportionate 
to that part of the purchase price therefor contributed by the decedent. For 
purposes of this section, any contribution by the decedent’s employer or former 
employer to the purchase price of such contract or agreement (whether or not 
to an employee’s trust or fund forming part of a pension, annuity, retirement, 
bonus or profit sharing plan) shall be considered to be contributed by the 
decedent if made by reason of his employment. [Italic supplied.] 

“(c) Exemption of Annuities under Certain Trusts and Plans.— 

“Notwithstanding the provisions of this section or of any provision of law, 

there shall be excluded from the gross estate the value of an annuity or other 
payment receivable by any beneficiary (other than the executor) under— 
’ “(1) An employees’ trust (or under a contract purchased by an employee’s 
trust) forming part of a pension, stock bonus, or profit-sharing plan which, at 
the time of the decedent’s separation from employment (whether by death or 
otherwise), or at the time of termination of the plan if earlier, met the require- 
ments of Section 401 (a); or 

(2) A retirement annuity contract purchased by an employer (and not by 
an employee’s trust) pursuant to a plan which, at the time of decedent’s separa- 
tion from employment (by death or otherwise), or at the time of termination 
of the plan if earlier, met the requirements of Section 401 (a) (3). 

“If such amounts payable after the death of the decedent under a plan described 
in paragraph (1) or (2) are attributable to any extent to payments or contribu- 
tions made by the decedent, no exclusion shall be allowed for that part of the 
value of such amounts in the proportion that the total payments or contributions 
made by the decedent bears to the total payments or contributions made. For 
purpose of this subsection, contributions or payments made by the decedent’s 
employer or former employer under a trust or plan described in this subsection 
shall not be considered to be contributed by the decedent. This subsection 
shall apply to all decedents dying after December 31, 1953.” 


OBJECTIONABLE FEATURE TO WHICH I WISH TO CALL ATTENTION 


My criticism is directed to paragraph (a) of this section as it is applied to 
contingent annuities. 

It has become a custom with many companies to enter into an agreement with 
their valuable officials as follows: 

“When the official reaches his retirement age if he agrees to hold himself 
available to advise and consult with the management when called upon, and 
does not in any way serve or attach himself to a competitor, the company will 
pay him an annual stated sum during his life, and if he predeceases his wife, 
the company will pay her a lesser sum during her life.” 

The consideration that the company pays for is, that it retains the valuable 
experience of the retired official. By this agreement the retired official agrees 
that if he fails to make himself available when needed or called upon, or places 
himself out of the reach of his company, or serves or attaches himself to a 
competitor, the agreement becomes null and void and no rights enure to either the 
official or his wife. The official under the agreement creates a contingent right 
for the benefit of his wife if he predeceases her. He has no reversionary interest 
in the value of the wife’s rights. If she dies before her husband, her rights 
die with her, and even after the rights become vested in the wife by outliving 
her husband she cannot dispose by will of the property as the right to receive 
such monies die with her. At best the husband when he makes the agreement 
only acquired for the service that is expected of him a contingent right for his 
wife to receive a sum annually if he performed his part of the agreement and 
if she outlived him. 

In most cases these agreements are made sometime before the official retires 
and he cannot assign or change the beneficiary nor does he have any interests 
whatsoever in the right created for the benefit of his wife. When agreement is 
made the company obligates itself to make the agreed payments on one side and 
the official obligates himself not to serve any competitor of his company and to 
be at all times available for consultation and advice on his part. There is mutual 
consideration which constitutes a binding contract. There is no transfer of 
property to the wife when the agreement is made. She simply gets a contingent 
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right based on the husband fulfilling his part of the agreement, and that she 
outlives him. 

Under paragraph (a) of section 2039 of the code, because the wife’s pension 
is termed an annuity and does not come under any of the qualified types or 
plans recognized by the regulations, it includes an estimated value for the wife’s 
right based upon her life expectancy in the husband’s estate and taxes it ac- 
; cordingly. 

: RESULT 





This procedure imposes a very harsh burden upon the husband's estate, as it 
increases the estate tax and unreasonably limits his marital deduction and 
forces the estate of the husband to pay tax upon an intangible sum that did not 
become property or vest in anyone until after he died. The right of the wife 
never became a realized portion of the husband’s estate, He could not change 
the beneficiary, he has no reversionary interest in what the wife would receive 
and the benefit or value to the wife is highly contingent. It depended upon 
her husband fulfilling the agreement and that she would outlive her husband. 
The wife's life expectancy might be 10 years or more, and a large fictitious sum 
under the present regulations would be added to the husband's estate and taxed 
although the wife may only live for a year or two and her receipts from her 
annuity would be nominal—nothing like the fictitious value included in the 
husband’s estate and upon which tax would have to be paid. 

This procedure seems entirely inequitable and I submit should be changed. 

Previous to October 7, 1949, the courts held that the value of such a right 
should not be included in the estate of the decedent. (See Higgs’ Estate v. Com- 
missioner, 184 F. 2d 427; 39 A. F. T. R., p. 1070), and (Commissioner v. Twogood’s 
| Estate, 194 F. 2d 627; 41 A. F. T. R., p. 852). But section 811 (c) of the 1939 
code was amended to include such rights in the estate for tax purposes. This 
ehange is continued in paragraph (a) of section 2039 of the 1954 code, and 
results in the hardship that I am bringing to your attention. 


a Se a TT 





REMEDY 


Annuities received under the circumstances herein cited should be taxed in 
full as ordinary income to the wife when and if she received the proceeds 
annually. In this way the Government would get the full tax on all income 
received by the wife no matter how long she lived and the estate would not be 
taxed upon a fictitious value that it never owned and from which income or 
capital may never be realized as an asset of the estate. 

If the above suggestion is adopted, the Government would lose little, if any, 
revenue, and the tax would be levied upon the full income realized by the wife, 
which would be upon a sound and equitable basis. 


SUGGESTED CORRECTION 


In paragraph (c) of séction 2039 of the code an exception is made to the rule 
as prescribed in paragraph (a) of this section. A genuine relief to the estates, 
executors, or administrators would result in a fair and just method of taxation 
if annuities similar to the illustration herein given, where the expectancy is 
so contingent, would be brought within the purview of paragraph (c) instead of 
(a) of section 2039. 

SUMMARY 


The application of paragraph (a) of section 2039 of the 1954 code is to a 
situation similar to the one herewith presented, inequitable and unsound. 

The decedent has no interest in the right created during his lifetime, and such 
a right would have no market value during the lifetime of the husband. There 
is really nothing of value to be included in the decedent’s estate, because the 
decedent owned nothing that could be disposed of during his life and has no 
market value while he lived. 

Respectfully submitted. 


Greorce B. FurMAn, 
ROBERTSON, FuRMAN & MuRPHY, 
Washington, D.C. 
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STATEMENT BEFORE THE WAY AND MEANS COMMITTEE ON STATUS OF WiID0w’s 
ALLOWANCE AS A MARITAL DEDUCTION 


The statutes of most of the States provide an allowance out of a decedent’s 
estate for the maintenance and support of the surviving spouse or children of 
the decedent, pending administration of the estate. Such an allowance is com- 
monly called a widow’s allowance. 

Prior to the enactment of the Revenue Act of 1950, a widow’s allowance was 
specifically deductible from the gross estate under section 812 (b) (5) of the 
Internal Revenue Code of 1939, which provided for the deduction of amounts 
“reasonably required and actually expended for the support during the settle- 
ment of the estate of those dependent upon the decedent.” This deduction as 
such was eliminated by section 502 of the Revenue Act of 1950, effective with 
respect to estates of decedents dying after September 23, 1950. 

So long as a widow’s allowance was specifically deductible under section 812 
(b) (5) of the Internal Revenue Code of 1939, a deduction could not also be 
taken for such an allowance under the marital deduction section of the 1939 
code (sec. 812 (e)). See Regulations 105, section 81.47b (c). However, when 
section 812 (b) (5) was eliminated from the code by section 502 of the Kevenue 
Act of 1950, the Senate Finance Committee and the House Ways and Means 
Committee carefully indicated that thereafter a widow’s allowance would nor- 
mally qualify for deduction under the marital deduction section of the code. 
Both the Senate Finance Committee and the House Ways and Means Commit- 
tee reports accompanying the bill which became the Revenue Act of 1950 state 
as follows with respect to section 502: 

“Under existing law amounts expended in accordance with the local law for 
support of the surviving spouse of the decedent are, by reason of their deducti- 
bility under section 812 (b), not allowable as a marital deduction under section 
812 (e) of the code. However, as a result of the amendment made by this sec- 
tion, such amounts heretofore deductible under section 812 (b) will be allow- 
able as a marital deduction subject to the conditions and limitations of sec- 
tion 812 (e).” 

The obvious congressional intention was that, with respect to estates of 
decedents dying after September 23, 1950, a widow’s allowance would normally 
be deductible under section 812 (e). Of course, to be deductible as a marital 
deduction, it would have to fall within the 50-percent limitation contained in 
section 812 (e) (1) (H). But we do not believe that Congress intended that 
a deduction for the widow’s allowance should be barred because of a failure of 
such allowance to meet the “passing interest’ and ‘‘terminable interest” tests of 
section 812 (e). 


THE “PASSING INTEREST” PROVISION 


Only the value of an interest in property “which passes or has passed from 
the decedent to his surviving spouse” qualifies for the marital deduction under 
the 1939 code, and passing interests are specifically defined in section 812 (e) 
(3) of the code. To conclude that the statutory right to a widow’s allowance 
does not fall within the definition of section 812 (e) (3) would mean that no 
widow’s allowance could qualify for the marital deduction and would result in a 
complete destruction of the congressional intention. Accordingly, to give the 
congressional purpose any effect whatever, a widow’s allowance must be regarded 
as an inherited interest or as a dower or curtesy interest. The Internal Revenue 
Service has apparently recognized the necessity of such a construction as it has 
at least inferentially ruled that the widow’s allowance is a passing interest. 
Rev. Ruling 83, 1953-1 C. B. 395. However, in Hstate of Proctor D. Rensenhonse 
(27 T. C. 107 (1956) ), the Service took a different position, contending therein 
that the widow's allowance was not a passing interest and the Tax Court upheld 
that position, concluding that the widow’s allowance was neither an interest 
in property bequeathed or devised to the widow, an interest inheriated by her, 
nor a dower interest or statutory interest in lieu thereof. Three judges dis- 
sented, stating that in their opinion the widow’s allowances was “inherited” 
property. 

THE “TERMINABLE INTEREST” PROVISION 


Under section 812 (e) (1) of the 1939 code, terminable interests do not qualify 
for the marital deduction. In some States, the statutes provide for an allowance 
of a specific dollar amount to the surviving spouse for her support and mainte- 
nance during the settlement period, and this amount is payable to the surviving 
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spouse (or her estate) whether or not the surveying spouse dies or remarries and 
regardless of the length of the settlement period. In most States, however, the 
amount of the widow’s allowance is keyed to the need for support and main- 
tenance on the part of the surviving spouse, so that if the surviving spouse dies 
while the estate is in process of administration, the amounts paid out by the 
estate under the widow’s allowance would cease. Allowances in such States are 
made on a monthly basis and continue only so long as the estate remains un- 
settled. The Service has ruled, in Rev. Rul. 88, supra, that widow’s allowances 
under the laws of these latter States are terminable interests because such laws 
“do not confer upon the surviving spouse of a decedent any vested indefeasible 
right of property” and the allowances “amount to no more than annuities pay- 
able out of the assets of the estates during the periods of settlement or until 
prior death or remarriage of the surviving spouses.” We believe this position 
of the Service to be untenable, not only because it violates the congressional pur- 
pose as evidenced by the legislative history of section 502 of the Revenue Act 
of 1950, since it would mean that the widow’s allowance of only a few of the 
States could qualify for the marital deduction, but also because it is based on an 
incorrect construction of the terminable-interest provision. 

For the terminable-interest rule to apply, (i) the interest in property passing 
to the surviving spouse must be of a sort that may terminate or fail upon the 
lapse of time, or upon the occurrence or nonoccurrence of an event or contingency, 
and (ii) an interest in the same property must pass from the decedent to a person 
other than the surviving spouse under such circumstances that if the interest in 
property passing to the surviving spouse fails or terminates, then such other 
person May possess or enjoy any part of the same property. A widow’s allow- 
ance keyed to maintenance and support, to the extent it has been paid, does not 
terminate or fail when the surviving spouse dies during the administration of 
the estate. The only interest the surviving spouse gets is the right to support 
and maintenance, and that interest must be fully paid. If the surviving spouse 
dies during the administration of the estate, the amount of the widow’s allow- 
ance may be less than would otherwise be the case. But that does not mean that 
the widow’s allowance, in any sense, has terminated or failed. On the contrary, 
the widow’s allowance has been completely satified. Moreover, the widow’s 
allowance becomes completely the property of the surviving spouse, and no other 
person can get, or in any sense possess or enjoy, an interest in the property com- 
posing the widow’s allowance. On none of the required counts, therefore, does 
the widow’s allowance come within the statutory definition of a terminable 
interest. 

Rey. Rul. 83 was ignored by the United States District Court for the Western 
District of Oklahoma in King v. Wiseman, 147 F. Supp. 156 (1956), in holding that 
amounts paid to the surviving spouse as a widow’s allowance under Oklahoma 
law were allowable as part of the marital deduction, although such amounts had 
been paid to her on a month-to-month basis and under a statute which authorized 
the continuance of the payments throughout the period of settlement of the 
estate. The Government had argued by brief therein that, in accordance with 
the principles of Rev. Rul. 83, the widow’s allowance under the Oklahoma statutes 
was a terminable interest and therefore did not qualify for the marital deduction. 

The provisions of the 1939 code hereinabove referred to were reenacted in the 
Internal Revenue Code of 1954 without any modification here pertinent. H. R. 
8300 (which became the 1954 code), however, as it passed the House, contained 
a provision (sec. 2056 (b) (7)) which expressly allowed the window’s allowance 
to qualify for the marital deduction to the extent paid within 1 year of the 
decedent’s death. This provision was rejected by the Senate, with the following 
comment appearing in the report of the Senate Finance Committee: 

“Your committee rejected a special provision added by the House that allowed 
widow’s allowances to qualify for the marital deduction to the extent paid within 
1 year of the decedent’s death. Under present law many widows’ allowances 
qualify for the marital deduction without regard to the time of payment. It is 
believed that the House bill might raise some question as to the treatment under 
the marital deduction of these widow’s allowances to the extent not received 
within 1 year of the decedent’s death.” 

The conference committee report, in accepting the Senate amendment, stated: 

“This amendment strikes out subsection (b) (7) of section 2056 which would 
have specifically excepted from the terminable interest rule generally applicable 
to the estate tax marital deduction payments for the support of the surviving 
spouse within 1 year of the decedent’s death. In repealing the deduction for 
support of dependents formerly allowed by section 812 (hb) and providing that 
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such amounts will be allowable as a marital deduction, the report of the Com- 
mittee on Ways and Means on the Revenue Act of 1950 (Rept. No. 2319, 8ist 
Cong.) stated : 

“Under existing law amounts expended in accordance with the local law for 
support of the surviving spouse of the decedent are * * * not allowable as a 
marital deduction under section 812 (e) of the code. However, as a result of the 
amendment made by this section, such amounts heretofore deductible under sec- 
tion 812 (b) will be allowable as a marital deduction subject to the conditions 
and limitations of section 812 (e).’ 

“Many of these ‘widows’ allowances’ should qualify for the marital deduction 
under present law without regard to the time of payment. Therefore, the added 
complications of this section are largely unnecessary.” 

Added complications have nevertheless arisen since the enactment of the 
1954 code in the form of the Tax Court decision in the Rensenhouse case, the 
decision of the district court in the King case, and the uncertainty as to the 
precise position of the Service in the matter. It appears at present that, in the 
opinion of the Tax Court, no widow’s allowance could qualify for the marital 
deduction since none would be a passing interest. Under the philosophy of 
Revised Rule 88, the widow’s allowance in some States would qualify; in others 
it would not. And, under the rationale of the King case, presumably the widow’s 
allowance in all States would qualify. We believe that some amendment of the 
marital-deduction provisions at this time is justified by this state of confusion. It 
is not a question now of added complications but of removing complications which 
have already arisen, complications which would at best permit the deduction of 
the widow’s allowance only by resort to the filing of a refund claim and the 
prosecution of a suit for refund. It is respectfully requested that Congress 
therefore enact, in clear and unabiguous terms, legislation which would achieve 
the results which were intended by Congress when it enacted section 502 of the 
Revenue Act of 1950. 

Ths can be accomplished by amending section 812 (c) of the Internal Revenue 
Code of 1939 by the addition of a new subparagraph (H) to paragraph (3), 
reading as follows: 

“(H) such interest consists of amounts paid for the support of the surviving 
spouse during the settlement of the estate, under the laws of the jurisdiction 
under which the estate is being administered ; and such amounts for the purposes 
of subparagraph B of paragraph (1) to the extent in fact paid to the surviving 
spouse, or vested in the surviving spouse under local law, shall not be considered 
as an interest which will terminate or fail. The provisions of this subparagraph 
shall be effective with respect to the estates of decedents dying after September 
23, 1950.” 


and by amending section 2056 of the Internal Revenue Code of 1954 by the addition 
of a new paragraph (7) to subsection (b) reading as follows: 

“(7) Allowance for support of spouse.—In the case of an allowance under the 
laws of the jurisdiction under which the estate is being administered for the 
support of the spouse during the settlement of the estate, any amounts paid to 
such spouse— 

“(A) shall, for purposes of subsection (a), be considered as passing to the 
surviving spouse; and 

“(B) shall not, for purposes of paragraph (1), be considered as passing to any 
person other than the surviving spouse.” 


STATEMENT OF RICHARD D. DANIELS, ATTORNEY, BEFORE THE COMMITTEE ON WAYS 
AND MEANS, HousE OF REPRESENTATIVES, WASHINGTON, D. C. 


My name is Richard D. Daniels and I am an attorney in active practice with 
offices in the Washington Building, Washington 5, D. C. I respectfully invite 
the committee’s attention to the need of passing a retroactive amendment to sec- 
tion 2054 of the Internal Revenue Code of 1954. The section reads as follows: 
“Sec. 2054. Losses. 

“For the purposes of the tax imposed by section 2001, the value of the tax- 
able estate shall be determined by deducting from the value of the gross estate 
losses incurred during the settlement of estates arising from fires, storms, ship- 
wrecks, or other casualties, or from theft, when such losses are not compensated 
for by insurance or otherwise.” 

It covers losses in the administration of the estates of decedents and, as pres- 
ently written, places a premium on what might be entitled maladministration of 
these estates, but leaves no relief for an estate which has been administered in 
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accordance with law by orderly processes such as those exercised by a reason- 
ably prudent and diligent man. 

The Bureau of Internal Revenue consistency refuses to recognize as a 
deduction from the estate of a decedent any loss incurred by the executor on the 
sale of securities, even though such sale has been authorized and sanctioned by 
the probate branch of a court of record. 

As shown by the language of the section itself, the losses are fire, shipwreck, 
ete., or theft, and in many instances losses which might well be prevented by 
an executor in handling an estate. Yet, on the contrary, even when a ssle of 
securities aas to be niade by an executor for the payment of the Governnent’s 
own taxes, and a loss occurs in connection therewith, such loss is not dedu:tible 
from the gross estate. 

I suggest the following language: 

Insert between the words “from” and “fires” “sales of security by a fiduciary 
in the administration of an estate, when approved by an order of court.” 

The amendinent, if passed, should be retroactive to the date of the enactment 
of the 1954 code. 

Respectfully submitted. 


Ricuarp D. DANIELS. 


(Thereupon, at 11:50 a. m., the committee recessed, to reconvene 
at 10 a. m., Thursday, January 23, 1958.) 
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THURSDAY, JANUARY 23, 1958 


House or RepresENTATIVES 
, 
CoMMITTEE ON Ways AND MEans, 


Washington, D.C. 


The committee met at 10 a. m., pursuant to recess, in the hearing 
room of the committee, House Oflice Building, Hon. Wilbur P. Mills, 
chairman of the committee, presiding. 

The Cuamman. The committee will please come to order. 

Our first witness this morning is Mr. A. L. Reed. Mr. Reed, will 
you please come forward and, for the purposes of the record, identif 
yourself by giving us your name, address, and the capacity in which 
you appear. 


STATEMENT OF A. L. REED, PUBLIC INFORMATION COMMITTEE OF 
THE COTTON INDUSTRIES, DALLAS, TEX. 


Mr. A. L. Reep. Yes, sir. 

Mr. Chairman and gentlemen of the committee, my name is A. L. 
Reed. I reside in Dallas, Tex. I am appearing as a member of the 
Public Information Committee of the Cotton Industry. For short, 
I will call it the Public Information Committee. 

We have 1,673 individuals, firms, and corporations supporting our 
efforts to obtain some character of tax equality between cooperatives 
and other tax-paying members of the cotton industry. 

The cotton industries ‘are small business. They consist primarily 
of cotton gins, cottonseed oil mills, cotton compresses in warehouses, 
and cotton warehouses. They do not include the spinning mills, so 
far as we were able to determine, the cooperatives are not operating 
any cotton spinning mills. 

The two documents which we have delivered to the committee, 
consisting of volumes 1 and 2, were compiled from 6,500 pages of 
financial documents, charters, by-laws, published statements, and ar- 
ticles of various characters. They deal with the cooperative corpo- 
rations and their competitive relationship to the tax-paying corpo- 
rations engaged in the cotton industry business. 

In the prior hearings, an effort was made to compare the little 
cooperative marketing agency of the cotton co-ops with the cotton 
merchandising business. In the first place, the comparison was out 
of order because the cotton merchandising business is not an indus- 
try in the sense that it requires a substantial investments of capital 
in plant and equipment. The cotton merchandising business is more 
nearly a profession. 
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The best evidence of the lack of application of the comparisons 
which were given to you in the prior hearings will be found by 
looking at appendix B in volume 1 of our statement. There we 
have listed the 12 cooperative cotton-marketing agencies, Eight out 
of those 12 will not be materially affected by the proposal which we 
have made, because they are very nearly true cooperatives. They 
market the producer’s cotton and return the proceeds thereof to the 
producer. ‘They are not retaining the profits for capital investment 
on account of their members. 

There were 8 out of the 12 I said would not be affected. The best 
illustration of the other four is in that list on appendix B, that will 
be affected. They are the Staple Cotton Growers Cooperative Asso- 
ciation of Greenwood, Miss.; Calcot, Ltd., of Fresno, Calif.; the 
Cotton Producers Association of Atlanta, Ga.: and the Southwest- 
ern Irrigated Cotton Growers Association, of E] Paso. The last- 
named association, under present practices, would not be affected. 
Heretofore it has retained tax-free profits to buy out and pay out 
and invest in the cottonseed oil mills. It now has that paid for and 
is operating as a true cooperative. 

The Staple Cotton Cooperative Association of Greenwood, Miss., 
is a good illustration of how tax-free profits are invested for the 
account of wealthy members. Exhibit 9 in volume 2 contains an ab- 
breviated financial statement of that organization. In it, you will 
find a capital investment of $4,686,000; $1,400,000 was invested in a 
cotton discount corporation; $3,286,000 was invested in Government 
bonds. 

There is nothing wrong with investing their capital in Government 
bonds. I have some, too. The corporation that paid me dividends 
first paid 50 percent income tax. Then I paid from 40 to 60 percent 
income tax, frden what I had left I invested in Government bonds. 

This $3,286,000 invested by the Staple Cotton Growers in Govern- 
ment bonds for the account of their members, unless we attribute to 
those men the greatest stupidity on earth, was invested without pay- 
ing a dime income tax on their profits. 

What type of member received the benefit of those tax-free invest- 
ments ? 

We have the financial records of 3 of their executive officers and 6 
of their directors. Those 9 men have a net worth of $4,875,000, and 
they own 25,000 acres of the most wealthy land in America: in the 
Mississippi Delta. One of their members is the Delta Pine Land 
Corp. of Scott, Miss. It has a net worth of $3,580,000, and it owns 
38,000 acres of land in the delta area of Mississippi. For the ‘ac- 
count of that type of member, tax-free capital investments were 
made. 

That is just an illustration of the four marketing agencies. Eight 
out of 12 are not doing that. They are honestly marketing the pro- 
ducer’s cotton, and they are honestly returning the cash to him. That 
is all we are asking you to require with respect to all of them. 

The cotton gin is the source of all cotton business. At that point, 
the lint is separated from the seed, and both become commercial 
commodities. Since Ely Whitney, efforts have been made to con- 
trol the cotton gin, because it give you control of the cotton business. 

We have had placed before you a little map. If I car get you to 
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look at that, I will save your time and mine. If you will open that 
map up you will find marked out certain concentrated areas. Three 
are blacked out and three are circled in black. In those six con- 
centrated ares, you have less than 30 percent of your cotton farms, and 
they produce more than 50 percent of the cotton. In those concen- 
trated areas, you find a vast majority of the wealthy cooperative 
corporations which take full advantage of this tax exemption by 
retaining tax-free profits to make capital investments for the account 
of their members. 

Where did Mr. D. W. Brooks of the Cotton Producers Association of 
Atlanta, Ga., go when he wanted to invest some of this $7,900,000 that 
that cooperative had retained out of the tax-free profits of the Georgia 
producers? Where did he go to build two gins? He went to Pima 
County, Ariz., where 1 farm received a check of $209,000 out of the 
soil bank, where 4 counties produced nearly a million bales of cotton. 

In the entire State of Georgia, Mr. Brooks has provided only six co- 
operative gins for the small average-size farm. He made this invest- 
ment where the wealth was and where the wealthy man could profit 
by this tax break that you are giving him in the income-tax laws. 

Seventy percent of your cotton farms in the cotton-producing States 
are served by the tax-paying industries for whom I speak. Those 
farms are suffering along with us in the bearing of our tax burden. 

If you will look at that map, there is one little black area out in 
West Texas, very small, right in the center of the map. That is the 
West Texas plains. Fourteen counties in 1956-57 produced 1,589,000 
bales of cotton, approximately 12 percent of the Nation’s production 
on 2 percent of the Nation’s cotton sien Does that tell you anything 
em ane size and the wealth of the man that is profiting from this 

reak ¢ 

In that small, concentrated area, there are 75 cooperative gin cor- 
porations with a net worth on June 30, 1957, of more than $20 million, 
and with an annual net income of over $4 million. These cooperative 
corporations in turn own the oil mill at Lublock and 2 compress cor- 
porations in the same vicinity, 1 at Plainview and 1 at Lubbock. The 
combined net worth of these intercorporate businesses is $28 million, 
and their annual net revenue is $5,800,000. They have retained 64 
percent of it, $3,700,000, tax-free, no taxes paid at the corporate level, 
farm level or at any other level. 

What did they do and what are they doing with those tax-free 
profits?’ The compress at Plainview, the cooperative compress, since 
1958 has multiplied its capacity 5 times, retained 88 percent of its 
profit, and reinvested it in capital structure. The compress at Lub- 
bock, since 1948, has multiplied its capacity 28 times. The oil mill at 
Lubbock has multiplied its capacity eight times, out of tax-free profits. 

Mr. Roy B. Davis, the leader and indeed a good one for the co-ops 
in that area, in a letter dated August 2, 1957, pointed out that in 1957 
the cooperative corporations were investing $1 million in new gins— 
in an area where they are not needed. They can only succeed if they 
can put out of business a taxpayer in the same community. 

He points out that they were spending $2,500,000 for other build- 
ings and equipment, a total of $3,500,000 in that small, concentrated 
area. Notice how close that expenditure for capital investment cor- 
responds with their retained earnings of $3,700,000, their retained 
tax-free earnings. 








| 
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What type of member is profiting by these investments ? 

We have the financial records of 76 of their intercorporate direc- 
tors. Those 76 men have a net worth in excess of $7 million. Their 
annual income exceeds $1,250,000 a year. They own 61,354 acres of 
land. Does that look to you as though this tax exemption is accruing 
to the small, needy farmer ? 

There is other evidence in volume 1 that points specifically to the 
fact, that we really ought to know, that an income tax exemption can 
only benefit a man or a corporation that has income. The greater 
the income, the greater the advantage. 

I wish I could get you to look at page 90 of volume 1. I want to 
call your attention to the competitive effect of this. This is a two- 
way street. It is not only a matter of collecting taxes from the co-ops 
who are not now taxed, but it is a matter of protecting taxes that you 
are now collecting from other competing individuals and businesses. 

On page 90 I give you a comparison of the Petersburg gin, a tax- 
payer, with the cooperative gin at Littlefield. The taxpayer had a net 
income of $33,235, and the heavy hand of the Federal income tax col- 
lector took 40 percent of it. The cooperative gin at Littlefield had a 
net income of $104,000, and the tax collector did not touch it. That 
cooperative gin retained 55 percent of that net income, tax free, $57,- 
625, which exceeded the total profits of the Petersburg gin. 

What is more important, I want to call your attention to the fact 
that that gin is a proprietary corporation, owning the oil mills and 
the compresses, and it received in dividends $26,724. The oil mill 

aid no income tax; the gin paid no income tax. That amounted to 
£3.95 per bale of tax-free dividends. After the tax collector got 
through with the Petersburg gin, he had only $1.66 per bale. 

Do you need anything to tell you that the competitive struggle be- 
tween a taxpayer and a tax-exempt organization is strangling off your 
present source of revenues ? 

At page 86 of this volume 1 I compare two oil mills. The other 
day I heard several members of this committee ask some very perti- 
nent questions of the Secretary about the burden of income taxes on 
small business. The Lamesa Cotton Oil mill is small business. The 
figures I am giving you for 5 years precludes anyone’s saying it is just 
a happenstance for one year. The 5-year total net income for the 
Lamesa Cotton Oil mill was $395,000, the 5-year net income of the 
cooperative, and at Lubbock it was $5,644,000. You took 44 percent 
of the Lamesa Cotton Oil mill’s net income as income taxes, and you 
did not touch the income of the giant cotton oil mill at Lubbock. You 
left the Lamesa Cotton Oil Co. with $1.51 per ton of seed to compete 
with an outfit that has $8 profit per ton of seed. They must compete 
in the same immediate vicinity for the raw product. They must dis- 
tribute their manufactured products into the same market. 

Can you look at those figures and reach any other conclusion than 
that in the struggle to meet the tax-free competition of the oil mill 
at Lubbock, the one at Lamesa is gradually grinding itself down to 
where there is no profit? 

We are not limiting our comparisons in that statement to the two I 
have just given to you. At page 94, we give you the competitive effect 
upon the cotton compresses. There, we have compared the West Texas 
Compress Co., that operates 3 plants, at Lubbock, Big Springs, 
and Stanton, with the co-ops that operate 2 plants, one at Plainview 
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ond one at Lubbock. The totals are for 4 years, because that is all I 
had. 

The 4-year total net income of the West Texas Compress Co. was 
$2,071,000. For the cooperative, tax-exempt corporations it was $2,- 
655,000. You took 51 percent of the taxpayer’s net. You left him 
$1,016,000. The two co-ops that made a combined profit of $2,655,000 
retained $2,337,000, retained it. They did not pay it, and they have 
never paid one dime to a farmer direct. What they have paid has 
gone to other cooperative corporations. 

Our proposal is to give them an advantage. The co-op people have 
been our friends for years. We do not want you to do anything that 
will hurt them. We are asking you to do what a number of them are 
now doing: return the profits to the farmer in cash unconditionally. 
And we are asking you most earnestly to break up this intercorporate 
relationship, because it is the thing that is striking us down. We 
think that the money ought to be paid in cash to farmer members un- 
conditionally, so that we shall have an opportunity to compete with 
the farmer’s business and to compete for his equity capital. 

Above all things, please, eliminate this gimmick of book allocation. 

Thank you, Mr. Chairman. 

The Cuatrman. Are there any questions of Mr. Reed ? 

‘Mr. A. L. Reep. Oh, pardon me. May I have that statement made 
a part of the record ? 

The Cuarrman. Mr. Reed, are you referring to this statement? 
[ Indicating. ] 

Mr. A. L. Resp. Yes, sir. 

The CHarrMan. It is some 104 pages. I do not want to object, 
myself, Mr. Reed, but it is very voluminous. I wonder if it would 
not serve your purpose for each member of the committee to have a 
copy of it, and for it not to be entered in the record of the hearings. 

Mr. A. L. Reep. I do not know about your procedure, Mr. Chair- 
man. We are quite anxious for the facts to be in the record before 
you. If that will accomplish it, I will not debate the matter with you. 

The Cuartrman. It would accomplish it so far as we are concerned, 
Mr. Reed. It would not make it in the record where it would be 
readily available to the person reading the record. You understand 
that ? 

Mr. A. L. Reep. We spent an awful lot of time consolidating that 
for you. 

The Cuarrman. I understand you have, and if you want it in the 
record, the Chair will rule that it will be included in the record if 
there is no objection. 

Mr. Foranp. I would have to object, Mr. Chairman. After all, it is 
much too bulky. Let it be introduced by reference. 

The CuarrmMan. Then it will be made available to the members and 
included in this record by reference. 

Mr. Mason. Mr. Chairman, of course our experts will also have it 
available to study and use in drafting a bill. 

The Cuarman. All consideration will be given to it, as though it 
were in the record. 

Mr. Mason. That is right. 

Mr. A. L. Reep. I defer to you, Mr. Chairman. I donot know about 
your procedure. 

20675—58—pt. 2——14 
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Thank you very much. 

(The above-mentioned statement is on file with the committee.) 

The Cuarrman. Are there any questions? 

Mr. Mason. Mr. Chairman, just one. 

The Cuarreman. Mr. Mason will inquire. 

Mr. Mason. As I gather in summarizing your testimony, you are 
trying to show that of 12 cooperatives, 8 were legitimate, and you do 
not want them hurt, and 4 were giants and were taking advantage of 
the situation, and you would like to have them restricted. Is that it! 

Mr. A. L. Reep. That applies to the marketing agencies only; that 


is right. 
Mr. Mason. That is all, Mr. Chairman. 
The Cuamman,. Are there any further questions of Mr. Reed ¢ 


If not, Mr. Reed, we thank you very much for your appearance and 
the information you have given to the committee. 

Mr. Reep. Just a minute, Mr. Chairman. 

The Cuamman. The gentleman from New York, Mr. Reed, will 
inquire. 

Mr. Reep. Have the cooperatives been of great advantage in build- 
ing up the financial background of the areas in which they operate ? 

Mr. A. L. Reep. Mr. Reed, the taxpayers were the pioneers in that 
area, and the cooperatives came in after the tax rate got up to so high 
that it was profitable for them to do it. 

Mr. Reep. What I am asking you is, Have they been an advantage 
to that area financially ? 

Mr. A. L. Reep. I would say anybody that spends money in that 
area is an advantage to it; but when they spend their money for capi- 
tal investment in there, they are replacing a taxpayer who could spend 
money if he had the opportunity. 

Mr. Reep. But I am asking you the question, Have the cooperatives 
been a benefit to that area financially ? 

Mr. A. L. Reep. I think they have been a benefit; yes, sir. 

Mr. Reep. Thank you. 

Mr. Mason. And may I add something? 

The Cuarrman. Yes, Mr. Mason. 

Mr. Mason. Those 8 legitimate cooperatives have been an advan- 
tage, but the 4 giants certainly have been a great disadvantage to all 
the others around there. 

Mr. A. L. Reep. Yes, sir. And let me say that those that conduct 
themselves as a legitimate co-op are not limited to those eight on 
that appendix B. There is a cottonseed oil mill over at Helena, 
Ark., that conducts its business just as legitimately as a co-op any- 
where in the country. The profits are distributed into the hands 
of the farmers, and there is one tax applied to it, at the farm level. 

The Cuatrman. Are there any further questions ? 

If not, Mr. Reed, again we thank you for your appearance and 
the information given to the committee. 

(The following letters were filed with the committee :) 


PLAINS COOPERATIVE Or MILL, 
Lubbock, Tew., February 19, 1958. 


Hon. WILBuR D. MILL, 
House Office Building, Washington, D. CO. 
Dear Mr. Mix1s: We did not ask to testify before the House Ways and Means 
Committee in their recent hearings when the committee was considering taxa- 
tion of cooperatives, but since Mr. A. L. Reed of the public information office 
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of the cotton industries singled out the cotton cooperatives of the Plains in his 
testimony of January 23, we would like to supply information relative to our 
members, board of directors, cooperative gins, and the cooperative oil mill 
and cooperative compresses. 

There are approximately 10,000 cotton producers on the south plains of Texas 
who own and operate 78 cooperative gins. The cooperative gins own and 
operate the Plains Cooperative Oil Mill and they own and operate, as separate 
corporations, the Farmers Cooperative Compress at Lubbock and the Plainview 
Cooperative Compress at Plainview. Each of the cooperative gins has a director 
on our board. ‘These men are just average producers, farming about 320 acres 
each. Most of the cotton acreage in this area is irrigated, and the average price 
is about $300 per acre. The farm equipment, including tractors, implements, 
trucks, trailers, and irrigation equipment, I believe would average about $25,000 
per farm, which means that each farmer would have an investment of around 
$125,000. Since we have 78 board members, their net worth could easily exceed 
$7 million, and they would still be just average producers for this area. I 
want to make it clear here and throughout that every dollar in dividends, 
whether cash or stock or allocated credits, received by these directors has 
been taken into their income each year as received, and they have paid the 
Federal income tax on the same. 

There are 365 cotton gins in this area. Of these, 78, or about 25 percent, 
are cooperatives and are owned by the producers. We estimate the cooperative 
gins handle one-third of the cotton produced in this area, or approximately 
one-half million bales. Last year there was one new cooperative organization 
that built a new gin. There were three cooperative associations that added a 
new gin in order to take care of the increased volume of their community. 
One cooperative gin was destroyed by tornado and the association rebuilt it. 
Another association practically built a new gin in modernizing their old plant. 
The total of these exceeds the million dollars as referred to by Mr. Reed. In 
building these new gins, the producer members of these associations understood 
that they would pay income tax on all of the earnings, regardless of whether 
they received their dividends in cash or if the cash was used to pay for this 
new equipment and the producer was issued stock. 

The cooperative gins in 1937 organized and bought a used oil mill at a total 
cost of $125,000. Since that period they have added to this plant approximately 
$4 million in new buildings, new warehouses, and new equipment. The mill was 
not paid for out of tax-free income, because each year, in addition to paying 
current cash dividends, it has issued preferred stock, and the producers have 
paid the income tax on both the cash and the stock as it was received. We retire 
older outstanding stock each year, and the oldest unretired stock we have was 
issued in 1953. 

The Farmers Cooperative Compress was organized in 1948. The producers 
did not build this compress in order to drive someone else out of business. 
Neither did they organize it for the profit that it might make them. It was 
organized solely because the grower in 1947 could not get his cotton in a ware- 
house within a reasonable period of time so that he might secure a warehouse 
receipt and sell his cotton. Asa result of the slow and inefficient service being 
offered by other warehouses, the grower was penalized in income because of the 
declining cotton market. Since the cooperative compress was built, all com- 
presses have given quick and efficient service, and both the producer and the 
eotton shipper have benefited by virtue of this competition. Since 1948, the 
Farmers Cooperative Compress at Lubbock has had a total net income of §$2,- 
820,902.17, on which they have sent the Internal Revenue Service forms 1099 to 
their members, and the producer has paid an income tax on every penny of the 
net earnings of this compress. The cooperative compress, too, rotates its stock, 
and its oldest outstanding stock was issued in 1953. The producers in this area 
are not paying the income tax on their stock when it is retired, but they are 
following the rules and regulations of the Bureau of Internal Revenue and are 
paying it in the year received. 

The Plainview Cooperative Compress was organized in 1953. It has had 
$795,398.47 net income, and it, too, has issued its form 1099 and the producers 
have paid their income tax on the stock as received. 

Each and every cooperative in this area has an annual audit made by disinter- 
ested certified public accountants. The stockholders are advised in their annual 
meeting by the officers of the cooperatives and by the auditors of the cooperatives 
that they must pay an income tax on all dividends, regardless of the form in 
which they are received. Th se producers who have not wanted to do this have 
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left the cooperatives, but most of them have stayed with their associations, and 
as far as we know, every producer is paying an income tax on all dividends he 
receives from his cooperative, and there is absolutely no cooperative income that 
is escaping taxation. 

We respectfully request that this letter be accepted as our testimony and be 
recorded in the Congressional Record, or in its proper place. 


Yours truly, 
Roy B. Davis, General Manager. 


LITTLEFIELD FarMERS COOPERATIVE GIN, 
Littlefield, Tew., February 17, 1958. 
Hon. Wriisvur D. Mrm1s, 
Chairman, Ways and Means Committee, 
Washington, D. C. 


Dear Mr. Mrits: This letter is intended as a factual answer to some com- 
pletely erroneous statements made about our cooperative association by A. L. 
Reed, of Dallas, when he appeared before your committee as a witness in Wash- 
ington on January 23. The statement to which we refer is found about midway 
in his testimony and reads as follows: 

“On page 90 I give you a comparison of the Petersburg gin, a taxpayer, with 
the cooperative gin at Littlefield. The taxpayer had a net income of $33,235, 
and the heavy hand of the Federal income-tax collector took 40 percent of it. 
The cooperative gin at Littlefield had a net income of $104,000, and the tax 
collector did not touch it. That cooperative gin retained 55 percent of that net 
income, tax free, $57,625, which exceeded the total profits of the Petersburg gin. 

“What is more important, I want to call your attention to the fact that that 
gin is a proprietary corporation, owing the oil mills and the compresses, and it 
received in dividends $26,724. The oil mill paid no income tax; the gin paid 
no income tax. That amounted to $3.25 per bale of tax-free dividends. After 
the tax collector got through with the Petersburg gin, he had only $1.66 per 
bale.” 

It is true that our cooperative association had net margins, before allocations, 
of $104,154.66: but it is not true that “the tax collector did not touch it.” In 
accordance with section 522 of the Internal Revenue Code of 1954, we allocated 
to our patrons on a patronage basis 100 percent of these net margins, and we 
so notified these patrons of their allocations before the 15th day of the 9th 
month following the end of our fiscal year. Also, we notified the Director of 
Internal Revenue on his form 1099 of each patron—his name, address, and 
amount—who had dividends allocated to him of $100 or more. To the best of 
our knowledge and belief, all of our farmer-patrons included the full amount 
of these patronage allocations in their incomes and paid income taxes thereon. 
Possibly, many of our patrons paid income taxes on these earnings at a higher 
rate than was paid by the gin mentioned at Petersburg. 

As for Mr. Reed's statement that we own the oil mills and the compresses, 
that we received dividends from the oil mill, that neither the oi] mill nor our 
gin paid income tax, we offer a correction for your records. The cooperative oil 
mill follows the Internal Revenue Code in making its allocations of earnings; 
we and the other member gins follow the Internal Revenue Code in taking these 
allocations into our earnings; and then the entire net margins of our local 
cooperative association (which include any allocations from the oil mill or 
compresses at 100 percent) are allocated to our farmer-patrons, and they pay 
income taxes thereon. 

Throughout Mr. Reed's testimony there are flagrant untruths and misrepre- 
sentations. Whether he made these statements with malicious intent, or from 
ignorance of the Internal Revenue Code and our method of operations, we are 
not able to say. We do say he was in error, and we offer this letter to correct 
the record insofar as the statement quoted above pertaining to our cooperative 
is concerned, 

We respectively request that your committee delve deep into the facts about 
income taxes and farmers’ cooperatives. If you do this, we feel certain that 
you will find that full income taxes are being paid on all net margins. In our 
opinion, sections 521 and 522 of the Internal Revenue Code are fair—and they 
are working. For the best interests of all concerned—including certainly our 
Government—we ask that you leave the code as it now stands on this subject. 

Respectfully submitted. 


CLARENCE DAVIS, 
Manager and Secretary. 
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Our next witness is Mr. Robert H. North. 
Mr. North, for the purposes of the record, will you please give your 
name, address, and the capacity in which you appear. 


STATEMENT OF ROBERT H. NORTH, EXECUTIVE SECRETARY OF 
THE INTERNATIONAL ASSOCIATION OF ICE CREAM MANUFAC- 
TURERS, ACCOMPANIED BY BRADY BRYSON, SPECIAL COUNSEL 
ON TAX MATTERS FOR THE JOINT COMMITTEE ON TAXATION 
OF THE MILK INDUSTRY FOUNDATION AND THE INTERNA- 
TIONAL ASSOCIATION OF ICE CREAM MANUFACTURERS 


Mr. Nortu. Mr. Chairman, members of the committee: My name 
is Robert H. North. I am the executive secretary of the International 
Association of Ice Cream Manufacturers. This organization repre- 
sents over 80 percent of the ice cream gallonage in the United States. 
The association has 735 active members, 1,008 branch members, and 
16 cooperative corporations that are manufacturing ice cream and 
related products. 

In this appearance, I am speaking for the proprietary members of 
the association and not for the cooperative members. 

The Cuarrman. Mr. North, will you identify the person at the wit- 
ness table with you, for purposes of the tentetl 

Mr. Norru. i am accompanied today by Mr. Brady Bryson, our 
special counsel on tax matters for the Joint Committee on Taxation 
of the Milk Industry Foundation and the International Association 
of Ice Cream Manufacturers. Mr. Bryson will be available for any 

uestions on the technical side of any proposals that we advance in 
this presentation. 

The Cuairman, Mr. North, you are recognized for 5 minutes. 

Mr. Nortu. Thank you, sir. 

Because of the widespread effect on competing members of the busi- 
ness community of present law and regulations governing the taxation 
of cooperative corporations, over 150 trade associations and profes- 
sional groups, as I relate in the statement, endorse in general the 
position taken here. As I left the office this morning, 160 supported 
our proposal and 4 decided we were not going far enough in our solu- 
tion to the problem. So we have 164 trade associations and other 
organizations that endorse this statement. They represent, Iam quite 
sure, conservatively speaking, a half a million business entities and a 
great host of individuals. 

Some feel that we have not gone far enough, as I said before, that 
the cooperatives should be fully taxed as distinguished from our solu- 
tion, which will probably be labeled as a compromise. Their state- 
ments are also submitted. Some few have notified the committee of 
their views through direct contact. The time element prevented our 
getting more endorsements, as this was done largely through the 
mails and by phone. We think this is representative of all segments 
of American business life, and we feel that if the committee will ex- 
amine the endorsements they will find them very impressive. 

This committee is well aware, I am sure, of the growth and expansion 
of the cooperatives and their entrance into practically all areas of 
commerce. 
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The popular conception that they are small rural organizations no 
longer obtains. Many of them are now huge corporations, a number 
of them with annual sales in excess of $100 million, and the trend is 
to expansion and acquisition made possible because of tax-free retained 
earnings. ' 

I am submitting for our association a statement which is probably 
too bulky for the record, Mr. Chairman, consisting of a compilation 
showing that there are 1,368 cooperatives processing and distributing 
dairy products, 97 proprietary companies have been absorbed in the 
last 5 years, and there have been 14 cooperative mergers. 

We want to make clear the position of fully taxed businesses with re- 
Pt to this whole problem. To my knowledge, none of the industries 
that support this statement would infringe upon the rights of farm 
and other groups to organize a cooperative corporation, to run it, 
or to engage in any line of commerce. It is not the existence of this 
form of legal corporate entity to which exception is taken. We are 
directing our criticism merely to the present law which permits the 
avoidance, partially or completely, of Federal income taxation by 
the cooperatives. 

This situation gives the balance of the business community concern 
for the preservation of their competitive position and the entire free 
market economy. We feel that, in fairness, the existing situation 
should be straightened out and the tax liabilities of cooperatives and 
their members put on a proper basis. 

We understand the original motives of the Congress in giving co- 
operatives, particularly the farmer cooperatives, tax advantages. At 
the time the first cooperative exemption was passed, the income tax rate 
was 2 percent. Now, with the greatly expanded tax burden on all 
corporate businesses up to 52 percent, and individuals up to 91 percent, 
such exemptions have given rise to serious and far-reaohing results 
not originally foreseen or foreseeable. The concern that we feel was 
ably expressed by the distinguished chairman of this committee, Mr. 
Mills, in a speech at a luncheon meeting before the Chamber of Com- 
merce of the United States entitled “Tax Policy for Economic 
Growth.” 

I quote from that statement: 

* * * that tax benefits to encourage any one industry or group necessarily 
means willingness to deter the growth of others not equally favored. 

We believe that the Congress should be most reluctant to give an 
advantage to one special kind of business organization over other 
business organizations competing in the same line of business. Car- 
ried to its ultimate conclusion, the existing practical tax exemption 
uvalable to all cooperatives would herald the end of proprietary cor- 
porations, partnerships, and individual undertakings that are now 
fully taxed. It would mean that the Government would suffer the 
loss of the taxes on the earnings of these businesses, which would 
eventually be abandoned or turned into cooperative corporations. We 
Piette that, in fairness, all should be amenable to essentially the same 
tax laws. 

This does not mean that we are seeking punitive taxes against co- 
operative corporations. With so many cooperatives and the impres- 
sive number of organizations serving them, and with the availability 
to them of management skills and training, they are operating success- 
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fully and able to pay the same taxes other businesses are required to 
pay. They would continue to exist and to make a substantial and 
constructive contribution to the Nation’s economy. 

There can be no serious doubt of the power of Congress to put 
cooperative corporations on essentially the same tax footing as their 
proprietary competitors. This conclusion is fully supported by the 
staffs of the Treasury Department and the Joint Committee on In- 
ternal Revenue Taxation. In 1951 they issued their report entitled, 
“The Power of Congress To Tax Cooperatives on Net Margins,” in 
which they concluded— 

1. That the Congress may constitutionally tax cooperatives as cor- 
porations; and 

2. That the net margins of cooperatives are income to them within 
the meaning of the 16th amendment, and may constitutionally be taxed 
as such, regardless of patronage dividend contracts. 

We are opposed, in general, to the double taxation of corporate 
earnings; i. e., taxation first to the corporation and again to the stock- 
holder upon distribution. We reaiize that, wocliationtiye this is not the 
proper occasion to tackle that problem. In revamping the tax treat- 
ment of cooperative corporations, we are primarily interested in elimi- 
nating tax-created competitive advantages at the corporate level. 
Hence, we are not particularly concerned with whatever tax benefits 
the Congress may see fit to accord members or patrons. 

We hold that the net margins of cooperatives represent income, and 
that such income should be taxed to cooperative corporations at the 
same rates as other corporate income; but we are not opposed to the 
granting of some relief to the cooperative patron or member who 
receives a distribution of a share of such income. The important thing 
to us is to prevent further realization and accumulation by the co- 
operative corporation of tax-free earnings, at the expense of the 
Treasury and to the serious competitive disadvantage of ordinary 
corporations. 

We have analyzed the several proposed solutions to this problem 
which have received attention from time totime. The approach which 
seems best to reflect our viewpoint and meet our objectives is frequently 
referred to as the tax credit plan. 

Under this plan, cooperatives would be taxed on all of their earn- 
ings (before patronage dividends), whether or not distributed, just 
as in the case of other corporations. Members would be taxed on 
distributed income (including patronage dividends). They would 
also be taxed on the corporate tax paid with respect to such income 
by the cooperative, as if they had also received the latter. They 
would, in effect, receive the cash benefit of such tax because they would 
be given a credit, not a deduction, for such corporate tax against their 
individual tax, with refund of any excess. 

Thus, if the cooperative paid a $52 tax on $100 of income and dis- 
tributed the remaining $48, the member would report $100 of income; 
the $48 distribution and the $52 tax at the cooperative level. He 
would be entitled, however, to a $52 credit for the cooperative’s tax ; 
and if his bracket were 20 percent, he would have a $20 tax on the $100 
of income and be entitled to a $32 refund or credit against tax on other 
income. His net benefit from the distribution would be $80: $48 


cash plus $32 refund or credit. 
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The tax-credit approach would not achieve complete equality of 
taxation, since it would allow cooperative members credits in excess 
of those permitted stockholders in other corporations. However, tax 
equality would be achieved at the corporate-cooperative level; and at 
the stockholder-member level, the disparity in treatment would com- 
pletely eliminate, in the case of cooperatives, the double taxation of 
corporate earnings, a result which many would regard as beyond crit- 
icism if considered alone. 

Three special advantages of the tax-credit approach are worthy of 
mention : 

1. It would require the filing of tax returns, and provide the oppor- 
tunity for audit thereof, by anyone who desired the benefit of the 
credit for tax paid by the cooperative. The Treasury would thus 
retain the tax paid by the cooperative, or collect the full tax owed 
by the member on all his income. 

2. It should prove exceedingly popular among cooperative members 
who are filing returns and paying their taxes, since worthwhile-tax 
credits would become available to them, and the availability of such 
credits would stimulate the distribution of dividends to them. 

3. The plan would doubtless insure that the cooperative would make 
distributions each year to its members and that these distributions and 
the tax credits applicable thereto would be cash or its equivalent. In 
the instance of farmer cooperatives this would mean added income to 
each farmer member. If the plan is fully understood, in all likeli- 
hood only the management of cooperatives, as distinguished from 
their members, would object to the tax-credit approach, and then only 
because the opportunity to grow and compete on tax-free earnings 
would be removed. This does not mean that cooperatives would find 
needed capital unavailable. They can and do procure loans at very 
favorable rates from the National Bank for Cooperatives. 

So far as we have been able to determine, the tax-credit plan alone 
would: 

1. Eliminate the present handicap on competing businesses result- 
ing from cooperatives’ freedom from tax; 

2. Achieve the net effect, as distributions are made, of single taxa- 
tion of cooperative earnings at the rates and brackets having applica- 
tion to the individual beneficially interested in the earnings; 

3. Materially assist the Treasury in tax enforcement, with a conse- 
quent gain in revenue; and 

4. Extend tax benefits to the cooperative members, as distinguished 
from cooperative management, in a degree calculated to enlist their 
support of the plan, once the plan is understood by them. 

resent law and regulations permit cooperatives to exclude from 
taxable income the profits allocated to members on a patronage basis. 
They can allocate all earnings to members and thereby have no tax- 
able income, because allocations need be no more than letters advising 
members the amounts allocated to them. The allocations are not re- 
quired to have market value or any commitment that they will ever be 
paid. Earnings distributed as noncash allocations without market 
value are taxable to no one. 

It is possible that cooperative groups will suggest that the difficulty 
with the present law is merely that since the last revisions of the 
statutory provisions in 1951, the nontaxability of paper allocations 
without market value to the cooperative members has been unexpect- 
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edly established in the courts. This has resulted in freedom from tax 
at both levels, whereas Congress has intended the member, but not the 
cooperative, to be taxed. Accordingly, it may be argued that the 
remedy lies in revising the statute so as to make it clear that the 
member is taxable on such allocations. But it is by no means clear 
that a tax could be constitutionally imposed on values which do not 
exist, however ingenious the device to bring this about. . In any event, 
such a solution would totally fail to protect competing business from 
cooperative growth based on freedom from tax. It should, therefore, 
be quickly dismissed. 

We recommend to the committee the adoption of the tax credit 
plan, in the belief that it comes the closest to an ideal solution to the 
problem of achieving tax equality at all levels, equitable conditions for 
competition so far as they are affected by taxes, and easier tax enforce- 
ment. 

That is the end of my statement, Mr. Chairman. 

The Cuamman. Are there any questions of Mr. North? 

If not, Mr. North, we appreciate your appearance and the informa- 
tion given to the committee. 

Mr. Smpson. I have a question. 

The Cuarrman, Mr. Simpson. 

Mr. Simpson. I was told that you were going to discuss a tax-credit 
plan, which I note that you are doing. 1 wanted to ask if you could 
not simplify that a bit, what you mean by a tax-credit plan with 
respect to cooperatives. 

a ene An illustration, a simple, concrete illustration would do 
the job. 

Mr. Bryson. Mr. Simpson, I will try to answer that question. 

The tax-credit plan sometimes seems complicated to talk about, but 
if ne put the technicalities aside the plan is really very simple. 

Jooperatives often argue that they are memes agents for their 
patrons and that any net margins or net profits really belong to the 
patrons. But they do not always act like agents. Sometimes they 
pay the margins over as an agent would to the patrons, but sometimes 
they retain the margins or the profits and use them in their business 
as a principal would. So their conduct is ambiguous. 

The tax credit plan is self-adjusting, automatically self-adjusting 
to the way the cooperative behaves. The plan simply says two things 
to the cooperative. First, “To the extent that you act like an agent 
and turn the profits over to your principals, then they and not you 
should be taxed on the profits. Accordingly, the tax which has been 
collected from you on such profits will be given back to them as part 
of their profits which the Ecesmanenh has previously taken away. 
They, of course, will be taxable on those coal including those paid 
over to them by the Government.” 

On the other hand, the tax credit plan says to the cooperative, “To 
the extent that you act not like an agent but as a principal and keep 
the profits for your own use in the business, then you shall be taxed 
as the owner of that income.” 

That is all there is, in substance, to the tax credit plan. It simply 
taxes the income to the person who gets it. If the cooperative keeps 
the cash, it cannot claim the cash belongs to somebody else, and it must 
pay the tax. If it pays the earnings out, the Government will credit 
or refund the tax which has been collected on such earnings from the 
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cooperative to the patrons as part of their income, and the tax at the 
corporate level, the cooperative level, will be wiped out. 

is plan is entirely fair. It simply means that if the cooperative 
acts like a corporation in respect of its income, it must pay taxes like 
a corporation; but to the extent it acts like a mere agency and turns 
the profits over to its principals, then the taxes are given back to the 
members, and they are taxed as the owners of the income. 

The income surely should be taxed in one place or the other. This 
plan taxes the income at the proper place, depending upon whether 
the corporation operates like an independent corporation or whether 
it operates like a mere agency. 

Mr. Supson. That does not answer my question. I am just as con- 
fused now as I was before. That is just like another statement. 

What I am trying to find out now is, if a cooperative makes money 
and decides that a share of that profit belongs to the farmer, where 
Goss the tax credit come into it, and who gets the credit, who pays the 
tax! 

Mr. Bryson. Let us assume the cooperative makes the money, let 
us say $100. There will be a tax in the first instance on the coopera- 
tive, the regular corporation tax. Let us say it is at the 52-percent 
rate, or a $52 tax. 

Suppose the cooperative decides that it is going to turn the profits 
over to its members. When the cooperative makes a distribution, a 
taxable distribution to the members, then the Federal Government 
gives that tax which has already been collected, back to the members. 

Mr. Srupson. Gives that to the farmer? 

Mr. Bryson. Yes; that is right. 

Mr. Srupson. So that the farmer then reports this as income when 
he makes up his income-tax return. 

Mr. Bryson. He does. 

Mr. Simpson. What does he do with the credit, then ? 

Mr. Bryson. The credit? 

Mr. Srmpson. The tax has already been paid. 

Mr. Bryson. The credit is applied in reduction of his tax liability, 
and if the credit exceeds his tax liability, he gets a cash refund. 

Mr. Srupson. I see. So that in fact, the cooperative itself may 
have paid the dollars to the Treasury, but the farmer in making up 
his income-tax returns deducts that amount as having already been 
paid to his account. 

Mr. Bryson. He credits it against his tax liability; yes, sir. 

The Cuarrman. Mr. Harrison will inquire. 

Mr. Harrison. I would like to pursue that just a little. 

You assume in the plan that the refund is to a farmer who made 
his purchase from the cooperative in connection with his allocation, 
isn’t that correct? And, therefore, after the farmer buys some fenc- 
ing, we will say, he gets a credit back. The cost of his fencing has 
been reduced, and hence his net income has gone up. 

That is what you have in mind, is that not correct? 

Mr. Bryson. That is, in a loose sense, correct; yes, sir. 

Mr. Stmpson. Let us suppose that that might be so, if all coopera- 
tives were designed for agriculture. But that is not true at all. 
Most of them are not. Suppose that it is a consumer cooperative, 
and a man here in the city buys some fencing to fence his lot. That 
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purchase was not made in connection with his business. It is not a 
tax-deductible expense. 
How would you handle that? 

‘Mr. bryson. Under this plan, when the cooperative makes a patron: 
age dividend or distribution to the patron, that dividend is treated 
as taxable income, and will be taken into the consumer’s income-tax 
return, just like any other dividend that he might receive. 

Then, that consumer will be given a tax credit, his proper share 
of the tax which has been paid by the cooperative on its profits for 


the year. 

Mr. Simpson. I do not understand. 

Mr. Bryson. The plan works the same, whether we are dealing 
with the consumer cooperative or a farmer cooperative. 

Mr. Srupson. Suppose I go here to the Filene Co., which used to be 
operated here, for instance, and I buy some furniture for my house. 
How wae a refund from that furniture get translated into net income 
to me 

Mr. Bryson. At the end of the year, the cooperative will compute 
its profits, determine what portion it wants to distribute, what portion 
it wants to retain in the business, and then will distribute those profits 
to its patrons in proportion to the business they have done with the 
cooperative during the year. If you have bought furniture, at the 
end of the year you will get a check for your share of the amount the 
board of directors of the cooperative has decided to distribute. That 
check will represent taxable income. 

Mr. Srtmpson. In other words, if I buy some furniture from a co- 
operative and I pay, say, $700 for it, furniture for my home, and at 
the end of the year the cooperative makes a refund to me of $70, 10 
percent, we will say, do you mean to say that would be taxed as income 
to me? 

' Mr. Bryson. Yes; it is your share of the profits of this cooperative 
-for the year. 

The Cuareman. Mr. Reed is recognized. 

Mr. Reep. I just want to ask one question. 

You are naturally interested in the prosperity of the dairy people 
in this country; are you not? 

Mr. Nortu. Yes, sir. 

Mr. Reep. Do you feel that the cooperatives have been of benefit 
to the farmers, generally, or not? 

Mr. Nortu. Yes, sir. 

Mr. Reep. You think they have? 

Mr. Nort. I think so. I would like to extend that statement to tell 
you, Mr. Reed, that we have no objection at all to the tax-free status 
of strictly bargaining cooperatives that arrange for the price of milk 
and the terms of delivery. That is not what we are talking about. 

Mr. Reep. I am glad to hear you say that, because I represent a dis- 
trict in which I know what the farmer cooperatives have meant to my 
people. The individual farmer cannot go out and raise funds to build 
up milk plants or processing plants, but he has been able to have the 
benefit of those things for his marketing as a result of the cooperatives. 
[ have always fought in the interests of the farm cooperatives. 

I want to make one other remark to you. Do you know Paul 
Miller? 

Mr. Norru. Yes, sir; very well. 
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Mr. Reep. Paul Miller was one of the men associated with me when 
I was coaching at Cornell. Iam very fond of him. If you see him, 
I should like to be remembered to him. 

Mr. Norru. I should be happy to do so. 

One other thing. The only time we object to this whole situation 
is when the cooperatives are processing and delivering dairy products 
in competition with fully taxed businesses. 

That is where the competition occurs. We are not competing with 
the farmers. We are not anticooperative. We have some wonderful 
people in the co-op leadership. We are very, very happy to have them 
in our association. 

Mr. Reep. I know that. It is absolutely destructive in my district, 
the financial background of my district, or would be if it were not 
for the benefits that the cooperatives are to the farmers in my district. 
I do not want to be a party to anything that would destroy the farm 
cooperative. 

Mr. Norru. That would be the furthest thing from our mind, sir. 

Mr. Reep. Thank you. 

The Cuatrman. Mr. Mason will inquire. 

Mr. Mason. Just one question, Mr. North. 

You stated that you had backing or support from 160 different 
trade organizations or associations. Some of those trade associations 
must be large and some may be small. What would be your estimate 
of the number of businesses represented by that overall picture of 160 
trade associations, approximately ? 

Mr. Norrn. Mr. Mason, before you we have a list of them, together 
with their official membership. We want to be very conservative in 
our statements before this committee, but we think it is well over a 
half million business entities, which does not include, however, the 
professional organizations. One of them happens to have 170,000 in 
their membership, they are among those who believe that this situa- 
tion needs correcting. 

Here are the bound copies of the endorsements. [Indicating.] 
Each one is the original. Had this not been a voluntary operation, 
we could have had many, many more who are very much concerned 
with this, too. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Are there any further questions ? 

Mr. Harrison will inquire. 

Mr. Harrison. I still would like to pursue this just a bit further, 
because I want to see if this plan is workable. 

When a farmer purchases gasoline from a cooperative and gets a 
rebate on it at the end of the year, that is not income, is it? It is a 
reduction of the cost of his business operation which he is entitled to. 
Instead of claiming that he had spent so much for the article pur- 
chased, he would have to claim he had spent something less. isn’t 
that the way that would work ? 

Mr. Bryson. Mr. Harrison, I think I can get at what is in your 
mind. I think you have in mind that patronage dividends are some- 
times said to have the effect of merely increasing the price paid by the 
cooperative to its patrons for goods purchased by the cooperative or, 
on the other hand, decreasing the amount charged by the cooperative 
for goods which it has sold to the patrons. 
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Then, it is said that the result is that in the end, the cooperative 
breaks even and has no income to be taxed. 

This theory has a superficial plausibility, because there is ordinarily 
a legal obligation on the cooperative to make a patronage allocation 
of some kind. But this theory, while ingenious, is not quite accurate. 

Mr. Harrison. I am trying to get the theory under which you are 
going to tax this distribution in the hands of the member, 

Mr. Bryson. Our theory is that in the hands of the member this is 
a share of profits. 

Mr. Harrison. It would be a share of profits if it were geared to 
investment, would it not? But is it a share of profits if it is geared 
to percentage of purchases ? 

Mr. Bryson. y not? 

Mr. Harrison. In that case, it is a rebate, is it not? 

Mr. Bryson. No, sir, because it is not geared to the specific purchase 
you made. It is geared only to the net results of the entire operation 
of the cooperative for the entire year with respect to all its transac- 
tions. 

Mr. Harrison. But to him, in proportion to his purchases and not 
tohisinvestment. Is that not right? 

Mr. Bryson. It is quite possible that the cooperative may have 
lost money on the transaction with him. He will still get his share 
of the profits. 

Mr. Harrison. And his share will be based on his share of his 
business with them, and not his investment. 

Mr. Bryson. That is the way it is divided up. He is part owner 
of this cooperative, and his ownership depends on how much business 
he does with it. 

Mr. Harrison. Therefore, his income, the money that comes back 
to him, is a reduction in the cost of what he purchased. 

Mr. Bryson. We do not view it that way, sir. 

Mr. Harrison. Well, what is it? 

Mr. Bryson. I might say that the staffs of the Joint Committee on 
Internal Revenue Taxation and of the Treasury Department, in 1951, 
made a study of this precise question, exactly the question you are 
raising, and they concluded, both staffs jointly without reservation, 
that these distributions were income. 

Mr. Harrison. But when they brought the bill in, it was applicable 
only to agricultural cooperatives and not to consumer cooperatives, 
on the ground that the farmers’ purchases were in connection with 
their business, and the man who lived here in the city and bought 
furniture for his home was not a taxable purchaser in the first place, 
and therefore it would not be charged to him as part of his income. 
That is the way the bill was drafted in 1951, as presented to this 
committee. 

The CHarrman. Does that conclude your interrogation ? 

Mr. Harrtson. Yes. 

The Carman. Mr. North and Mr. Bryson, we appreciate your 
appearance and the information given to the committee. 
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(The following letter and statement were received by the com- 
mittee :) 
New York State Rerarm HARDWARE ASSOCIATION, INC., 


Syracuse, N. Y., December 24, 1957. 
Ways AND MEANS COMMITTEE, 


House of Representatives, Washington, D. C. 


GENTLEMEN: We have been given the opportunity of reading the statement 
of Robert H. North, executive secretary of the International Association of Ice 
Cream Manufacturers, to be made before your committee presenting the views 
of trade associations on equal taxation for cooperatives. 

This association, composed of 1,400 independent hardware dealers, some of 
them located in every county of the State, has long been on record as favoring 
the taxation of cooperative corporations on an equal basis with other forms of 
business. We heartily endorse that part of Mr. North’s statement calling fur 
such equal taxation. 

A large majority of our members find themselves in competition with coopera- 
tives which presently enjoy certain tax advantages. We believe any group is 
entitled to go into business and divide the profits as they see fit. But we do not 
see any justification in preferred treatment for any such group. 

We have never officially discussed that ‘portion of Mr. North’s statement which 
suggests specific legislation to correct the present inequality. We have every 
confidence that your committee knows what equality is and request that you 
shape legislation to give it to the hard-pressed independent businessman. 

Very truly yours, 
N. H. Kitey, 
Executive Secretary. 


STATEMENT OF R. H. Rowe, VICE PRESIDENT AND SECRETARY, UNITED STATES 
WHOLESALE GROCERS’ ASSOCIATION, ON TAXATION OF COOPERATIVES 


My name is R. H. Rowe. I am vice president and secretary of the United 
States Wholesale Grocers’ Association, a national trade organization of inde- 
pendent wholesale food and grocery distributors, with headquarters in Washing- 
ton, D. C. 

The position of our association on the subject of equitable taxation of coopera- 
tives has already briefly been made known to the committee. To the testimony 
of R. H. North given to the committee January 23, 1958 is appended a statement 
of our endorsement. 

We desire, however, to offer for the record this supplemental statement. From 
our memorandum of endorsement we quote as follows: 

“A large segment of our wholesale grocer members throughout the United 
States are in daily competition with cooperative organizations enjoying tax and 
other legal advantages that are inequitable and afford them competitive superior- 
ity in the market place.” 

We consider legislation for adequate taxation of cooperatives a survival meas- 
ure so far as independent food wholesalers are concerned—not that it will 
guarantee to them survival and progress but that it will most assuredly furnish 
a firm foundation for both. 

Such wholesalers operate on a very narrow margin of net profit. Surveys 
of wholesale grocers’ profit and loss figures conducted by our association show 
that the average net profit of the wholesalers participating in the surveys for 
the 5 years 1951 through 1955 was 1.29 percent of sales before taxes. Hence 
any discrimination in taxes to their disadvantage and to the advantage of their 
cooperative competitors can ultimately spell disaster for them. 

The testimony of Secretary of the Treasury Robert B. Anderson before the 
committee on January 16, 1958, clearly shows a loophole in present tax laws 
as interpreted by the courts whereby both cooperative corporations and thei 
members can escape taxation on the corporations’ earnings. 

From the viewpoint of simple equity among taxpayers and from the view- 
point of added revenue for the Government to which in all good conscience it 
is entitled, this startling deficiency in the tax laws should be remedied. 

The tax credit plan which we have endorsed and which has been ably and 
fully presented to the committee would serve to close this harmful loophole in a 
way that would be fair to all taxpayers that may be affected. 
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In view of the program that will begin on the floor of the House 
at 11 o’clock, it will be necessary for the committee to recess until 
1:30. The hearing will resume at 1:30. Mr. Castle will be the first 
witness. 

(Thereupon, at 11 a. m., the committee recessed, to reconvene at 
1:30 p. m.) 

AFTERNOON SESSION 


The Cuarrman. The committee will please come to order. 

The next witness on the calendar is Mr. Benjamin F. Castle. Mr. 
Castle, for purposes of the record will you identify yourself by giving 
your name, address and the capacity in which you appear? 


STATEMENT OF BENJAMIN F. CASTLE, EXECUTIVE VICE PRESI- 
DENT, MILK INDUSTRY FOUNDATION, WASHINGTON, D. C. 


Mr. Caste. Yes, sir. 

Mr. Chairman, my name is Benjamin F. Castle, vice president of 
the Milk Industry Foundation of this city. I have been told by your 
very competent secretary that the committee is really faced with 
tremendous pressure on its time and therefore I am going to sum- 
marize the testimony which would have been given here by Mr. 
Garrecht, our president, if he had not been called away to make a 
speech in North Carolina. 

Mr. Garrecht, as president, received letters from members in 20 
or more States and because the Milk Industry Foundation is a trade 
association and responsive to its members he built his testimony 
around these letters. 

I mentioned the fact that the Milk Industry Foundation is a trade 
association of the fluid milk industry and I want to point out to you 
that we have quite a number of members who are co-ops. They 
understand that we oppose the further continuation of the exemption 
of co-ops from Federal taxation, but I want to make it clear that they 
(lo not necessarily agree with the views which I will present here 
today, in all fairness to them. They are a small proportion of our 
membership to be sure and our board has voted unanimously to make 
this presentation to you gentlemen, but I say I do not purport to rep- 
resent the views of our members who are co-ops. 

The following points which have been made by members in their 
letters addressed to this committee through Mr. Garrecht, our presi- 
dent, are as follows: 

1. The growth of cooperatives under the present, tax-free situation 
has been tremendous. 

2. This growth has been largely by acquisitions at prices higher 
than tax-paying competitors could pay. An example was the absorp 
tion of the Embassy Dairy in Washington, D. C. The Embassy Dairy 
also affords an example of a cooperative monopoly of supply and 
distribution in that the Virginia-Maryland Milk Producers Coopera- 
tive not only has the raw milk to sell to milk processors in the Wash- 
ington area, but naturally provides its own wholly owned Embassy 
Dairy with raw milk. 

3. Another point brought out by letters from our members was 
the fact that tax exemption of cooperatives is a long step toward 
socialism and away from private enterprise. There is a constant and 
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increasing diversion of business to tax-free cooperatives with an 
ever increasing loss of revenue to the Government. 

At this point, gentlemen, I would like to interject this fact: That 
in Sweden, the home of co-ops, the Swedish co-ops pay taxes to the 
Swedish Government. In explanation of that, one of the high officials 
of the Swedish Government said: 

“Our opinion is that if a co-op cannot stand on its own feet as a 
commercial enterprise it deserves not to continue.” 

Hundreds of millions of dollars of additional revenue would be 
obtained by the Government by taxing the earnings of cooperatives. 

The greatness of this country has been built by the private enter- 
prise system. The rebuilding of West Germany 1s a fine example of 
what the private enterprise system can do compared with socialistic 
systems. 

4. It would be commensurate with our position to have special 
consideration for small cooperatives and we wish to point out that 
they already have special consideration in the lower tax rate for 
small-business organizations who do not have earnings in excess of 
$25,000. 

That means if they pay taxes they will have that. 

5. Bargaining cooperatives are not involved in this question which 
we raise. 

6. There is no justification for a tax program which helps tax-free 
cooperatives take business away from tax-paying proprietary organi- 
zations. No important profit-making member of our economy should 
want to avoid paying his share of the costs of our Government when 
competing with fully taxed organizations. 

7. Patronage dividends are distributions of profits not price ad- 
justments. 

Gentlemen, this statement outlines briefly the points in the posi- 
tion taken by our members. I request permission to file with the 
record the original statement by Mr. Garrecht which he was unable 
to present in person because of the commitment to speak in North 
Carolina. 

And I also request permission to file letters from members in 20 
States on this subject, the views of these members having been sum- 
marized by me, sir. 

The Cuarmman. How voluminous are the letters? 

Mr. Castix. Here they are, sir. They are all from separate com- 
panies and I would say there are about 30 or 40 of them. 

The Cuamman. Without objection, Mr. Garrecht’s statement will 
be filed in the record, and the letters, in support of your position will 
be filed with the committee. 

Mr. Castiz. Thank you, sir. 

(The above-mentioned letters are on file and the statement referred 
to is printed below:) 


TESTIMONY oF Cot. BENJAMIN F. CASTLE, PRESIDENT OF THE MILK INDUSTRY 
FOUNDATION, WASHINGTON, D. C., AND PRESIDENT OF KLINKE-REED Darky, 
MEMPHIs, TENN., BEFORE THE Hous—E WAYS AND MEANS COMMITTEE, JAN- 
UARY 23, 1958 


Mr. Chairman and members of the House Ways and Means Committee—My 
name is Benjamin F. Castle. I am president of Klinke-Reed Dairy, 1039 South 
Bellevue Boulevard, Memphis, Tenn. I am also president of the Milk Industry 
Foundation of Washington, D. C. This is an elective office and I serve without 
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salary. In appearing before you today I come not only in my individual capacity 
as an active executive of a dairy company but in my official position as president 
of the Milk Industry Foundation. 

In Memphis where I operate a milk processing and distributing company, we 
have not as yet been subjected to the tax-free competition of a cooperative 
which sells milk at retail. There is a bargaining cooperative in our territory 
and it is obvious when one considers the trend of co-op expansion into whole- 
sale and retail processing and marketing fields, that we have a sword of Damocles 
hanging over our head. 

As a small-business man, I am acutely conscious of the constant drain on 
cash resources of a small company. After payment of Federal income taxes, 
we do not have enough cash left to modernize our plant as it should be modern- 
ized to meet the highest present day standards of efficiency. This reference 
should not be construed as a plea on my part for escape from Federal income 
taxes—it is, on the other hand, a strong plea for equalization of Federal income 
taxes as between operating co-ops and small private companies like my own— 
in other words—a plea for “an even break” in competition. 

A word of explanation with respect to the scope of the activities of the Milk 
Industry Foundation appears to be important so that you may have an idea of 
the nationwide interest in the subject of Federal tax exemption of dairy coopera- 
tives who compete in the market place in the processing and the distribution of 
milk and milk products with private firms. 

The Milk Industry Foundation is a trade association of the fresh fluid milk 
industry. This branch of the great dairy industry processes and distributes 
about 60 percent of the gigantic total of milk produced in the United States. The 
fresh fluid milk industry pays the highest price for fresh milk which meets the 
rigid sanitary regulations of cities in the United States. This price is, generally 
speaking, about one and a half dollars a hundredweight higher than that paid 
for milk which forms the basis for dairy products such as butter, cheese, and 
evaporated milk. The Milk Industry Foundation is a nonprofit membership 
corporation with members in every State in the Union and with many members 
in Canada and several foreign countries. The foundation furnishes technical 
services to its members such as plant-operation manuals, accounting manuals, 
laboratory manuals, accident-prevention forms, annual analyses of costs and 
profits, and conducts annually a convention where highly technical sections listen 
to especially selected speakers deliver previously prepared papers. The founda- 
tion also conducts a sales-training institute and a merchandising institute. It 
publishes a weekly newsletter and maintains an information service concerning 
Federal departments and the Congress. At this point I should mention the 
fact that the foundation numbers in its membership dairy cooperatives who do 
not necessarily agree with the position unanimously taken by the board of 
directors of the foundation as evidenced by its instructions to the joint com- 
mittee of the International Association of Ice Cream Manufacturers and the 
foundation. This committee was enjoined to present the view that Federal 
tax exemption of dairy cooperatives operating in unfair competition with privately 
owned firms is tending to create a monopoly in various sections of the country, 
is permitting one segment of business to escape taxation, and is drying up sources 
of Federal revenue to the extent that dairy cooperatives buy out tax-paying com- 
panies with surplus funds accumulated as a result of the exemption from taxes. 
So I repeat that my views are not necessarily shared by the small percentage 
of our membership classified as dairy cooperatives. 

Your late chairman, the Honorable Jere Cooper, is reported to have been 
dedicated to the principle that “all citizens and corporations should pay their 
fair share of taxes.” I think that view accurately reflects our feeling with 
respect to the present exemption of operating cooperatives from Federal taxes. 

You have heard (or will hear) a statement by Mr. Robert North, executive 
director of the International Association of Ice Cream Manufacturers. Mr. 
North has discussed (or will discuss) the legal and legislative aspects of this 
important question as well as the competitive effect of cooperative tax exemp- 
tion on private enterprise. Believing that you will give close attention to Mr. 
North’s statement and that it is comprehensive in its treatment of the question 
before us, I shall confine myself to giving you quotations from letters received 
by the foundation from members in various parts of the country who feel, as 
you will see, very deeply aggrieved by the unfair competition which they now 
face with tax subsidized dairy cooperatives. TI sincerely hope that the members 
of this committee do not still cling to the emotional view that cooperatives as a 
group are so frail that they must he coddled. That view is a plain misreading 
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of facts. Few private organizations in this country today come close to equal- 
ling the economic power of cooperatives which engage in business operations 
in the market place. I want to emphasize that to the best of my knowledge 
no member of the foundation or the State associations with which it is affiliated 
throughout the country desires to do anything which can lead to “the destruc- 
tion of cooperatives.” We have no quarrel with cooperatives as such, believing 
that the original purpose—namely, to provide farmers with bargaining power in 
the sale of their commodities—was sound, However, we most emphatically be- 
lieve that cooperatives today who engage in business operations on a tax exempt 
basis are not in any sense, with respect to these operations, entitled to a sub- 
sidy in the form of a tax exemption. 

With your indulgence I shall now read extracts from letters received from 
various parts of the country which will give the members of this committee a 
clear picture of the feeling of some of their constituents in particular and of 
many milk plant operators in general. Let me first quote from a letter dated 
December 13 from T, A. Turner of Turner’s Dairy, Covington, Tenn.: “I hope 
you * * * will explain at the hearing that those of us who operate proprietary 
dairies who are not allowed to accumulate capital without paying a high rate 
of income tax, feel that it is entirely unfair to allow cooperatives to pile up 
earnings as revolving capital without paying any tax thereon.” 

A letter from Robert E. Cleary, president of Welsh Farms, Inc., of Long 
Valley, N. J.: 

“Here in uorthern New Jersey, over the years, we have had to face numerous 
incidents of unfair competition arising from that tax-empt situation. 

“The most recent (and current) case is a serious one, Since last summer, 
the Lehigh Valley Cooperative Farmers of Allentown, Pa., has been selling milk 
in the western section of this State at prices 2 to 3 cents per quart below those 
of its taxpaying competitors. * * * We, along with other taxpaying concerns 
in the industry, have lost substantial volume because of such unfair pricing. 

“Even though the Lehigh Valley Cooperative, or other competing cooperatives, 
charge the prevailing market price we face inequitable competition. No matter 
what profit we make, we must pay 52 percent of that amount to the Federal 
Government as income tax, The cooperatives pay no such tax. Hence, more 
than half of our otherwise retainable funds goes out as tax. Our ability to 
purchase more efficient equipment, to undertake intelligent, long range adver- 
tising campaigns, to acquire additional volume and to thus achieve lower 
operating costs, is cut in half. 

“With twice as much retainable funds, the cooperative obviously can do more 
than its taxpaying competitor. Why should one segment in American industry 
enjoy such an advantage? And why, in heaven’s name, should the advantage 
continue when the Nation so desperately needs revenue? 

“IT do not object to the payment of taxes. I do most strenuously object to 
ae to compete with tax-exempt cooperatives with one hand tied behind my 

ck.” 

A letter from R. W. McKenna, Arden Farms Co., Centralia, Wash., gives in 
considerable detail an analysis of the so-called patronage refunds saying that 
“in an impartial analysis they should be considered as net profits and should be 
nae as such.” A copy of this letter is hereto attached and marked “Exhibit 

0.1, 

A letter from William C, Burtis, Crowley’s Milk Co., Inc., Binghamton, N. Y.: 

“Tt is our firm opinion that Crowley’s Milk Co., Inc., is placed in an unfair 
competitive position in its dealings in the States of New York, Pennsylvania, 
New Jersey, Connecticut, Massachusetts, and New Hampshire because of the 
preferential tax treatment afforded cooperatives. 

“We oppose any situation which permits the accumulation of unnecessarily 
high reserves as well as any system which permits the payment of dividends on 
stock to be considered as a reduction of income rather than a distribution of 
profits.” 

A letter from P. E. Carney, Brighton Place Dairy of Rochester, N. Y., says: 
“The total number of milk distributors in this market is about 65, of which 
members about one-third perform the actual processing and bottling functions. 
Three of these processing and bottling plants are owned and operated by dairy 
cooperatives and bottle for about 15 dairies.” 

A letter from Alfred W. Brown, Brown’s Velvet Dairy Products, Inc., New 
Orleans, La., says in part: 

“The exemption from income tax is a very serious problem and places indi- 
vidual distributors and companies at a tremendous disadvantage. Most well 
operated co-ops make money, and they do build up an equity for their producers 
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in their properties, but they very seldom distribute this equity and when they 
do distribute cash or certificates, the co-op is not taxed but the individual pro- 
ducer becomes taxed. Therefore, the co-op is not out of pocket any tax money 
whatsoever, and it gives them a decided advantage. 

“The second advantage of a co-op, particularly if it is under a Federal Order 
market, is it can pay the membership pretty much what he feels for their milk 
which the co-op purchases, and in turn, sell processed dairy products under a 
regular handler’s price, which makes it pretty hard to compete with.” 

Edwin B. Fitchett, Fitchett Bros. Lakeview Dairy, Poughkeepsie, N. Y.: 

“There has been a great deal of talk on the part of political leaders and the 
Government that the small-business man would be given consideration which 
would permit him to survive. 

“We in the dairy industry are faced with the competition of a giant in the 
form of co-ops whose growth is nourished by the conduct of governmental agen- 
cies in the form of tax exemptions and special financial concessions or rebates... 

“We do not disagree with the basic intent of co-ops provided that the co-ops do 
not, under the protective veil which the Government has drawn over them, con- 
duct themselves in a manner far removed from their original purposes and 
intent. 

“Co-ops are tax exempt. Because of this position which they enjoy, they can 
and have engaged in the following practices: 

“A. Expanded on a nationwide scale. Because of their spread in territory they 
are able to engage in unfair competitive practice, since they can pay different 
prices for products in different areas. In other words, they can pay higher pro- 
ducer premiums at their will, to eliminate competition. This, of course, would 
not be possible if they could not balance off excess costs of one area with lower 
costs in other areas. 

“RB. They have engaged in price reduction practices during seasons and periods 
when other costs have gone up. For example, in our area we were faced with in- 
creased costs for milk recently. In addition, we are faced with very high pay 
increases which there is no question we must accept. Why, then, have the local 
co-ops seen fit to reduce the selling price of milk to stores by 14% cents per quart 
and by 2 cents in vending machines? 

“CO. By retaining earnings because they are not subject to taxes and because 
they do not have to make timely distributions to members, they have built up 
enormous surpluses and working funds. Surely these enormous accumulations, 
if properly reviewed, would be termed unreasonable and taxable accumulations. 
With these surplus funds they have been able to expand and modernize their 
plants. In addition they have in other areas actually engaged in the practice 
of purchasing milk routes and milk plants. Is this an act to be sanctioned? 
How can a proprietary dealer meet the unfair competition sponsored by the 
Government? The proprietary dealer can only expand soundly if he has earn- 
ings and if there are moneys remaining after the payment of income taxes * * *. 

“Free enterprise will be destroyed insofar as the small milk producers are 
concerned unless specific steps are taken to correct the above evils * * *. We 
are not asking for any benefits not due us under our system of Government. We 
do, however, feel that it is wrong and possibly unconstitutional for the Treasury 
Department and other governmental agencies to favor the co-ops as they have.” 

Harold A. Hameline, Hameline’s Dairies, Utica, N. Y.: 

“As a taxpaying corporation, we have been concerned for some years about 
the growth of farm co-ops who have become processors and distributors in the 
milk business. Due to the present tax structure, we feel that the day of the 
independent milk processor and distributor is a limited one. Each year we see 
the co-ops buying up more and more competitors. As each taxpaying business 
is absorbed by the co-ops, we realize that the tax burden on independent 
businessmen is going to be greater and greater. Someone has to make up that 
lost tax money, while the co-op is out buying up still more independents with the 
money saved on the tax gimmick. I understand that on a profit of $1 million, 
the co-op saves over a half million dollars in taxes. They handle milk the 
same as us; they sell the milk the same as us. They are our main competitors. 
Why aren’t they taxed the same as us? It is no wonder that phoney co-ops 
have been set up by sharp businessmen to beat the tax burden. 

“In our own area, we have seen the co-ops grow from an unknown to the 
point where they control more than half the entire market in the Greater Utica 
area. I understand that one co-op has purchased four good sized milk busi- 
nesses in upstate New York in the last 4 months. This rapid growth is not 
due to just good business management. The co-ops have been nursed by a 
Government policy until they have reached a size that, protected by their 
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built-in tax advantage, they just can’t lose. Taxpaying competitors must 
eventually give way to the virtually tax-free giants called farm co-ops. 

“We beg you to do all in your power to rectify this situation before it is too 
late. It is only fair that competitors should operate under the same tax law.” 

I give you in full the statement by John R. Kinnett of Kinnett Dairies, 
Columbus, Ga. : 

“My name is John R. Kinnett, and I am president of Kinnett Dairies, Inc., of 
Columbus, Ga. The company which I head manufactures ice cream which it 
Sells only to wholesale dealers. It also processes a fluid milk which it distrib- 
utes to both the wholesale and retail trade. 

“My principal competition in this area comes from the Wells Dairies Coopera- 
tive, a local concern organized in 1936, with a capital stock of only $10,000. 
On October 31, 1955, the capital stock of this concern was $87,500, although at 
that time their surplus was $1,995,164. In less than 20 years this concern has 
been able to build a surplus of this size due to the fact that practically no 
income tax has been paid on the profit made. 

“In 1953, this concern began building a new plant which cost to build and 
equip in excess of 2 million tax-free dollars. In addition to the new plant 
built through their ability to retain most of their profit, they are able to spend 
large sums for advertising in addition to the amount that a proprietary concern 
would be justified in spending. This is just one means of securing business 
from the taxpaying concerns and gives the co-ops a tremendous advantage. 

“In addition to the above-mentioned concern, there are 13 other cooperatives 
distributing dairy products in Georgia, and who are not subject to either State 
or Federal income taxes, and in most cases are exempt from local taxes and 
licenses. 

“This competition is a serious threat to those of us who are subject to these 
taxes; and if the trend continues, there will be no taxpaying dairy concerns in 
Georgia within a comparatively short time.” 

L. A. Wolfe, Sunrise Dairy, Gastonia, N. C.: 

“We are a small, independent dairy. Milk and milk products we process and 
distribute come from 80 farmer producers in this area. Our investments, plant, 
payroll, all contribute to the economy of the area. Doubtless we are typical of 
the large number of small and independent dairies throughout the country. 

“Congress, we take it, is favorable to, and sympathizes with our proved system 
of private enterprise. To assume otherwise is to admit that we are headed for 
an even deeper excursion into socialism, regimentation, the resulting chaos sure 
to bring about a condition wherein there will be no one from whom to collect 
taxes. 

“Frankly, we can think of no possible rhyme or reason in exempting any co- 
operative from an equal contribution of taxes in support of our Government, 
‘cooperative,’ a title easily assumed, should not necessarily clothe a group with 
a mantle of special privilege at the direct expense of the many, many farmers 
who do not choose to join a ‘cooperative.’ 

“Farmers have every right to form farmer-owned, farmer-controlled and farm- 
er-financed cooperatives. Our observation is that a negligible percentage of pres- 
ent-day cooperatives qualify in this respect, despite vociferous and extravagant 
claims to the contrary. We know of none. 

“We, and other independents, can compete if placed on the same basis as these 
cooperatives. If by subsidy, special privileges, tax exemptions, these groups are 
enabled to operate without the checks and tests private business is subject to, 
it simply means the extinction of private enterprise—taxpaying enterprise. It’s 
that simple. 

“If Congress wishes to ‘aid small business,’ an equitable tax adjustment with 
respect to these cooperatives furnishes an opportunity for accomplishment, and 
with a unique angle, that angle being not one penny of Government appropriations 
or funds would be necessary.” 

A telegram from C. R. Wilson, Blu-Ribbon Dairies, Inc., Alexandria, La.: 
“Have just heard of a proposed hearing on subject of unfair advantage that 
farmer cooperatives, have in not paying normal income tax on their income. As 
part owner of a small dairy plant I urge every action be taken to correct this 
inequity in the dairy industry.” 

H. H. Holdson, Conneaut Creamery Co., Conneaut, Ohio: 

“We are operating in an area which includes a fair-sized cooperative in the 
milk business and which is a competitor in both buying and selling. 

“We can see no reason or justice in allowing a cooperative organization to be 
exempt from income taxes. 
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“Such an organization likely has many worthy aims, but we believe that it 
should operate on the same basis taxwise as a private enterprise—without this 
unfair advantage.” 

Now, Mr. Chairman, in the foregoing quotations you have heard references 
to the expansion into private business by co-ops through the acquisition of exist- 
ing businesses. We have recently learned from a reliable source that the follow- 
ing dairy plants were purchased in North Carolina namely : Mooresville Creamery, 
Mooresville, N. C., by Rowan Cooperative Dairy of Salisbury, N. C.; Kalmia 
Dairy, Hendersonville, N. C., and Hillside Dairy, Boone, N. C., the latter being 
purchased by Catawba Cooperative Dairy of Hickory, N. C. 

We have a letter from Ardmore, Okla., sent by R. W. Colvert, from the Colvert 
Dairy Products Co., enumerating processing plants owned and operated by dairy 
cooperatives. Specifically he mentions the following: one in Enid, Okla., Okla- 
homa City, Okla., Stillwater, Oklahoma, and Paris, Tex. 

Complaints have reached us from Judson Squires, Roberts Dairy Co., of 
Omaha, Nebr., of unfair competition by co-ops in Springfield, Mo., Hull, Iowa, 
and Sabetha, Kans. 

From Edward J. Sale, Will’s Dairy in Baltimore, Md., under date of December 
9, we have the following: 

“Competition from tax-exempt cooperatives operating in our industry is a 
constant potential threat to our business. Cooperatives that do not compete 
with us as processors and/or distributors have, of course, a place in our economy. 
However, when these same groups, organized for bargaining purposes, use their 
surpluses to build plants and enter into profit-making activities, they should 
pay their share of the taxes. 

“This is obvious to us and it is difficult to understand, from our viewpoint, why 
our lawmakers do not take the required action to eliminate this unfair condition.” 

A two-page letter from Grant Dougall, Idaho Creameries, of Boise, Idaho, 
describes the cooperatives operating in that territory and names six large ones 
respectively in Caldwell, Meridian, Jerome, Idaho Falls, and Smithfield, Utah, 
and in conclusion says: “* * * it is readily apparent that the dairy cooperatives 
in our area are a dominating factor in the dairy industry and account for a 
sizable share of the dairy products in the State.” 

I have been asked by Mr. Bruce Werden, president of Sunshine Dairy, Burling- 
ton, Iowa, to read his brief statement of four paragraphs. 


“7'9 Whom It May Concern: 


“My name is Bruce Werden, president of Sunshine Dairy, Burlington, Iowa. 
We process 20,000 pounds of milk daily into strictly bottled milk and products. 
We employ 35 people, operate 10 retail routes and 5 wholesale routes. We have 
approximately $100,000 investment. Our building and equipment are old and be- 
cause of zoning ordinance we must build a new building which calls for new 
equipment, the total of which will amount to $250,000. 

“We deal with a milk bargaining [cooperative] association and every time we 
do not do what they want, they threaten us that they will go into the milk process- 
ing operation, which they can do with money they have not paid an income tax on. 

“We compete with another co-op milk processor and the last bad deal with 
them was this September when they cut the price of half-pint chocolate milk 
(not chocolate drink), in paper cartons to schools at 5 cents, 

“To compete with co-ops under the present tax setup does not enocurage one 
to be progressive and provide continued employment for our present staff.” 

An impressive letter from J. L. Sinner, Sunny Brook Farms, of Portland, Oreg., 
reports the competitive situation in their territory emphatically as follows. 
Referring to the large dairy cooperative and its subsidiary, he says: 

“On this market alone they have purchased no less than 25 small and large 
competitors and have taken them from tax rolls. Recently ‘savings’ have been 
used in a most unfair competitive way to purchase small grocery store milk ac- 
counts by loaning equipment and money. At their present rate of growth due to 
these unfair advantages and tactics, the tax paying dairy industry does not appear 
to have a very substantial future unless this monster under the guise of a coopera- 
tive is made to pay his tax responsibilities the same as this small dairy business 
must do.” 

- H. E. Gallagher, Damascus-Carnation Co., in another letter from Portland, 
reg., SAYS: 

“For the past 18 years ( have been associated with the dairy industry, and in 
a good position to appreciate the rapid growth of processing and distributing 
farmer co-ops through the retention of untaxed income for working capital and 
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issuance of ‘paper dividends’ or retention certificates. This source of untaxed 
capital has enabled many local farmer co-ops to purchase numerous privately 
owned processing and distribution businesses which will be paid for out of 
untaxed protits. 

“A private milk dealer purchasing another distribution business must pay for 
such business out of net earnings after taxes, which may be at a 52-percent rate. 
In case of the co-op, the 52-percent tax rate they avoid paying will soon liquidate 
any profitable acquisition. 

“I have no quarrel with the original concept that co-ops organized to assemble 
farm commodities and market them without processing for benefit of members 
possibly should enjoy some income tax immunity. However, when a co-op en- 
gages in extensive processing, manufacturing, or distribution operations in direct 
competition with private companies, I feel they should pay comparable income 
tax rates.” 

I am especially pleased to read to you a letter from John D. Simpson, one of 
my fellow directors, the president of Superior Dairies, in Austin, Tex.: 

“As a matter of democratic principle, I will say that, although the legal 
mortar may be of different composition which is used to build and bind various 
types of business structures, the structures themselves are substantially similar. 
Both co-ops and private businesses are structures of people—people with a com- 
mon interest in acquiring economic benefit to themselves. Benefit is that dif- 
ference resulting when outgo is less than income. Call it ‘overage,’ ‘excess,’ 
‘surplus,’ ‘dividend,’ or ‘profit,’ the opportunity of benefit to the people of both 
structures is or should be the same if they are performing the same service, 
distributing the same product and competing for the same public consumer dollar. 

“There should be no difference in the tax treatment where and when a co-op 
goes beyond its legitimate membership and competes with private business in 
any field catering to the public. In this instance, there is no justification for 
a tax subsidy, a tax ’handicap,’ a concession or any policy other than the tax 
load and the opportunity for benefit for all types of business structures compet- 
ing for the same consumer dollar should be equal.” 

©. R. Roberts, the president of Sheffield Farms, in New York City, comments 
as follows: 

“Proprietary corporations like ourselves, as you well know, are subject to a 
tax of 52 percent of their gross profits, but cooperatives which may be in com- 
petition with such a concern are completely free from such taxes. We are very 
willing to stand our proportionate share of the taxes which are necessary to 
earry on the activities of our Government, but we certainly believe that it is 
no more than fair that other people be required to do the same and that certain 
privileged groups should not be allowed to carry on their operations with this 
freedom of taxation and be in competition with us in the same area. 

“The matter does not even stop here. We also find that tax-exempt coopera- 
tives are in effect subsidized by the Government in buying up proprietary busi- 
nesses and thus are able to pay more than proprietary concerns can pay for 
such acquisitions. This is true in view of the fact that any profits that they 
make from such recently acquired corporations are not subject to income taxes. 
It also means that proprietary corporations which have been paying taxes to 
the Government are purchased by tax-free cooperatives and thus are removed 
from the taxpaying rolls. 

“To give you a few examples of what has occurred within our own industry, 
JT would like to cite the following : 

“In Washington, D. C., the Maryland-Virginia Milk Producers Cooperative 
bought out the Embassy Dairy Co., in Washington, D. C., thus transferring a 
taxpaying corporation into the hands of a coperative with its freedom from 
taxes. 

“The same thing occurred in North Carolina by the acquisition of Coble 
Dairy Products Co. by a cooperative group. 

“It also happened a couple of years ago through the purchase of Fred Beers, 
Inec., on Long Island by the Dairymen’s League Cooperative Association, Inc., 
thus removing a proprietary corporation which had been paying taxes and 
placing it in the hands of a cooperative not paying income taxes. 

“If these practices are allowed to continue unabated, it is very obvious that 
the burden on those who are left to pay the taxes must be greatly increased.” 

A letter to us from the Foremost Dairies, of San Francisco, Calif., signed 
by the president, Grover D. Turnbow, brings out the fact that the cooperatives 
with whom his company deals have no desire to be given special privileges. 
He continues, saying, “I would be opposed to anything that has for its purpose 
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the destruction of cooperatives, but certainly their paying their fair share of 
the tax load will not destroy them. In fact, in my opinion, it would remove a 
stigma.” 

Parenthetically, I would like to say that in Sweden, which is regarded as a 
country having many and very progressive cooperatives, the cooperatives are 
required to pay taxes on their earnings. Im explanation of this, a Swedish 
statesman said that if cooperatives could not exist without a tax subsidy, then 
in the opinion of the hardheaded Swedish economists, they were unworthy of 
continued existence. 

Adverting again to the letter from Mr. Turnbow, I quote: ‘““Many cooperatives 
with whom we deal do a wonderful job and render a fine service and are of 
real help to the dairy industry. May I urge that cooperatives of every kind be 
treated the same as individuals and corporations, who are also an important 
segment of our commonwealth.” 

A letter from I. Beeghly, Golden State Co., of Sacramento, Calif., refers to 
the purchase of privately Owned taxpaying dairy plants with “tax-free surplus 
of a large cooperative of Modesto, Calif.” The writer of this letter continues: 

“The loophole in the tax laws which permits a cooperative to accumulate 
tax-free capital funds puts private enterprise paying normal corporate income 
tax rates at a distinct disadvantage. It is as a result of the difficulty that these 
privately run businesses experienced in financing normal capital requirements 
that they were induced to sell out to the cooperative. 

“We believe that it has been the intent of Congress to assist the small self- 
help type of cooperative, and not to subsidize multimillion-dollar enterprises 
operated as cooperatives primarily for the purpose of evading corporate tax 
liability. Not only does this give this type of business an undue advantage but 
it throws their just burden of taxation on to the other already heavily burdened 
taxpayers of the State. 

“In conclusion, we are not opposed to cooperatives which are organized to 
assist the farmer to solve his problems. We are merely asking that when 
they elect to compete with privately owned business, they be subject to the 
same rules.” 

A letter from George H. Stueber, Jr., Stueber Dairy Co., of Wausau, Wis., 
well illustrates the growth of a dairy cooperative enjoying tax advantages. It 
says in part that they [the cooperative] “started in the retail milk business 
about 5 years ago, with their base at DePere, Wis., and at present cover about 
one-third of the State with about two-thirds of the population. They have 
bought out about four independent dairies so far, and the rumor is now that 
they just bought out another large independent. That’s pretty easy for them 
to do, inasmuch as they don’t have to worry about Federal income taxes. 

“I have an operating statement in front of me from a local co-op, not a dairy, 
that made a profit of $34,445.63 in 1952. On their statement there is a pro- 
vision for Federal income taxes of $3,350. If a private corporation had the 
same type of ‘savings’ (cooperative language), its Federal taxes would have 
been about $18,000. In just this one case, the Government lost over $14,500, 
and the worst part of it is that this amount had to be made up by people who 
pay their fair share of the taxes. To me, this is the most unfair tax advantage 
that there is. 

“I would certainly appreciate it if something could be done about seeing to it 
that cooperatives be made to pay their fair share of Federal income taxes, the 
same as other businesses.” 

I note that one of our members from Connecticut, Harvey G. Turner, Shef- 
field Farms Co., Inc., has written to a member of this committee, Hon. Antoni 
Sadlak, in the following tenor: 

“As a private milk dealer operating in the field of processing and distribu- 
tion of dairy products, I wish to protest the unfair competitive advantage which 
farmer cooperatives have in exemption from income taxes. 

“T hope that you will lend your support. to legislation which will give tax 
equality to the proprietary dairy industry and put dairy co-ops on the same 
tax basis as private industry.” 

A letter from F. W. Rueter, Rueter’s Dairy Co., of Evergreen Park, IIL, says in 
part: 

“We wish to emphasize very strongly that something be done to equal the tax 
burden in business by taxing these cooperatives which are in essence large 
corporations free of the tax burden * * * 

“We understand the underlying historical reasons for the first tax exemptions 
by the Congress and by the executive branch. The problem is not vastly different. 
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Since the first exemptions were granted, tax rates have increased tremendously. 
What was a small tax advantage then is a huge one now. Then the organizations 
that were being developed were small—now many of them are multi-million-dollar 
cooperatives.” 

The letter from which the foregoing brief quotation has been made is hereto 
attached, and as it is an independent exposition of the competitive situation in the 
Chicago market as well as a very complete study of all the facts of this problem, 
we strongly recommend it to your attention. 

Gentlemen, in concluding my statement, I want to reiterate what is the plain 
intent of the Milk Industry Foundation in sending its president before you to 
testify in this important question. The reasons are as follows: 

1. We are faced with unfair competition due to the tax advantages enjoyed 
by dairy cooperatives which compete in the market place with privately owned 
firms. 

2. We have no animus against cooperatives as such, believing that their 
original purpose filled a need in the farm economy by giving farmer-producers 
effective bargaining power in the market place. 

8. We emphatically subscribe to the principle that all individuals and corporate 
entities in the United States should help support the activities of the Federal 
Government. 

4. We sincerely believe that the original concept of co-ops as bargaining agents 
has been greatly distorted and extended as a result of the present tax exemption. 

5. We believe the alarming trend of acquisition of taxpaying organizations by 
co-ops through their accumulation of cash surpluses should cease at once, and that 
the law should be such that the United States Treasury will receive its share of 
tax money and private business will not be unfairly handicapped in competition. 

I thank the chairman and the members of this committee for the privilege of 
appearing, and assure them that we stand ready to furnish any additional infor- 
mation of a factual nature which may be required. The proprietary segment 
of the great dairy industry expects this committee to come forth with a recom- 
mendation which will result in the termination of the present tax exemption en- 
joyed by operating cooperatives. ‘ 


The Cuarrman. Are there any questions? 

Mr. Mason. Mr. Chairman. 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Your first point was that this growth of cooperatives 
under the present tax-free situation has been tremendous. How tre- 
mendous? Specify. 

Mr. Casttz. For your information, 20 years ago tax-exempt coop- 
eratives did about a billion dollars’ vaieth of business. Today they 
are doing much better than $20 billion. They have been growing like 
a snowball rolling down the mountainside. 

The Cuarrman. Are there any further questions of Mr. Castle? 

If not, Mr. Castle, we thank you, sir, for your appearance and the 
information given the committee. 

et following letters and enclosures were received by the com- 
mittee. 


i 
' 
; 
' 


MILK INDUSTRY FOUNDATION, 
Washington, D. C., February 12, 1958. 
Hon. WILBUR MILLs, 
Chairman, House Ways and Means Committee, 
Washington, D. C. 


Dear Mr. Mitts: When I had the privilege of appearing before your committee 
to testify with relation to the position of the Milk Industry Foundation toward 
the present legal mechanisms which permit large dairy product marketing co- 
ops to escape Federal corporate taxation, I did not have time to give you some 
figures which are taken from reports available from the USDA. 

These figures show that there are far more farmers with milk cows than there 
are farmer memberships in the dairy products marketing co-ops. The actual 
figures as given to me are as follows: Memberships in dairy products marketing 
co-ops, 620,416 ; number of farms with milk cows, 2,956,900. 


a aa eet 


Heat 
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These figures simply show that if a Member of Congress charged with drafting 
legislation on the subject of co-op taxes is under the impression that all dairy 
farmers are members of co-ops, he is laboring under an erroneous impression. 

I had with me at the time that I appeared before your committee another paper 
which I did not refer to, but which I think would be of great interest to you, 
especially, as I said the present trend of dairy co-op marketing organizations in 
our industry is toward the creation of monopolies. 

The enclosed report from the State of Kansas shows that the Federal Trade 
Commission evidently shares the view which I expressed to your committee. 

If feasible, I would appreciate your having the two enclosures made a part of 
the record of the hearing. 

Respectfully yours, 
BENJAMIN F. CASTLE, 
Executive Vice President. 


Statistics relating to dairy products marketing cooperatives and to numbers of 
farms and dairy farms + 


Dairy products marketing cooperatives, 1954-55: * 


i a cl a 1, 621 

a a a ale a 620, 416 
Dairy products bargaining cooperatives, 1954-55: 

Se ne L eosadh lesb ee ebeee’ 1d hh clean a ebee abba ch tvandanental 203 

WBS IETADIG in ohn nk oh dee et enw ihaaehae 198, 554 
All farmer marketing cooperatives, 1954-55: 

TR URTTNTIIIT <> <n. coons tn <cenatcteries ennideitaniendeditveiaiiadhdhitnieal Mienaid tO cceiadentiaiatiamia ial 6, 316 

PERI, on. ow coesiveve cits <osrenio tyeiiptee tpn alanicimearterntlien bts tiaaiaainnian Gaakecanl 4, 212, 890 
WOE OF GEE TAINS TEGO si coitie ee rechsscaneesaeteateneine btteniee 548, 767 
Number of farms with milk cows, 1954*..------_-------~.----~.. 2, 956, 900 
Number of commercial farms in the United States, 1954-.._.-_---_-- 3, 327, 889 
Number of all farms in the United States, 1954-..--..-.__-----~. 4, 782, 416 


1 Figures for cooperative memberships contain duplications, as many farmers are mem- 
bers of more than 1 cooperative. 

2Comprises what is generally called operating or handling cooperatives. Excludes 
bargaining cooperatives. 

*As classified by the Bureau of the Census. All dairy farms are also classified as 
commercial farms, 

4 Aside from the commercial dairy farms, this includes other types of commercial farms, 
as Well as noncommercial farms having milk cows. 


Source: Statistics of Farm Cooperatives, 1954-55, by Anne L. Gessner, Farmer Coop- 
erative Service, U. S. Department of Agriculture, General Rept. 31, June 1957; 1954 
Census of Agriculture, Farmers and Farm Production in the United States, Special Re- 
ports, : vol. III, pt. 9, chs. V and IX; and unpublished data from the Department of 
Agriculture, 


FepERAL TRADE COMMISSION, OFFICE OF INFORMATION, WASHINGTON, D. C., 


(For release in morning newspapers of Thursday, September 12, 1957) 


The Federal Trade Commission today approved a consent order prohibiting 
Arkansas City, Cooperative Milk Association, Inc., 615 West Chestnut Avenue, 
Arkansas City, Kans., from discriminating in price among its customers. 

The Commission adopted an initial decision by Hearing Examiner Abner E. 
Lipscomb containing an order agreed to by the co-op and the Commission’s Bureau 
of Litigation. 

A Commission complaint, issued September 24, 1956, had charged the co-op 
with favoring its Arkansas City wholesale customers with prices ranging from 
1 to 83 cents less per quart of milk than that charged their competitors throughout 
the rest of the co-op’s territory. 

In addition, the complaint charged, the co-op maintains a delivery service to 
private homes in Arkansas City and, as such, competes not only with two local 
dairies selling to consumers on a cash-and-carry basis but also with the retail 
grocery stores. In 1954 the co-op reduced its delivered retail prices by 13 cents 
per gallon, 

These price disciminations, the complaint alleged, may substantially lessen 
competition in violation of section 2 (a) of the Robinson-Patman amendment. to 
the Clayton Act. 














1516 GENERAL REVENUE REVISION 


According to the order, the co-op and its manager, Carl Fitzgerald, (1) may 
meet—but must not undercut—prices charged by other milk sellers, and (2) must 
charge the same prices to customers who compete with each other in retailing 
milk. 

The order dismissed the complaint as to Homer §S. Call, Ivan J. Scott, and 
John Weir, Jr., individually and as representative of the entire membership of 
the co-op. The examiner said it is believed that adequate relief will be secured 
by the order against the co-op and Mr. Fitzgerald, who personally directed its 
operations. 

The agreement is for settlement purposes only and does not constitute an 
admission by the company or Mr. Fitzgerald that they have violated the law. 


FAIRMONT Foops Co., 
Lawton, Okla., January 6, 1958. 
Hon. Topsy Morris, 
House of Representatives, 
Washington, D. C. 

Dear Tosy: In my opinion the time has come when new legislation should be 
introduced concerning the unjust tax exemption of cooperatives. Recent surveys 
show a definite trend toward cooperatives’ growth and influence in the Nation’s 
business. Such a trend is potentially dangerous in that the loss of revenue to 
the Government can ill be afforded, and the competitiveness in the industry is 
becoming increasingly unfair since the cooperative processors and distributors 
of dairy products have such a big tax advantage. 

Undoubtedly at the time the cooperative taxation law was passed the intention 
of Congress was to aid small cooperatives throughout the country. Apparently 
the law has not only had its desired effect but has furnished the encouragement 
for many cooperatives to become multi-million-dollar businesses. I question 
seriously that this latter development was either foreseen or desired by the Con- 
gress, for cooperatives with all their maniacal ramifications are threatening the 
existence of privately established businesses. 

I fully believe that in the interest of preserving free enterprise legislation 
should be enacted that will equalize the tax responsibility of cooperatives and 
proprietary operators. Since a hearing has been scheduled before the Ways and 
Means Committee on taxation during the period January 7 to February 7, I 
would appreciate your transmitting these opinions to the committee. 

Sincerely yours, 
J. E. Carter, Manager. 


The Cuarrman. Our next witness is Mr. Harold Bobier. Is Mr. 
Bobier here ? 

Mr. Bobier, for purposes of the record, please identify yourself by 
giving your name, address, and the capacity in which you appear. 


STATEMENT OF HAROLD H. BOBIER, PURE SEAL DAIRY, INC., 
FLINT, MICH. 


Mr. Bosrer. Mr. Chairman and gentlemen of the committee: My 
name is Harold H. Bobier. I am associated with the Pure Seal Dairy 
of Flint, Mich. I am accompanied by Mr. Forbes K. Merkley, of the 
Genesee Dairy Co., Mr. Ronald Warren of the Pure Seal Dairy, and 
Mr. John Wernicke, secretary and general manager of the George W. 
Hubbard Hardware Co., all of Flint, Mich. 

The Cuarrman. Mr. Bobier, you are recognized for 10 minutes. 
Proceed in your on way. 

Mr. Boster. Thank you, sir. 

We are here today to do what we can to bring about equality of 
taxation. 

First, let me say that we are not against cooperatives, and we do not 
seek to destroy them. We do seek to have cooperatives taxed on the 





GENERAL REVENUE REVISION 1517 


same basis as we are, their competitors. We are seeking only equality 
of taxation and, we believe, the opportunity to stay in business. 

I think the best way to illustrate our position, and our dilemma, 
is to describe to you how a cooperative affects the dairy business I 
represent. 

In 1943 the then McDonald Dairy Co. was owned by two brothers, 
and was in bad financial straits. A cooperative was formed: the St. 
Paul Bank of Cooperatives provided the capital from which the co- 
operative purchased the brothers’ interests, and the brothers continued 
to manage the dairy, but as a cooperative. 

Of the 8 dairies delivering in the city of Flint, 4 would be considered 
large by the standards of our community, and 4 would be considered 
very small. The cooperative is named “McDonald Cooperative Dairy 
Co., Inc.” Recently it has dropped the use of the word “cooperative” 
from all of its advertising and truck lettering, although it still main- 
tains the word “cooperative” on its dairy sign on its processing plant. 
Prior to becoming a cooperative, the McDonald Dairy Co. had been 
doing business in the city of Flint since about 1928. 

Freedom from taxation: With the freedom from taxation, which 
the McDonald Cooperative Dairy obtained by becoming a cooperative, 
the business has been transformed into a large and prosperous busi- 
ness, making large annual net profits. During the years since becom- 
ing a cooperative, up to and including 1954, with the exception of 1953, 
for which we have no statement, the McDonald Cooperative Dairy 
Co., as shown by the attached statements, earned net profits in the 
amount of $3,474,037.85. On these earnings, it should have paid Fed- 
eral income taxes in the amount of $1,778,750. It paid none. In 1943, 
its first year as a cooperative, it processed 36,481,221 pounds of milk; 
in 1954, since becoming a cooperative, it processed 148,189,977 pounds— 
over 400 percent more. 

Management of retained profits: The cooperative has added to its 
plant facilities so that it has more than doubled in area. In addition, 
the cooperative has purchased other businesses in allied fields, and 
has consolidated them into its activities. This, of course, has deprived 
the Government of income-tax moneys from the businesses purchased. 

The cooperative has made its relief from taxation felt in direct 
business competition with the other dairies in Flint, and vicinity, who 
are proprietary taxpaying processors and distributors. 

For the past several years, the cooperative has engaged in a course 
of ruinous discounts and trade favors in order to gain trade advantages 
over its competitors. The cooperative can do this, because it retains 
out of each profit dollar approximately 52 cents more than its tax- 
paying competitors. By way of illustration, but not limitation, the 
cooperative has financed dairy bars, soda fountains, drugstores, taken 
over distress paper of grocery stores, and repaired beer coolers. As 
an illustration of how these tactics affect its competitors, the coopera- 
tive serves 57 drugstores in Flint, Sealtest serves 7, Swift serves 6, 
and the Pure Seal none. 

The cooperative has steadily decreased the profit margin in the 
wholesaling of processed fresh milk, by offering trade discounts to 
grocers and other outlets, in order to gain exclusive patronage, or 
to make the business less profitable for its competitors. In order to 
save our businesses, we have been forced, where we could, to match 
the figures of the cooperative. It has been a ruinous trail. Since the 
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cooperative began business, our trade discounts have increased over 
2,094 percent. 

Without obtaining the same tax relief that the cooperative has, 
its competitors cannot keep up the pace. The alternative is to tax 
the cooperative in the same way that its competitors are taxed. Its 
competitors are in the peculiar, and not easily understood, position 
of financing the cooperative in its greedy assimilation of their own 
businesses. 

In the fall of 1955, the cooperative, maewenameaatae announced 
intentions on the part of the milk producers to seek a higher price 
for their poem) and notwithstanding that the costs in all other 

hases in the processing and distribution of milk had advanced stead- 
ily, lowered the price of milk through store outlets. In addition there- 
to, the cooperative set up a sliding scale discount. The photostat 
attached hereto is a copy of letter sent by the cooperative to all grocers 
in the area under discussion. It went not only to the cooperative’s 
customers, but to all wholesale outlets in the area. The intention is 
clear. It was a bid for exclusive business, and failing that, it was a 
sure-fire method of reducing the net profit of any dairies deliverin 
to the dealer outlet. We do not believe that the cooperative woul 
have undertaken such a measure as this had it been paying taxes 
on its net profit. 

The alternatives : Last fall, at a meeting of the Flint Farmers’ Club, 
the issue of cooperatives versus taxpaying businesses was debated. 
At the conclusion of the debate, Gar Wagner, assistant manager of 
the McDonald Cooperative Dairy Co., was assailed for the ever- 
expanding and aggressive tactics of the cooperative in pursuing new 
business. To this he replied: 

1. The cooperative can funnel its profits back to its patron milk 
producers by paying more per hundredweight to them for their milk 
and, in such event, it will take all of the milk producers in the area 
away from its competitors. 

2. The cooperative can pass its surplus on to the ultimate consumer 
by lowering the price of milk. In such an event, it will take all of its 
competitors’ customers. 

3. The cooperative can use its surplus to build new buildings, expand 
facilities, and obtain new business, which it is doing. Utilizing sur- 
pluses in this method is the lesser of the evils, as far as its competitors 
are concerned, said Mr. Wagner. 

Mr. Wagner was then asked what the future of American business 
was to be in the event that concerns like his were to continue to 
operate. His reply was: “I guess you will have to go co-op.” 

Trend toward monopoly: The favorable position in which the 
Government has placed the cooperatives in competition with proprie- 
tary taxpaying businesses induces monopolies, as will be easily seen 
by the example of the McDonald Cooperative Dairy Co. The situa- 
tion is difficult to square with reason, when we consider that the 
Government is dependent, in part, upon income taxation from tax- 
paying businesses to underwrite the expense of our governmental 
activities. 

If you do not give us the right to compete equally with the co-ops, 
then my company and thousands of the other small businesses in com- 
oan with co-ops will be forced to sell out, go co-op, or go out of 

usiness. We need your help to stay alive. 
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Thank you, sirs, _ (Tole 
The Cuarman. Without objection you may include the material 
appended to your statement in the record, if that is your desire. 


Mr. Bosrer. Thank you, sir. 
(The material referred to fgllows :) 


CERTIFICATE OF INDEBTEDNESS OF MCDONALD CoopPERATIVE Datry Co., Frnt, Micw. 


This is to certify that for value received, McDonald Cooperative Diry Co., 
registered office, Flint, Mich., a cooperative corporation organized and existing 
under and by virtue of the laws of the State of Michigan, is indebted and promises 
to pay to the above-named payee the principal sum above stated, at the registered 
office of said corporation, in the consecutive numerical order of issue of the out- 
standing certificates of indebtedness of the corporation, at such time and in such 
manner as shall be determined by the board of directors. 

This certificate is issued on account of moneys loaned to said corporation 
through deductions or retains made or withheld by the corporation from the 
value of agricultural products purchased by the corporation of, or from the sales 
proceeds derived therefrom and due to, or from patronage dividends issued to, 
the creditor whose name appears herein. 

This certificate and all other certificates of indebtedness issued by the corpo- 
ration are subject to all other debts of said corporation so that in event of liqui- 
dation or dissolution, voluntary or compulsory, all debts of said corporation, 
other than such as are represented by certificates of indebtedness, shall be pre- 
ferred and have priority of payment and are to be paid in full before any distri- 
bution of the assets of said corporation shall be applied toward retirement of 
the debt represented by certificates of indebtedness. 

The claims of holders of certificates of indebtedness on account thereof shall 
have priority over all claims of capital stock so that in case of liquidation or 
dissolution; voluntary or compulsory, the claims of all holders of certificates of 
indebtedness on account thereof shall have priority of payment and shall be paid 
in full before any distribution of the assets of said corporation shall be made upon 
the capital stock of the corporation. 

Certificates of indebtedness of the corporation shall be entitled to only such 
rates of interest as the board of directors may fix from time to time: Provided, 
however, interest paid upon certificates of indebtedness shall in no event exceed 
a rate of 4 percent per annum upon the principal amount for which certificates 
are issued: Provided further, interest upon outstanding certificates of indebt- 
edness at a rate of 4 percent per annum shall be paid before any earnings of the 
corporation shall be distributed upon a patronage basis. Interest upon Ccertifi- 
cates of indebtedness shall not be cumulative if unpaid, but when interest is 
paid upon any certificate of indebtedness, and interest shall be paid ratably 
upon all certificates of indebtedness except those duly called for payment and 
not surrendered in accordance with the call therefor, certificates of indebtedness 
called for payment shall not be entitled to interest after the day held forth in 
the call for payment of such certificates. 

This certificate and all other certificates of indebtedness of the corporation 
are, except in the event of liquidation or dissolution, retirable in whole or in 
part in the consecutive numerical order of issue in the sole direction of the 
board of directors upon payment of the principal amount of the certificates so 
called for retirement and payment. In the event of liquidation or dissolution, 
all outstanding certificates of indebtedness shall share ratably in assets until 
the principal amount thereof has been fully paid. 

This certificate is transferable only on the books of the corporation upon 
surrender of the certificate properly endorsed and when any indebtedness owed 
to the corporation by the owner hereof has been fully paid. Upon transfer of 
ownership of title to the claim represented hereby and surrender of this certifi- 
eate for transfer and reissue, this certificate shall be canceled and the certificate 
issued shall bear the same numerical number as the certificate surrendered for 
transfer. 

In witness whereof, the said corporation has caused this certificate to be signed 
by its duly authorized officers and its seal to be hereunto affixed. 


L. R. Lone, President. 
RUSSELL L. Counts, Secretary. 
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McDona.Lp Co-OPERATIVE Dairy Co., 
Flint, Mich., November 5, 1955. 


IMPORTANT NEWS ABOUT MILK PRICES 


Dear CusToMER: In the past year and a half you have been confronted by 
many competitive moves in the packaging ‘und pricing of milk. First it was 
glass half-gallons. We resisted this move for a long time because we felt that 
it took you back about 10 years when glass milk bottles were an item of con- 
siderable bother and expense to the grocerman. 

Next came cut-rate milk in cartons bearing new names. This we could not 
go along with. In this area the name “McDonald” has always stood for the 
very highest in quality products and dependable service. We will do nothing to 
sacrifice this position. 

After a great deal of thought we have arrived at the following rebate formula 
which we believe is equitable to everyone. We believe you will think so too, 
because it is a definite arrangement that is controlled entirely by the amount 
of your purchases from us. The following table is self-explanatory. 


Percentage 

of rebate 

Purchase, Dollars per month: * you earn 
ON a ea poe 2 
ra ees cs cee eee cage cats ead eoencie mon ot 4 
In A Ne On 5 
Neen ee ee nn eee eee awe 6 
Neen eee enn enn ene nen nate jienibsacacrenaa sm anibbba oa bewenbiaee 7 

Neen ene ene e en ee A cal eaceeaatiaouee 7% 


1 Not including butter and glass half-gallons. 


If there are any questions, consult your driver or call our office. Thanks for 
your cooperation. 
Yours very truly, 


Brit OGie. 


ANNUAL ReEporRT, MCDONALD CO-OPERATIVE Datry Co., SUBMITTED AT THE ANNUAL 
MEETING, Marcu 29, 1955 


Procurement and processing, 1954 


Milk and cream received ¢pounds) : 


us sisnpebaiioeeiaiantecnieiantaiaies 63, 331, 388 
Chesaning members..................-. cape teidhn cathe dnbsae atid 28, 266, 730 
aia adetctcin taba 33, 499, 435 
Columbiaville members___-_.-..-________ a kee aa 20, 594, 919 
Michigan Milk Producers Association.__......_________-_---- 2, 497, 505 

I ee wetalnaianbelasbianerrmrbeinen 148, 189, 977 
I si 188, 085 
i a ree 534, 895 

Products processed and sold: 

a inembingioncestd quarts____ 23, 544, 409 
I a aceeuaepepticorspncs ened asks 930, 819 
I a a aa alata nl a dea gallons__ 408, 100 
I etme pounds... 2, 069, 960 
Sk menincrseeti gallons__ 555, 189 
i cisdece paenehs bnmerseieinw mab inel dozen__ 95, 732 
I a ho ceniraeenen diel gallons._. 1,587,355 
I ce lett: 686, 834 
wineries pounds... 3, 226, 480 


Nee a beaseneeaninnenmined do._.._ 1, 550, 614 
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Comparative balance sheets 
We have 


Cash or readily convertible to cash... =o $204, 149, 25 
Caen md Dank ACCOURUE ose SSE 636, 303. 65 
Accounts receivable: Dairy products inventory__.-..--_-__ 111, 047. 96 
Oe sens Sareea RaSh a NS a ar Ste et I eee 951, 500. 86 
Investments and noncurrent receivables : 
Stocks and cooperative certificates____.__._._.__..-----__- 21, 814. 41 
Cash surrender value of life insurance______---_____-~_ 16, 081. 52 
PUES UNG GOULERCIS TOC VAIO. non inns cones eues 305, 482. 11 
UN ina ak eco tsa bch gt is cis cam a 343, 378. 04 
Property and equipment: 
Real estate and equipment at cost___----__-------_---_- 8, 953, 639. 60 
LMG Teberve for GopeeciACloe......nnncoseneaaceestsaenese 1, 273, 290. 81 
Present depreciated Valine... ...<<mensateséeurgbentinn 2, 680, 348. 79 
Expenses paid in advance: 
BORREGO, COM, cha crevice nits tte 50, 452. 93 
Operating supplies__...----~- cles itiladliomie oe data salad 324, 556. 10 
ON cs caieininiiesgpnamritiacasibnasitdicainiamaaaiiigama nidrsiijhaiaplatisabibvabiaia 875, 009. 03 
Total we have_____-_-- a 4, 350, 236. 72 
We owe: 
Due in 1 year or less: 
Current accounts for materials and supplies___-- das 196, 615. 67 
Due members for December milk_-__..----_-.---.--__ 332, 898. 97 
SOT” ai tos antes cect ot niceves stg nag chsh gas aa eared 7, T7378 
Other current debts___-- hn aminsevessimcsbeniin ME 189, 408. 79 
Dota) sii g, icici: Dee Ae Shs en cesses. 726, 697. 16 
Mortgages: St. Paul Bank for Cooperatives__._.___..__.--_~_ 100. 00 
Total WO OWS. ass csidd deinn cust aed. 726, 797. 16 
Members’ equity: 
Certificates of indebtedness___.--~~-- eae 
Capit) Ghai ic ceils occ nce aaa bueees 4, 545. 00 
Members Gudity SOG6T VOR ssscccden we 1 ene 1, 004, 678. 61 
Undistributed savings_._._____~- a ciidivudelintitele 355, O79. 55 
Total, members’ equity Saleh bitin ow whales daniels aicigsatae:') aE ME a 
Total owned and members’ equity__.____-- Sieh 4, 350, 236. 72 
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Comparative statement of operations and margins, 1954 


Net sales and inventory change 


Less : Cost of doing business: 
Salaries and wages 


I ast errunmeseniten casein 


Operating supplies and power 
Repairs 
Depreciation, taxes, and insurance 
Other expense 


ee 


Balance distributable savings_~ 


Costs and returns to seneaiil per dollar of sales 


$10, 604, 461. 98 


2, 129, 109. 16 


’ 95, 834. 06 


810, 264. 34 
163, 614. 89 
872, 485. 59 
279, 684. 83 


4, 710, 992. 87 


5, 893, 469. 06 


5, 238, 389. 51 


655, O79. 55 


Cost of doing business: Cents 
Salaries and wages_______-.~_- ands sana edad ui 20, 08 
Ingredients for products______--- Saari aaelinti wes A ashe, Sete ble ede 9.01 
ee ee meno mancamaannnnnnmaneman 7.6 
ea thee castas da hdapupasinatiriocceclaincaenapusnabentssenreirsinenarancinneenatesnmnecareptndh Svat siraeeaes 1, 54 
ne a Cen eee ae onnennncm 3.51 
oa eatean en enaamniinaven ss eben iE bd oe nian as 2. 64 

UR RR NI a ies beens Sp ue nianion Seiencdicdm dtlepaenen ake 44, 42 
ee, Gp mares. eins See le elu docs. 55. 58 
Se CRONNLEES, GON) MOURROOS. eel Seo ee el 49. 40 


Reience.ciatribatable savings... tenn ee 


12 years of progress 


er, 


























| 


1 
Year Members Milk proc- Value of sales Assets 
| essed (pounds) ee! | 
1943___.. aac car lieieieceas 742 | 36, 481, 221 $2, 554, 657. 22 | $747, 267. 37 
SUE titel Salk dence conse 775 | 42,186,418 | 2,678, 599. 64 | 822, 701.01 
Os oad So bdaewees 814 | 50, 556,989 | 3, 165, 129. 91 890, 470. 69 
Seah + caleiihininns Adesso 811 | 5), 416, 959 3, 953, 577. 81 | 1, 521, 470. 96 
* AL 9x2} 87,498,528 | 4'601/144.13 | 1, 847,303.53 
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Mr. Boxter. May I make this one remark, sir? There is a photostat 
of a certificate of indebtedness attached and I attached that because 
the Federal courts have held that such a certificate is not taxable in the 
year that it is issued, but only if and when we pay. 

The Cuarrman. On the ground that it has no value at the time it is 
issued ? 

Mr. Boster. Yes, sir. 

The Cuatrman. Are there any questions of this witness? 

If not, we thank you, sir, for your appearance and the information 
you have given the committee. 

Mr. Bostrer. Thank you for listening. 

(The following letters were received by the committee :) 

UNITED STATES SENATE, 


COMMITTEE ON BANKING AND CURRENCY, 
January 16, 1958. 
Hon. WiLeuR MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

Dear Mr. CHAIRMAN: Enclosed are two letters I have received from my con- 
stituent, Mr. Clyde H. Shaffer, with respect to the tax hearings your committee is 
holding. 

1 will appreciate it if these letters are made a part of the record. 

Sincerely, 
JosePH §S. CLARK. 





BREYER Ice CREAM Co., 
Philadelphia, Pa., January 10, 1958. 
Hon. JosepH S. CrLaRrK, 
Senate Office Building, 
Washington, D.C. 


DeAR SENATOR CLARK: On March 18, 1957, I wrote to you requesting your aid in 
scheduling a hearing before the House Ways and Means Committee on the subject 
of cooperative tax equalization. As I wrote then, the fact that cooperative 
earnings can be retained free, or -‘ubstantially free, from income tax, has given 
cooperatives a definite competitive advantage over the proprietary corporation. 

Paying little or no income taxes permits the cooperatives to undersell pro- 
prietary companies and still retain sufficient money to improve and expand. One 
form of expansion of cooperatives is through the acquisition of taxpaying com- 
panies who then discontinue paying income taxes, causing a substantial decrease 
in tax revenue to our Federal Government. 

With proprietary corporations paying 52 percent of their earnings in Federal 
income taxes and the cooperatives paying practically nothing, the cooperatives 
can pay almost twice as much for acquisitions than proprietary corporations. 

The House Ways and Means Committee announced last fall that, beginning 
January 7, 1958, hearings will be held on general tax revisions. During these 
hearings the dairy industry, with which I am connected, along with other indus- 
tries, will seek new legislation to reduce the tax advantage of cooperatives. 
I hope that you will again see what you can do to help us gain favorable action 
from the Ways and Means Committee and from your colleagues in the Senate 
when such legislation comes before you. 

Respectfully yours, 
CrypE H. SHAFFER, President. 


Breyer Ice CREAM Co., 
Philadelphia, Pa., March 18, 1957. 
Hon. JosepH S. CLARK, 


Senate Office Building, Washington, D. C. 


DEAR SENATOR CLARK: In a letter dated July 26, 1955, to Hon. Jere Cooper, 
chairman of House Ways and Means Committee, the Secretary of the Treasury, 
George M. Humphrey, made recommendations on cooperative tax equalization. 
It was understood that these recommendations would be considered during the 
1956 session of Congress ; however, they were not considered. 
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As an executive of an ice-cream company doing business in direct competition 
with cooperatives, I wish to express to you a few facts regarding cooperative 
organizations in the hope that you will do everything possible to aid in scheduling 
a hearing before the House Ways and Means Committee and that you will 
actively support Secretary Humphrey’s recommendations. 

The fact that cooperative earnings can be retained free or substantially free 
from income tax has given cooperatives a definite competitive advantage over the 
proprietary corporation. One of the cooperatives with which we have had com- 
petitive experience is the Lehigh Valley Cooperative Farmers, operating from 
Allentown, Pa. Their financial report for the year ending January 31, 1956, 
shows that they had total sales of $15,381,830.98, representing an increase of 14 
percent over their previous fiscal year, while our company and similar proprie- 
tary businesses were suffering a decrease in their sales. Their increase, in my 
opinion, is due directly to the tremendous tax advantage enjoyed by this coopera- 
tive, which enables them to undersell proprietary companies, and still retain 
sufficient money to improve and expand their business. This is borne out by the 
following quote from the same annual report: “A very large portion of the in- 
erease in our dollar sales has been in manufactured products; most important 
of which has been the increase in the sale of ice cream. Competition in the sale 
of ice cream has become more acute during the year, and it has been necessary 
for us to reduce prices on some of our ice-cream products.” This report also states 
that “during the entire year 25 cents per hundredweight was retained from milk 
shippers for capital purposes. For the retain of 25 cents per hundredweight, 
milk shippers have received during the year our 5-percent cumulative stock.” 
This stock of course is tax free. 

On page 15 of this cooperative’s financial statement under “liabilities and 
eapital.” I find under withholding and social-securities taxes payable only 
$33,505. I see no indication of moneys allocated for Federal income tax for this 
corporation having assets of over $6 million. 

From statistics compiled by Farmer Cooperative Service, United States Depart- 
ment of Agriculture, farmer cooperatives did a net business of $9.6 billion in 
the fiscal year 1954-55, an increase of 1.4 percent over 1953-54. It is easy to 
see the tremendous value of revenue lost to the Federal Government through 
the present tax program, which unfairly allows cooperatives their tax-free 
status. 

I have been informed that two bills, H. R. 501 and H. R. 502 have been intro- 
duced in the House of Representatives which would deny deductions for paid or 
accrued patronage dividends and would subject certain types of cooperatives to 
the same tax as is now imposed on corporate business of like nature. 

I respectfully request your support of our position. 

Respectfully yours, 
CLYDE H, SHAFFER, President. 
CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., January 10, 1958. 
Hon. WILBUR MILLS, 
Chairman, House Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Dear COLLEAGUE: Attached hereto is a copy of a self-explanatory letter re- 
lating to the effect of cooperatives in Kansas, which, if hearings are held, should 
be included therein as a part thereof. 

With best wishes, I am, 

Yours sincerely, 
ERRETT P. SCRIVNER. 


FAIRMONT Foops Co., 
Kansas City, Mo., January 14, 1957. 
Hon. Errett P. SCRIVNER, 
House Office Building, Washington, D.C. 


My Dear ConcRESSMAN: The income tax advantage now enjoyed by coopera- 
tives threatens the dairy industry in the State of Kansas. 

Approximately 3 years ago a cooperative dairy entered the Wichita, Kans. 
market. Because of benefits derived from nonpayment of income taxes, they 
were able to sell milk at lower prices than the proprietary concerns. They ac- 
quired, by these lower prices, a substantial portion of the Wichita, Kans. milk 
market. At the annual stockholders meeting of this cooperative, held in the 
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spring of 1954, the president of the cooperative is reported to have said that 
their plant would some day be the largest milk-bottling plant in the State of 
Kansas. Since that time they have started distributing milk throughout central 
Kansas to a distance of as much as 200 miles from their plant. 

Due to their lower prices, they have little difficulty getting established. When 
individually owned dairies, or corporations, meet their price, it causes disastrous 
milk wars, thus forcing established concerns in these areas to return to previous 
price levels and see their business dissipated gradually. If cooperatives paid the 
same taxes as individually owned businesses or corporations, they would not 
have this unfair advantage. 

At the present time, a milk war is being waged in Topeka because of milk 
ere by two competing cooperatives, each trying to become established in that 
market. 

For many months the Salina, Kans., market has suffered sporadic milk wars 
because of competition between two competing cooperatives, each of whose prod- 
uct is available to dealers at a price which cannot be met by income-tax-paying 
business concerns. 

[ urge you to investigate and take every step possible to insure that coopera- 
tives are required to pay income taxes comparable to their competitors. 

Yours very truly, 
E. O. Gigs, 
Southwestern Division Manager. 


CONGRESS OF THE UNITED STATES, 
HovsE OF REPRESENTATIVES, 
Washington, D. C., January 13, 1958. 
Hon. WILzur D. MILs, 
Chairman, House Appropriations Committee, 
The Capitol, Washington, D. C. 


Dear Mr. CHAIRMAN: I enclose a copy of a letter to me from Mr. F. L. Put- 
nam, president of the Whiting Milk Co. with headquarters at 40 Cambridge 
Street, Charlestown 29, Mass., urging that cooperatives be taxed the same as 
others. 

I should appreciate it if Mr. Putnam’s views could be made a part of the 
record before the committee hearing this item, and be brought to the attention 
of the members of the committee. 

Yours sincerely, 
LAURENCE CURTIS. 


WHitTIne MILK Co. 
Charlestown, Mass., January 9, 1958. 
Hon. LAURENCE CURTIS, 
House Office Building, Washington, D.C. 


Dear Sir: In connection with the general tax revisions hearings to be held in 
the immediate future, I would like to urge you to use your influence on members 
of the Ways and Means Committee to act favorably on legislation which would 
require cooperatives to pay income taxes on the same basis as proprietary cor- 
porations with which they compete. 

The present law is certainly inequitable. For illustration, let me state that 
we are in the process of attempting to build a new processing plant. With our 
high tax rate of 52 percent, it is difficult for us to finance this construction. On 
the other hand, one of our close-by competitors, a cooperative, has been able to 
put aside tax-free earnings for this same purpose. The same cooperative was 
also able to buy another business at a higher price than any of its proprietary 
competitors. Again due to their freedom from tax. 

There is a trend toward cooperative monopoly of supply and distribution. 
They are exempt from prosecution for violation of antitrust laws, and apparently 
are permitted to buy out as many competing proprietary processors and distribu- 
tors as they please in a single market. Millions of dollars of Federal aid seems 
to be available to cooperatives from the Central Bank for Cooperatives. The 
Government has charged the Maryland-Virginia Milk Producers Association 
with monopoly of the milk supply of the city of Washington, D.C. The Bank 
for Cooperatives loaned them over $3 million with which to purchase the Em- 
bassy Dairy, a large distributor of milk, cream, and other dairy products in 
the Washington market. In recent weeks they have purchased another processor 
and distributor of dairy products in the Washington market. 
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We have no objection to cooperatives as such but only to the tax law and 
rulings which permit them to legally avoid Federal income taxes which 
proprietary competitors are required to pay. There can be no good reason for 
subsidizing cooperatives at the expense of other taxpayers. 

We are not concerned about bargaining cooperatives which do not compete 
with proprietary dealers in the processing and distribution of dairy products. 

However, everyone should pay his fair share of income taxes. No important 
group should have an advantage over competitors. 

Very truly yours, 
F. L. Putnam, President. 





CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 
Washington, D. C., January 10, 1958. 
Hon. Witsur MIs, ; 
Chairman, Ways and Means Committee, 
House of Representatives, Washington 25, D.C. 


Dear Mr. CHAIRMAN: Enclosed is a copy of a letter I received from one of 
my constituents relative to the tax privileges enjoyed by the cooperative organ- 
izations. 

The letter is self-explanatory, and I think you will agree that Mr. Lescure 
does express the feeling of a great many taxpayers who feel that our present 
system is inequitable. I would appreciate it if you will have this letter included 
in the hearings being held by the Committee on Internal Revenue Taxation so 
that all the members of the committee may consider the statements contained 
therein. 

While I realize that it will not be possible for the committee to consider all 
the inequities in our present law, I trust that that action will be taken in the 
present session to correct some of them. 

Thanking you for your consideration in this matter, and with warmest per- 
sonal regards, I am 

Sincerely, 
SaMUEL N. FRIEDEL. 


SEALTEST WESTERN MARYLAND, 
January 3, 1958. 
Hon. SAMUEL N. FRIEDEL, 
House Office Building, Washington, D.C. 


Dear Mr. FRIEDEL: Exactly 1 year ago today I wrote to you with reference to 
the inequities that exist in regard to taxation. In the interest of sound business 
and of added revenue for the Federal Government, there definitely should be a 
more equitable form of taxation than exists at the present time. 

Cooperative organizations over a period of a good many years have had a tax 
advantage over competitors or proprietary corporations. I am sure that you 
will agree that everyone should pay their fair share of taxes and this can only 
be brought about by legislative action that will remove tax privileges which are 
now granted to cooperative organizations. There is certainly no justification 
for a program which unfairly helps tax-free cooperatives to take business away 
from taxpaying proprietary handlers. Cooperatives are buying taxpaying busi- 
nesses which then quit paying taxes. The loss of revenue is substantial and 
there is no question that our Government needs all the additional revenue it can 
get. If proper legislation is enacted hundreds of millions of dollars of additional 
revenue could come to the Government annually if cooperatives were required to 
pay their fair share of their now exempt taxes. 

Of course, we are and always have been willing to pay our full share of taxes 
but do not feel so kindly about making up for the failure of others to do their 
share. The competitive advantage of cooperatives is terrific and permits them 
to do things to get business which would be impossible for proprietary processors 
and distributors to do. 

Therefore, as a representative of the State of Maryland, I am asking you to 
support our position and do everything possible to help in getting action through 
the Ways and Means Committee to the end that new legislation be enacted which 
would eliminate the tax advantage of cooperatives. 
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I understand that tax revision hearings before the Ways and Means Committee 
will start on January 7, 1958, and inasmuch as there is no representation from 
the State of Maryland on this committee, I urge that you do everything possible 
with your colleagues to get such action to the end that all businesses will be 
treated alike and pay their just share of taxes to the Government. 

Sincerely yours, 


J. M. LEscure. 





CONGRESS OF THE UNITED STATEs, 
HovusE oF REPRESENTATIVES, 
Washington, D. C., January 10, 1958. 
CHAIRMAN, COMMITTEE ON WAYS AND MEANS, 
House of Representatives. 


Deak Mr. CHAIRMAN: Enclosed is a photostatic copy of a letter from Mr. D. E. 
Wilks, manager, Fairmont Foods Co., Topeka, Kans., in which he sets forth his 
views concerning tax legislation. 

As you will note, Mr. Wilks has requested that I bring this letter to the atten- 
tion of the committee. If such can be included in the record of the current tax 
revision hearings, it will be appreciated. 

Yours very truly, 


Wa. H, Avery, Member of Congress. 


FarRMONT Foops Co., 
Topeka, Kans., January 8, 1958. 
Hon. WM. AVERY, 
House Office Building, 
Washington, D. C. 


My Dear CONGRESSMAN: I understand that a hearing concerning action for 
legislation on a cooperative tax bill has been scheduled during the period 
January 7 to February 7, before the Ways and Means Committee on Taxation. 

The news of this hearing was received with profound interest by the proprie- 
tary corporations and small organizations who are required to pay income 
taxes. We are vitally interested in legislation which would place the operating 
cooperatives on the same tax basis. Since they are our competitors in the 
dairy business, we feel they should carry their portion of the tax load. 

This issue is of extreme importance to the dairies in the Topeka marketing 
area as we have been involved in a price war for some 15 months. This situa- 
tion has been the result of two operating cooperatives entering the market here— 
one actively and the other indirectly. By way of explanation, we have one 
cooperative, located out of the Topeka milkshed area, bringing dairy products 
into Topeka daily and the other cooperative is bottling milk for an out of State 
dairy who is in our market, also. The keen competition between these two con- 
cerns has upset the dairy market here over such a long period of time that the 
Situation is very serious. The local dairies do not have the “cooperative’s 
tax-free’ reserve with which they could subsidize losses incurred from a price 
war of such long standing. It is impossible to meet such competition and keep 
our businesses on a sound basis. 

It is our opinion that everyone should pay his fair share of income taxes with 
no important group having a tax advantage over competitors. Cooperatives 
may retain 100 percent of their profits for expansion while the proprietary 
corporations and small organizations must pay 52 percent of their profits over 
$25,000 in taxes. We strongly feel that there is no justification in a tax 
program which unfairly helps tax-free cooperatives take away business from a 
taxpaying corporation. 

I earnestly request that you transmit this letter to a member of the Ways 
and Means Committee and urge that you contact other members of this important 
committee to act favorably when legislation to rectify the present unjust tax 
law is presented to them. When such legislation is brought before the House 
we covet your active support. 

With deepest personal regards to you and your family, I am, 

Very truly yours, 
D. BE. Wrxks, Manager. 
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CONGRESS OF THE UNITED STATES, 
HOUSE OF REPRESENTATIVES, 
Washington, D. C., January 6, 1958. 
Hon. WILsuR MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

Dear COLLEAGUE: I am enclosing a letter which I have received from Mr. 
Adolph Skinner, president, Anthony Pure Milk Co., Inc., Nashville, Tenn., con- 
cerning the taxing of cooperatives. 

I feel sure that Mr. Skinner’s letter will be of interest to you and your com- 
mittee and hope that you will have it made a part of the record when hearings 
start on the tax situation. 

With best wishes, I am 

Sincerely, 
J. CARLTON LOSER. 


ANTHONY PuRE MILK Co., 
Nashville, Tenn., December 80, 1957. 
Hon. CarittTon Loser, 


House Office Building, Washington, D. C. 


Dear CARLTON: Before stating what is on my mind, I want to wish you and 
yours a healthful and happy new year, and from the looks of things, we are 
going to have to do a lot of things that we haven’t gone through with in the 
past. 

Our Government is not like a business; when certain phases of it do not 
justify the expenses, we immediately split it up into sections where it can be 
taken care of with lots less expense. I have not had a chance to talk to you 
very much, but I believe I have discussed with you the tax-free cooperatives, and, 
as I have explained, that it is unfair for such a business to operate in direct 
competition with another. All it takes is to have a co-op sign on the business and 
be free from the normal individual corporation income tax. 

We do not have a co-op at present, but the Nashville Milk Producers Associa- 
tion has purchased 10 acres of ground in the edge of the city and are planning 
to build a milk plant in direct competition with the taxpayers of Nashville an‘ 
vicinity. They are able to do this because they have been deducting $0.06 a 
hundredweight from the producers of this community for over 10 years. This 
has run into a sizable sum, and the business manager is about the only one 
that really gets any money out of the association funds. They are able to borrow 
at a low rate of interest for this project, and, of course, the land they have 
purchased will be tax exempt. 

Just as an example, the U.S. D. A. statistics show that local dairy co-ops in 
1954 only paid three-fourths of 1 percent of their earnings in income taxes while 
they retained over 70 percent of their earnings. In a sample of 215 dairy co-ops, 
136 followed the revolving capital from 651% million at the end of the fiscal year 
1949 with over 105 million in the fiscal year ending 1954. As you can see, this 
averaged an annual increase in revolving equity of capital of nearly $60,000 
per dairy co-op. If the 1,670 dairy co-ops all do this well over a period of a year, 
it does not seem to me a very rosy future for the privately owned dairy. 

I have been informed that a hearing will be conducted early in January on 
the unfair advantage of farm co-ops operating and distributing milk and dairy 
products exempt from income tax equal to those paid by myself, and it certainly 
will be appreciated if you will state our views to the new chairman of the Ways 
and Means Committee, Hon. Wilbur Mills. 

I feel that this additional income that the individuals have been paying for 
the co-ops will certainly be of help to raising additional money for improving 
our defense against Russia in the cold war. 

With all good'wishes, I am 

Sincerely yours, 
ADOLPH SKINNER, President. 
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CONGRESS OF THE UNITED STATES, 
House of Representatives, 
Washington, D. C., February 14, 1958. 
Hon. WitBuR D. MILLs, 
Chairman, House Committee on Ways and Means, 
Washington, D. C. 

Drar Mr. CHAIRMAN: I would like to go on record as being opposed to the 

Mason bill, H, R. 502, which would alter the tax-exempt status of cooperatives. 
Sincerely, 
USHER L. Burpick. 

The CHairMAN, Our next withess is Mr, Roswell Magill, 

While I have known you for a great number of years, for the pur- 
pose of this record, Mr. Magill, will you give your name, address, and 
the capacity in which you appear? 

Mr. Mason. May I say, Mr. Chairman, that I knew his father quite 
well when I was superintendent of schools, 

The Cuamman. You knew his father before I knew Mr. Magill; I 
knew him in 1980, He is one of my former law professors. Iam glad 
to see you. 


STATEMENT OF ROSWELL MAGILL, REPRESENTING GRAIN & FEED 
DEALERS NATIONAL ASSOCIATION, WASHINGTON, D. C. 


Mr. Macitin. Mr. Chairman and gentlemen of the committee: 

[am a New York lawyer, My address is 15 Broad Street, New 
York City. I appear here on behalf of the Grain & Feed Dealers 
National Association. 

I think it will probably save time if I simply present to you the 
statement which I have prepared for this occasion. You already 
have in your hands I believe a considerable statement filed by the 
Grain & Feed Dealers Association designed to give the facts with 
respect to the problem with which we are involved. 

The Cuairman. Mr. Magill, I take it you want your statement in- 
cluded in the record. 

Mr. Macitt. I would appreciate that. 

The CuarrMAn. Without objection it will be included in the record. 

You are recognized to proceed in your own way for 15 minutes. 

Mr. Mactiu, [ hope I can get done before that time. 

The primary point that 1 wish to make is that the income of grain 
elevators should all be subjected to tax in the same fashion, whether 
such elevators are owned by individuals, partnerships, corporations, 
or cooperatives. On its face, that proposition seems self-evident ; yet 
under the current law as interpreted by the Internal Revenue Service, 
the income of grain elevators owned by individuals, partnerships, or 
corporations is taxed at the standard rates applicable to individuals 
and corporations, respectively; while the income of grain elevators 
owned by cooperatives is taxed very little or not at all. The state 
ment of facts which we have filed with the committee shows that as 
a result, as would be expected, cooperatively owned elevators flourish 
and expand using untaxed income; while individually owned eleva- 
tors are gradually disappearing. 

Our statement shows that ordinarily the farmer sells his grain to 
the elevator at the current market price, less a small operating margin, 
whether the elevator is individually or cooperatively owned. If the 
elevator has calculated the operating margin wisely, at the end of the 
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year it will have some excess of receipts over expenses. In the case of 
an elevator owned by an individual, partnership, or corporation, that 
excess will constitute its taxable income. 

In the case of a cooperatively owned elevator, however, that income 
can be made to disappear for tax purposes, by the issuance of a paper 
certificate in some ae allocating such income in whole or in part 
to the cooperators as a patronage dividend. It is not essential that 
the paper certificate be payable in cash at any definite time; nor that 
it have any ascertainable value. The usual term of the certificates is 
the pleasure of the directors of the cooperative. Hence, the certificates 
usually are not paid or redeemed in cash, and possess no market 
value. Thus, the paper certificate does not constitute income to the 
recipient, as the courts have held. Yet the cooperative is entitled to 
deduct the face amount of such certificates. Thereby it wipes out 
such part of its income as it chooses. By the same token, the coopera- 
tive thereby retains for its own expansion, tax-free, such of its earn- 
ings as it chooses. 

The figures which we have submitted show how important this 
special deduction granted only to cooperatives has proved to be. 
Gtiinmaktheting cooperatives now do about one-third of that type 
of business and now occupy a dominant position in many areas. The 
volume of business of grain-marketing cooperatives was 107 percent 
larger in 1955 than in 1926 and 60 percent larger than in 1945. Farm 
Credit Administration statistics show that total assets of regional 

ram-marketing cooperatives grew from $814 million in 1939-40 to 
§11214 million in 1950-51. During the same period, members’ equi- 
ties in the cooperatives, that is, untaxed retained income, grew from 
$3,397,000 to $51,437,000. 

We have figures for two particular cooperatives, the Farmers 
Union Grain Terminal Association and the Farmers Cooperative 
Co. of Britt, Lowa, the first a large cooperative and the second a 
smaller one. FUGTA’s total assets have grown between May 31, 1939, 
and May 31, 1956, from $1,355,758 to $48,533,646. Its members’ equi- 
ties, the untaxed and undistributed income, have grown from $344,505 
to $31,031,139. 

The sales of the Britt, Iowa, company in 1933 were $68,025.13, and 
in 1956 were $1,577,475.83. The members’ equities, untaxed and un- 
distributed income, grew from $28,495 to $571,151. 

After extensive consideration of the problem, Congress decided in 
1951 to tax the income of cooperatives—the so-called net margin. 
That intention is stated specific: My in the report of the Committee on 
Finance of the Senate; and is clearly evident from the debates in the 
Senate. The tax was to be levied upon the cooperative on that portion 
of its net income not allocated to patrons. A deduction was allowed 
to the cooperative corporation for that portion of the cooperative’s 
net income which was allocated and distributed to patrons. The 
congressional intention was that such distributed income should be 
taxable to the recipient. 

By virtue of the deduction for distributed income, a cooperative 
corporation is enabled to reduce its taxable income to an amount ma- 
terially less than the taxable income of another business corporation, 
for the latter is granted no similar deduction for distributions of 
income. Moreover, the deduction is allowable whether or not the 
distribution of the net income of the cooperative corporation is made 
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in cash, notes, certificates, or merely in credits to patrons on the books 
of the cooperative corporation. Thus, cooperative corporations are 
enabled to escape the income tax entirely by the issuance of some form 
of paper certificates to patrons redeemable at the discretion of the 
directors of the cooperative corporation. To be sure, cooperatives are 
required to file information returns, in which all patronage dividends 
in excess of $100 are required to be reported. In the light of the sub- 
stantive provisions of the law, however, the information return pro- 
vision has required merely that the Internal Revenue Service be 
informed of paper distributions that, in fact, it cannot tax. 

It has been found that the announced congressional intent to impose 
an income tax on the net income of cooperative corporations can 
readily be avoided by the loophole in the legislation which grants to 
cooperative corporations a deduction for earnings allocated to patrons, 
even allocations by means of paper certificates which possess no market 
value because they contain no due date. In this fashion, the discrimi- 
nation against individually owned grain elevators and in favor of 
cooperatively owned elevators, for example, has been perpetuated in 
fact. The purposes of the statute to exact a tax on the income of co- 
operative corporations is realized only when the cooperative corpora- 
tion so elects; either by choosing to retain all or a part of its income 
without issuing paper certificates to its patrons, a very unlikely 
procedure; or by choosing to distribute all or part of its income in cash. 

If the cooperative corporation chooses to retain its earnings for 
expansion, or our statement shows has generally been the case; and if 
it gives its patrons a paper allocation possessing no market value be- 
cause not payable at any specified time; when the cooperative corpora- 
tion itself is not taxable on its income, nor are its patrons required to 
include any part of the allocation in their incomes. In this manner, 
large amounts of income are entirely escaping the income tax, as our 
statement shows. 

The phenomenal growth of cooperative corporations through the 
use of tax-free, retained earnings has been brought about at the cost 
of a loss of revenue which has been conservatively estimated at around 
$150 million; a loss which has had to be made up by other taxpayers, 
including competitive elevators and merchants. In view of the 
Government’s enormous needs for revenue at the present time, it is 
obviously unfair to permit substantial amounts of business income to 
escape the income tax entirely through an unintended loophole. 

Congress has already demonstrated its intent to tax the entire net 
income of cooperatives. The approach of taxing part of the income 
to the cooperative corporation and part to the patron has proved un- 
workable. The only fair and effective way of achieving the con- 
gressional intent is to levy the tax on the cooperative corporation on 
its entire net income, with no exclusion or deduction for patronage 
dividends regardless of their form. The taxation of the entire net 
income of cooperative corporations is justified on various grounds, 

In the first place, income realized by cooperative corporations 
should in fairness be taxed on the same basis as the income realized 
by other competing corporations. There seems to be no good reason 
for making a tax distinction between cooperative corporations actively 
engaged in business and other kinds of corporations competing 
actively with them. Each is a legal entity engaged in an enterprise 
for profit. 
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Consequently, the proposal to tax cooperative corporations upon the 
portion of their net incomes remaining after a deduction or exclusion 
from income of patronage dividends paid in cash or in notes possess- 
ing a readily determinable market value, while ordinary business cor- 
porations remain taxable upon their entire net incomes with no 
deduction for dividends distributed in cash or its equivalent, is seri- 
ously objectionable. The net income realized by a cooperative with 
no exclusion or deduction for patronage dividends in reality consti- 
tutes its income for tax purposes as it does for other purposes. ‘There 
is no legitimate reason, in my opinion, for discriminating in favor of 
cooperative corporations and against other business corporations that 
must compete with them directly. 

In the second place, the Federal income tax is levied generally on 
the basis that a corporation is an entity distinct from its shareholders 
or patrons; and therefore that it should bear a tax upon its own in- 
come, whether that income be distributed or not. So long as ordi- 
nary business corporations are taxed in this way, cooperative corpora- 
tions engaged in similar business activities should be taxed in the same 


way. 

Se these days when the revenue needs of the United States are so 
great and so pressing, there is no justification for the continuation of 
a loophole under which many millions of dollars of income are com- 
preiely escaping tax. The continuance of the present apie would 

rossly unfair to competitive corporations which are fully subject 
to the income tax. The continuance of the loophole would be grossly 
unfair to the United States Treasury, which badly needs all the reve- 
nue that the income tax can produce. 

The Cuatrman. Are there any questions of Mr. Magill? 

Mr. Mason. Mr. Chairman. 

The Cuarrman. Mr. Mason. 

Mr. Mason. Is it not true, Mr. Magill, that most co-ops are organ- 
ized as corporations and possess State corporation charters? 

Mr. Macitu. That is my understanding, Mr. Mason. 

Mr. Mason. Therefore if they are organized as corporations they 
should be taxed as corporations. : 

Mr. Maer. That 1s the view which I have tried to present. 

The Cuamrman. We thank you very much for your appearance and 
the information given the committee. 

(Statement presented by Mr. Magill follows :) 


JANUARY 20, 1958. 
To the House Ways and Means Committee: 


STATEMENT OF GRAIN AND Freep DEALERS NATIONAL ASSOCIATION REGARDING 
TAXATION OF COOPERATIVES 


I. POSITION OF ASSOCIATION 


Introductory remarks which state the position of the association that coop- 
erative corporations should be subjected to income taxes upon the same basis 
and in the same manner as are their fully taxed corporate competitors. 


Il. THE PRESENT SIZE, IMPORTANCE, AND GROWTH OF COOPERATIVES 


The present size, importance, and growth of cooperatives is discussed because 
proponents of the cooperative point of view often plead smallness and incon- 
sequence in defense of their position. That this is not the case is shown by 
reference to— 
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(A) The number of members which have almost trebled since 1926 in the face 
of are farm population, number of farms and number of people employed 
on farms. 

(B) The volume of business done, which in 1955 was about $12.3 billion, 
almost 5 times as much as in 1926 and 2.3 times as much as in 1945. These in- 
creases, even when adjusted for price changes, were large and cooperatives in 
the farm marketing field, including grain, now occupy a dominant position in 
many areas. 


III. EXAMPLES OF COOPERATIVE GROWTH IN THE GRAIN AND FEED BUSINESS 


Having established the present size, importance, and growth of cooperatives, 
specific examples are cited to show how growth has occurred. The areas and 
examples selected are— 

(A) Regional farm supply cooperatives.—The large size of these big businesses 
is portrayed and the effect of income-tax-free retained earnings described. 

(B) Regional grain marketing coOperatives._-Growth has paralleled that of 
the big supply co-ops and these grain marketing businesses are now a substantial 
factor at every market where they operate. 

(C) Farmers Union Grain Terminal Association—The phenomenal growth of 
this large regional grain marketing cooperative and the contribution of tax 
exemption is described. Income-tax-free retained earnings are shown to be the 
principal source of funds. 

(D) Country grain elevators.—Cooperative country grain elevators, although 
individually relatively small businesses, have grown and expanded rapidly and 
now enjoy substantial competitive advantages in comparison with their income- 
taxed competitors. 


IV. WHY COOPERATIVES GROW AND HAVE COMPETITIVE ADVANTAGE 


Cooperative corporations have grown rapidly and presently have a competitive 
advantage in the grain business which in turn contributes to further expansion. 
The nature of the grain business as a large-volume low-cost operation coupled 
with favorable tax treatment have been the main contributing factors. 

(A) How grain elevators function—where it is shown that typical grain 
elevators, cooperative or otherwise, buy and sell grain at the market prices in 
order to realize a margin for the benefit of the owners and/or patrons. These 
margins increase the volume of grain handled and the size of the elevator be- 
comes larger, thus creating a pyramiding effect. 

(B) The effect of tax advantage is shown by several examples which indicate 
that tax exemption and favorable tax treatment are translated into rapid 
growth and competitive advantage. 


V. SUMMARY AND RECOMMENDATIONS 
Position of association 


This supplementary statement is submitted by the Grain and Feed Dealers 
National Association, a national trade association which is 61 years old, and 
has members in 41 of the 48 States. The members represented are principally 
engaged in the operation of country grain elevators and retail feedstores. 
They are, aS a general rule, small businesses, although some members operate 
large flour and feed mills and terminal grain marketing facilities. 

This national association has offices at 600 Folger Building, Washington, 
D.C. 

This national association has submitted statements and appeared before 
congressional committees on several previous occasions, in each instance urging 
that cooperative corporations be taxed upon the same basis as their taxed 
business competitors. The approach taken has been a simple and understandable 
one—that the same tax rules apply to competitive businesses engaged in per- 
forming the same functions. This association continues to believe that approach 
to be fair and reasonable. 

Cooperatives generally continue to enjoy substantially the same tax advan- 
tages as they did 10 years ago, despite the effort of Congress to partially 
remedy the situation in 1951. The legislation adopted at that time has proven 
ineffective, and during all of this time cooperatives have continued to prosper 
and grow to the increasing detriment of their income-taxed competitors. 
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For many years this association has spread on its records resolutions re- 
garding cooperative taxation. The most recent version, adopted in September 
of 1957, is as follows: 

Whereas the grain and feed trade is conducted on extremely moderate 
margins and any distinction for tax purposes between competitors in the grain 
and feed trade becomes a very marked advantage or disadvantage ; and whereas 
there is no justification why two firms doing the same kind of business with 
the same kind of facilities should pay income taxes on their profits but on 
different bases; therefore, consistent with resolutions of past years we urge 
that this national association and its members continue to put forth strong 
effort toward removing this Federal tax inequality and exemption accorded 
cooperatives. 

Several important facts, basic to an understanding of this association’s posi- 
tion, are stated in this resolution. 

1. The grain and feed business is tremendously competitive. Despite protesta- 
tions to the contrary, margins are extremely low, a fact established on numerous 
occasions by the USDA as well as other responsible Government agencies. 

2. The impact of income taxation under such circumstances is particularly 
noticeable and far-reaching in its effect. “The power to tax is the power to 
destroy.” Chief Justice Marshall could have as appropriately said, and 
certainly did imply, that the exercise or nonexercise of the power to tax is the 
power to destroy. In the grain and feed business the nonexercise of the power 
to tax cooperative corporations has either directly or indirectly caused many 
privately owned and operated businesses to close their doors or has impaired 
competitive ability to the extent that such an end is imminent. 

8. Finally, the resolution and the position of this association before the 
committee is directed only to correction of tax inequities which exist with 
respect to cooperatives. It is most important that the committee and Con- 
gress understand clearly that this association is not objecting to coopera- 
tion as a way of doing business, nor should this position be construed as an 
argument that cooperatives have no place in the United States economy. 
No single form of business organization (and cooperation is a way of doing 
business) has an exclusive right to operation and existence in this country. 
But by the same token, no form of organization by reason of the technicality 
of its business structure, should be permitted to derive an advantageous posi- 
tion in our economy or in the application of its laws. To allow that is to 
permit discrimination to develop in the application of our laws, and that in 
turn leads to competitive advantage not warranted by the fact of actual operating 
efficiency. That kind of a “chosen instrument” policy is of no long-range bene- 
fit to anyone. 

To summarize, this association seeks only one thing from this committee: 
To have cooperative corporations subjected to income taxes upon the same basis 
and in the same manner as are their fully: income-taxed competitors. 


The present size, importance, and growth of cooperatives 


Cooperatives have grown substantially in recent years. This is a fact 
proudly proclaimed by many cooperative managers and a fact quite apparent 
to businessmen in competition with them; but constant changes in price, in 
agricultural production, and in agricultural consumption make available statis- 
tics difficult to use. In previous hearings cooperative proponents have pleaded 
smallness and inconsequence in defense of their position. That this is not now 
the case is readily capable of proof. 

In order to evaluate the present size and importance of cooperatives and 
their rate of growth, with particular reference to grain and feed cooperatives, 
the most recent available statistics prepared by the Farm Credit Administration 
have been analyzed carefully and tabulated. Reference has been made to all 
cooperatives because it is difficult to examine grain and feed cooperatives 
alone in the vacuum of their own particular business. Cooperative interrela- 
tionships are extensive and complicated, and the business of any particular 
group of cooperatives must be viewed in the light of these circumstances. 

Exhibits A, B and C, relating to number, memberships, and marketing and sup- 
ply business of local and regional cooperatives, are appended. These exhibits 
relate generally to all cooperatives but include to the extent statistics are avail- 
able, specific reference to cooperatives engaged in the grain and feed business. 

In using these statistics to determine the present size and importance of coopera- 
tives and their rate of growth, two main tests are available. These are (1) the 
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number of members belonging to such cooperatives, and (2) the total volume of 
business done. A third test, number of assuciations, although available, is of 
little value because of the known decrease in number of associations in the face 
of a substantial increase in business. This situation is quite typical in all lines 
of business. 


(A) Number of members 


The estimated total membership in all cooperatives reached 7.5 million mem- 
bers in 1955. This was an increase of 4.8 million members since 1926 and 3.3 mil- 
lion since 1945. Memberships in 1955 were approximately 280 percent larger than 
in 1926 and 180 percent larger than in 1945. 

The rate of growth has been largest in the farm supply field, although member- 
ships in marketing cooperatives also increased substantially from 2.4 million 
in 1926 and 2.9 million in 1945 to about 4.2 million in 1955. 

Membership figures reported by the Farmer Cooperative Service do include some 
duplication for many farmers are members of more than one cooperative and, 
hence, are counted more than once. It is believed the duplication pattern of 
error is quite consistent from one year to another, however, so that even though 
the total membership figure may not be entirely correct, the rate of growth figure 
is reasonably accurate. 

If the number of farmers in the United States or the number of farms or total 
acres in farm crops or purchases of farm supplies had increased materially during 
the period surveyed, a proportionate increase in number of cooperative members 
would have been normal. This was not the case however. 

The farm population has declined steadily from 30.6 million in 1926 to 25.3 
million in 1945 and 22.2 million in 1955. 

The annual average number of people employed on farms (including farm 
workers) has decreased from 11.3 million in 1929 to 10.0 million in 1945 and in 
1955 was only 8.2 million. 

The number of farms has decreased from 6.4 million in 1925 to 5.6 million in 
1945, 5.4 million in 1950, and 4.9 million in 1954. 

The total harvested acreage of member co-ops which went to 349 million acres 
in 1926 and 356 million acres in 1945, had decreased to 333 million acres in 1955. 

In view of these facts, there is reason to believe that cooperatives, both mar- 
keting and purchasing, have grown materially in size, and that a substantial 
amount of such growth has been at the expense of competitive businesses operat- 
ing on other than a cooperative basis. This conclusion applies equally as well 
to cooperatives engaged in the marketing of grain and the sales of feed, seed 
and similar farm supplies, where it appears that membership has almost doubled 
since 1945. 

It is difficult to appraise statistically by reference to number of cooperative 
members the relative present importance of marketing and farm supply coopera- 
tives in the farm marketing and supply field. When reviewed in relation to 
total farm population, number of farms, and similar statistics, however, the 
approximately 7.5 million members, whether adjusted for reasonable duplication 
or not, still indicates that cooperatives occupy a very important and substantial 
place in the farm marketing and supply field. 


(B) Business done by cooperatives 


The estimated total gross volume of business done by cooperatives was about 
12.3 billion dollars in 1955, an increase of 9.9 billion over 1926 and 6.6 billion 
over 1945. Business volume in 1955 was about 5 times as much as it was in 
1926 and about 2.3 times as much as in 1945. 

As was true in connection with cooperative members, the greatest percentage 
increase in business volume occurred in connection with farm supply coopera- 
tives. The marketing cooperatives continue to do the largest part of cooperative 
business, however, increasing from $2.3 billion in 1926 to $4.8 billion in 1945 
and $9.3 billion in 1955. Gross business volume figures have been used in 
preference to the net business volume figures published by the Farmer Coopera- 
tive Service. Gross business volume reflects the business done at all marketing 
levels rather than only at the first level at which cooperatives transact business 
for farmers. This follows sound and accepted business and accounting pro- 
cedures, for profits are made with respect to such business at each level where 
the business is done. 

The startling expansion of business done by cooperatives as indicated by the 
three schedules might be misleading if either or both of two circumstances 
existed during the periods studied, viz: 
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(a) There was a substantial increase in price level causing increases in 
dollar volume even though physical volume remained the same or showed only 
minor increases, or 

(b) There was a substantial growth in the total volume of business done in 
the farm marketing and supply field. 

Prices received by farmers for the products they sold did of course increase 
during the period 1926-55. For example, the index of prices received by farmers 
for all farm products was 146 in 1926, 207 in 1945, and 236 in 1955. Price in- 
creases also occurred in many of the component commodities whose indexes 
make un the one for all farm products. 

A similar situation existed with respect to the many commodities bought by 
farmers from suppliers for use on their farms or in their homes. Thus, the 
index of all commodities bought for use in production and family maintenance 
was 150 in 1926, 179 in 1945, and 262 in 1955. 

Exhibit C indicates, however, that despite price increases there has been 
a very large increase in the physical volume of products sold by both marketing 
and farm supply cooperatives. In this schedule the volume of business done 
by cooperatives during 1926, 1945, and 1955 has been adjusted by using price 
indexes applicable to prices received and paid by farmers. This eliminates the 
effect of price changes. 

The total adjusted volume of business done by all marketing cooperatives in 
1955 had increased $2.4 billion as compared with 1926 and $1.6 billion as com- 
pared with 1945, increases of 159 and 69 percent respectively. 

Grain marketing cooperatives also showed substantial real gains in business 
volume; 1955 business being 107 percent larger than 1926 and 60 percent larger 
than in 1945. 

The most striking increases are of course found in the farm supply field 
where general changes in consumption patterns in addition to price had a 
substantial effect. 

The price adjusted data may be misleading if there has been a growth in the 
total valume of business done in the farm marketing and supply field. For 
example, so far as the farm supply cooperatives are concerned, the use of com- 
mercial fertilizer almost doubled between 1945 and 1955. Quite naturally this 
has a direct bearing on fertilizer sales by cooperatives. On the other hand, 
the increase in sales of total tons of commercial feed was relatively slight. 

Actually there have been only slight changes in the volume of physical pro- 
duction of crops and livestock when 1955 is compared with 1926 and 1945. 
For example, the production of wheat in 1955 was actually less than in 1945, 
Similarly, the farm production index for food grains, including, of course, wheat, 
was 80 in 1955 as compared with 89 in 1945. Production of feed grains on the 
other hand had increased about 14 percent in comparing the feed grain index 
in 1955 (111) with 1945 (97). Other typical farm production and output indexes 
in 1926, 1945, and 1955 (using 1947-49=—100) are as follows: 


1926 | 1945 | 1955 1926 | 1945 | 1955 
Farm output---- 73 96 112 |] All crops_. 80 93 105 
Dairy products. - 77 | 103 108 "|; Meat animals... eek | 75} 103 127 
Fruits and nuts 893} 193 107°]! Poultry and eggs % -| 77} 106 123 


With the real increase in business volume cooperatives have become increas- 
ingly more important in the farm marketing field. Although it is difficult to 
appraise statistically their relative present importance, it is believed that farm 
marketing co-ops now occupy a dominant position in many areas. This is par- 
ticularly true with respect to grain-marketing cooperatives which at the present 
time in the United States as a whole are doing approximately one-third of 
the grain-marketing business at the country level. In certain important com- 
mercial-producing areas such as Minnesota, the two Dakotas, Montana, Ne- 
braska, Kansas, Oklahoma, Iowa, Indiana, and Ohio where cooperatives have 
been established for many years, substantially in excess of that amount is 
handled at the country level by country-grain elevators. 

The statistics which have been outlined confirm the opinions of a number of 
people actively engaged in the grain and feed business in all areas of the country. 
These persons, who are experts in their fields, state without dissent that the 
volume of business done by cooperatives as a percentage of the total grain- 
marketing business has increased materially, and that at the present time co- 
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operatives as a group are the most important single factor in the grain-marketing 
field. 


Examples of cooperative growth in the grain and feed business 


The present size, importance and growth of cooperatives generally having been 
established, specific examples of cooperatives in the grain marketing and feed- 
supply business will be examined to show how these cooperative corporations 
have grown as well as to indicate the principal factors which have contributed 
to such growth. 

(A) Regional farm supply cooperatives 

Exhibits D, E, and F report financial information for a group of 17 
major regional farm supply cooperatives. The most important con- 
clusions are: 

1. With a few minor exceptions, these cooperatives are large, profit- 
able, incorporated going businesses. 

2. There has been a substantial growth in the 10-year period 1945— 
55 both in earnings capacity as well as in total assets. 

3. A large part of the business done by these cooperatives involves 
the sale of feed, fertilizer, insecticides, fungicides, and seed, items 
commonly handled by our members in the grain and feed business. 
The sale of these items has made a major contribution to the growth 
and present earnings capacity of these cooperatives. 

Exhibit E shows the large increase in members’ equities during the 
l\0-year period. The reports from which these exhibits were prepared 
indicate that this increase is attributable almost entirely to the reten- 
tion of earnings in these businesses, such retained earnings being evi- 
denced by stock issued, certificates of indebtedness, surplus alloca- 
tions, or the like, all common and well-known financing devices used 
by cooperatives. Had these retentions been subjected to corporate 
income tax at the rates prevailing in those years, expansion would 
have been less rapid and on a basis more comparable to that of the 
income-taxed competitors of these cooperative corporations. The im- 
portant thing is that with few exceptions substantially all of these 
earnings were retained tax free. 

(B) Regional grain marketing cooperatives 

Regional grain marketing cooperatives are important factors in the 
area in which they operate and are becoming increasingly more so as 
they continue expansion on income-tax-free retained earnings. The 
most recent published analysis of the financial position of these 17 


regional grain cooperatives was outlined by the Farmer Cooperative 
Service of the Farm Credit Administration in 1952: 
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Comparative consolidated balance sheet, 17 regional grain cooperatives 


[Thousand dollars] 


























Items 1939-40 1950-51 
ASSETS 
Current assets: 
NG Seas ste deeeohi USE SA dees Seas dene tL b di We 1, 154 6, 869 
TN a cick eaten lit lieelidini stil wp Wain ira aginka ie eipahey Mirman patel 2, 606 28, 765 
Other current assets... ..- .- ed eR Ep any Ee wear) nah senesneess Eapeeiedee 2, 649 33, 678 
atk cabin bibs iss tinidens ake Sie pd contaschmeencpet debe Lickin grate 6, 409 69, 312 
Other assets... .---_- OE satel + pdb bobo bbs il ogo466- 5 dee sg te Mob 600 6, 932 
Fixed aasets (less depreciation reserve)... ...----.-.--..-.-.-....-<.....-...-- 1, 331 36, 329 
IN Shek each eirpnn gb ante adivost pennkbar ces sbeutva datureteedl 8, 340 112, 572 
LIABILITIES AND MEMBER EQUITIES 
Liabilities: 
ES ELE Ca OS ee, ee ae eee | ibbodddciadbe 3, 693 41, 780 
EE einar in ganaysd)dncantsoapnp-shacepeseuessqepaanerdacmanseessép 1, 250 19, 356 
Total liabilities... ._- Sita iin gm deta chggshe (an de pe diag gm 40 ppagubiawes § ¢Ha~ 4, 61, 136 
Members’ equities: 
Easnbership Die Mech Fenda haben corked yun ay abe et cagaed 2, 233 42, 393 
ee ee ee ae ee eT Pe oe Pe 1, 164 9, 044 
EE IDS ane BE nae wonakw in ccssacaapessscuscceansd tees 3, 397 51, 437 
Total liabilities and member equities. -.--_-~.-...------ mg Sicilia Sans 8, 340 112, 573 


It is again important to note that substantially all of the increase in members’ 
equities was accomplished by the retention of earnings largely on a tax-free 
basis through the payment of noncash patronage dividends. The gain in fixed 
assets consists primarily of substantial increases in grain storage capacity. 

In 1940 this capacity amounted to approximately 22 million bushels. By 1952 
the storage capacities of these regional grain cooperatives had increased to 102.9 
million bushels and in 1954 Farmer Cooperative Service reported that all of the 
“regional cooperatives handling grain and operating elevators during the 1954 
harvest season at 44 different subterminal or terminal markets had a total capacity 
of 153.4 million bushels.” 


(C0) Farmers Union Grain Terminal Association 

The FUGTA as it is commonly known is a large regional marketing cooperative 
with its main office in St. Paul, Minn., and with facilities and operations located 
primarily in the States of Minnesota, South Dakota, North Dakota, and Mon- 
tana. It has had a phenomenal growth typical of most of the regional grain 
co-ops. For that reason its financial statements are examined in detail in 
exhibits H and I. 

HISTORY 


The FUGTA has had an interesting history. It began its operations on June 
1, 1938, with a capital structure of $30,000 invested by the Farmers Union Central 
Exchange and loan capital of $300,000 provided by the Farm Credit Administra- 
tion; 121 afliliated country cooperative elevator associations had agreed to do 
business with the new organization and three country elevators were owned 
and operated it. 
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FUGTA was organized originally to handle grain shipped to it on a consign- 
ment basis. As such its principal business was a commission merchant and dur- 
ing the first year’s operation a large part of its income was derived from this 
source. Because it was permitted to buy grain consigned to it (a practice not 
authorized for noncooperative commission firms), it also engaged in grain mer- 
chandising activities. The growth of this activity was rapid and by 1944 almost 
half of its gross income was derived from the purchase and sale of grain. The 
1956 operating statement shows that about 40 percent of gross income is obtained 
from merchandising, 40 percent from storage and handling, and only 15 percent 
from its commission business. 

During the year 1940-41 the FUGTA acquired subterminal elevators in Mon- 
tana and also built a new terminal elevator at Superior, Wis. In 1942 the assets 
of the Amber Milling Co., including a durum mill, were acquired. During the 
1942-43 year FUGTA spent a little over $3 million for facilities and inventories, 
including the purchase of the St. Anthony & Dakota Elevator Co., a company 
operating about 200 country elevators and lumber and coal yards. 

Expansion of country and terminal grain elevator capacity has continued since 
that time as disclosed by a chart included in the 1951 annual report: 


[Million bushels] 

















; 
Cumulative Cumulative 
additions | additions 
Year aa ae Year 
| Country | Terminal | Country | Terminal 
elevators | elevators | elevators | elevators 
meeeaencpeanemenoaneaieant | 
We AL 2s Su Set 8.0 2.3 19.0 10. 03 
a ie Pee ete 9.0 3.6 22.0 10. 03 
a ee 12.0 3.6 24.0 10. 03 
te sek choo ; 13.5 9.3 25.0 10. 43 
1942____ i be aval t 14.5 10. 03 26.0 13. 03 
Wile si kim’. cpienitila ce tinaas nines 18.0 10. 03 28.0 18. 63 
BOEES oWekcancucn eee sttvdiideas 18.5 10, 03 29.5 19. 63 











There has been a slight additional increase in terminal elevator space since 
1951 and it is believed a rather substantial increase in country elevator capacity. 
The figures for the latter date are not available. 

The 1955 annual report shows the capacities and locations of the nine FUGTA 
terminal and subterminal elevators as follows: 


Capacity 

Location: (bushels) 
Oe i a i i 2, 300, 000 
TRUER TIN Til ite ante <rsisty ss ait sharcign ns oun eet cadsenetanieaiaanaaomreaniiae maaan 12, 865, 000 
nN ne eeeeebeieimieaed nein aaa 1, 300, 000 
ie a Sa le ce ideale eile ete teh bettas I ay tpl A te Pie 9 750, 000 
SC IIPUICIIIN i i en a ts deca cade nana tan aaaee 500, 000 
ESI SUG Re CS GREE SINEEE Pie. d ncotpigecitneetiam ae cineiec agin ean 200, 000 
OE IEC, DN loi eteciiaiastaaanenad nadeatclie dada aa 885, 000 
CI Bes iS ee eis ans died diasea wtin 4 Gdkicds a teed Daabtaammemanrenhameainia 600, 000 
PETOGTEE "ER. TRS Sk ae bona kd Cadet tee Se nemeamenmnien 1, 300, 000 
i rea ics siak eh Aedes mca ne ances ch lao caitlin 20, 200, 000 
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FUGTA has also expanded along other lines, particularly in the operation of 
retail lumber yards and wholesale and retail merchandising outlets in the upper 
Midwest area. The following chart included in the 1956 annual report dis- 
closes all of FUGTA and its auxiliary corporations: 


Total net Net savings 
worth for 1956 





FARMERS UNION GRAIN TERMINAL ASSOCIATION 
Operates terminals, line elevators, finances co-op elevators, and markets 
and merchandises grain for its farmer-owners who sell their grain 
ee TL RRR LER ATS ERS Fie eR Le St Ree LE $31, 031, 139. 53 $3, 200, 375. 65 
Great Prams Suppty Co. 


A general supply cooperative, operates cooperative retail lumberyards in 
1921 communities in 6 States_..............-..2-.-----.--....---------- 2, 978, 972. 50 71, 293. 30 


FARMERS UNION MARKETING ASSOCIATION 
Livestock producers’ cooperative marketing association, serves farmers 
of the u peer Midwest, with offices in South St. Paui and West Fargo 
ea det ackneepepeenneccs 157, 811. 69 70, 867. 71 
FARMERS UNION GRAIN & Suppiy Co. 


Regional cooperative, handles grain, seeds and beans, and manufactures 
feed for producers in Montana and the Dakotas_____..-........--.-.-- 957, 121. 05 63, 732. 43 


Minot Bui_pers Suppty Co., Inc.! 


W holesale Fetnee and supply company, serves retail lumber 
SUN MNIDUINN, 322 oo cab c0 Snatch tapas n eg Shek ane 577, 277. 73 136, 358. 41 


THe TERMINAL AGENCY, INc.! 
Insurance agency, writes insurance and bonds for affiliated co-op eleva- 
tors 


Seabee ab Satie ke chdaaRidseledeGeh bls Atel is tele 116, 467. 61 67, 143. 38 
GRAIN TERMINAL FOUNDATION 
A charitable foundation, makes grants to worthy institutions and indi- 
NS Bik 0, ARMS ohh slides didae nic 230, 822. 29 36, 737. 43 
aaa ee ns hen aeciiemipanthet=pepetounh=on>= 36, 049, 612. 40 3, 646, 508. 31 


1 The Minot Builders Supply Co., Inc., and the Terminal] Agency, Inc., are income taxpaying institu- 
tions, which are soiely own y the Grain Terminal Foundation, a charitable institution. 


Reference to the comparative operating statements and the balance sheets also 
discloses the rapidity of FUGTA’s growth. 

This growth has been accomplished almost entirely through the retention of 
earnings evidenced by the issuance of preferred stock and preferred stock credits 
in payment of patronage refunds. The 1950 annual report states that with the 
exception of $1,008,000, all of the capital of GTA has been created by the rein- 
vestment of the farmers’ patronage refunds in this manner. Capital created 
since that time has been entirely through the use of noncash patronage dividends. 


CAPITAL STRUCTURE 


The capital structure of FUGTA has always consisted of a common or voting 
stock, a preferred stock, and a permanent capital reserve which has been allo- 
cated to members. 

The common stock of the association has a $1 par value and is used to qualify 
members for the privilege of voting. Such common stock is issued both to in- 
dividuals as well as to other cooperative associations. Dividends are not paid 
on the common stock and shares are transferrable only with the consent and 
approval of the directors. 

The preferred stock of the association has a $25 par value and currently 
pays no dividends or interest. This was not always true. (See note 3 of the 
notes appended to the comparative operating statements.) The preferred stock 
is transferrable only with the consent and approval of the board of directors, and 
has preference in the event of any liquidation, dissolution, or winding up of the 
association. 
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The permanent-capital reserve consists of amounts credited to such account 
each year as the result of a requirement that 10 percent of the cooperative’s an- 
nual savings be credited to a permanent reserve account. The interest of each 
patron in such reserve is accounted for, based upon the allocations which are 
made each year. This reserve has permanence in that dissolution of the asso- 
ciation would be required to vest patrons’ rights to their allocated portion. 


SOURCE AND APPLICATION OF FUNDS 


The following will explain the source of funds which have contributed to 
FUGTA’s growth and how this money has been applied: 


FUGTA’s earnings during period 1989-56 before education expense 


WAS GDDCORIMEOY «oc kite cecitinonwcaticmetielitieliubumestnole $41, 011, 000 
MIOUCREION- CRICRIS WDB icteric rernicrenccte te seneth telbhanetgilibltliadininide 1, 880, 000 
Net earnings for the 1939-56 period were_____----_-----_-----_- 39, 131, 000 


These earnings were distributed as follows: 
Interest dividends on preferred stock prior to 1945. $224, 000 


Allocation to permanent capital reserve__....__-- 3, 863, 000 
Paid in cash to patrons for 1952 and subsequent 
FOGs. bis conebanmpeienuch gam emreewdwmueatiammedncen 2, 886, 000 
Preferred stock and credits issued__......._.---- 31, 500, 000 
38, 473, 000 


658, 000 


This results in a difference of which is explained by net surplus adjustments 
of approximately the same amount as described in note (7) to the comparative 
operating statements. 

Barnings retained for use in the business is less than total earnings because of 
certain cash distributions. These are reflected in the following statement which 
shows the source of earnings retained as of 1956: 


POPPA OE GRTIERE DUNT TI Nici casts pa peer neem $3, 863, 000 
Preferred stock and credits issued have been__---_---- $31, 500,000 
Fe Se. ee ee 5, 342, 000 
26, 158, 000 

To which must be added paid in capital (preferred 

pteek: weld iit tba ak te desene 1, 057, 000 

—_—_————_ 27, 215, 000 

Which is the approximate members’ net worth as of 1956_______-_- 31, 078, 000 


This capital which has been built up primarily by retention of earnings has 
been used— 
To increase working capital which is used primarily to finance 

business done by member associations__.-.-.------.---------. $17, 263, 000 
To Tnersase’ WONCOTTeEt ANNE. 2 os ns a en eee 2, 120, 000 
To increase fixed assets consisting mainly of grain 

elevators located at country, subterminal, and term- 


inal points in the gross amount of.-._.-.------~--- $21, 629, 000 
For which depreciation during the 1939-56 period has 
béon token OF diput..... cose coop eey aeeeeeeeee 4, 329, 000 
———————._ 17, 300, 000 
Thus betel antote hare increased... odes achediedd= en eyses~tos 36, 683, 000 
But liabilities including present long-term debt of $5,500,000 have 
IN@TORSOE iis cain in ccnnncunnabbacteoetanabecchaek dee 5, 653, 000 
Leaving members’ net worth of about.........--.------..------- 31, 030, 000 
Consisting of— 
Cominisn We 5 a be adakn eeeeae $7, 000 
Preferred stock and credits__.___.__.-_---------- 27, 215, 000 
Capital reserve—allocated____....-_------------ 8, 808, 000 
—————_ 31, 080, 000 
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CONTRIBUTION OF INCOME TAX EXEMPTION 


Income tax exemption has contributed greatly to FUGTA’s growth. Specula- 
tion regarding the rapidity of this growth, if the association had been subject to 
Federal and State income taxes, is interesting but very difficult to ascertain. 
Grain elevators could not have been built because retained earnings would not 
have been available for financing. This in turn would have required that large 
amounts of money be borrowed and the cost of such borrowing would have been a 
charge against earnings. The question of growth in the presence of taxation is 
a moot one, however, for the expansion has been accomplished. The following 
estimates the effect which payment of Federal and State income taxes would have 
had upon FUGTA’s growth and shows the amount of tax revenues which might 
have been obtained : 























j 1 
| Effective 
Fiscal year ending May 31— Net savings income Estimated | Net income 
for period tax rate! | income tax after taxes 
(percent) 
$144, 842 21 | $30, 417 $114, 425 
203, 120 25Yio 50, 983 152, 137 
218, 998 234 ~—C| 71, 700 147, 298 
571, 248 234 262, 769 308, 479 
1, 157, 583 383 960, 793 196, 790 
2, 503, 676 383 2, 078, 051 425, 625 
2, 176, 773 383 1, 806, 722 70, O51 
3, 650, 354 463 2, 299, 723 1, 350, 631 
4, 626, 744 41 1, 896, 965 2, 729, 779 
3, 517, 043 41 1, 441, 988 2, 075, 055 
2, 089, 555 41 856, 718 1, 232, 837 
1, 654, 395 41 678, 302 976, 093 
2, 315, 625 50 1, 157, 812 1, 157, 813 
2, 353, 538 55 1, 294, 446 1, 059, 092 
. 2, 269, 045 55 1, 247, 975 1, 021, 070 
et col cinta on eereeleihmerpereuba nice signe taal 2, 564, S65 55 1, 410, 731 1, 154, 234 
Et, Secs nditudeiadeddnsnst seeder 3, 913, 208 55 2, 152, 264 1, 760, 944 
dies sad intiemk imine endbetenneiieelnit 3, 200, 376 | 55 1, 760, 207 1, 440, 169 
Tee... Ltn lle tds mincendinws wae OO, 00, 008 fons cid. 21, 412, 080 17, 719, 008 


\ 


1 The effective income tax rates used are the Federal income tax at applicable rates plus an estimated 


effective State income tax rate of 3 percent. 
2In computing the estimated income tax, excess profits tax at graduated rates has been added to the 


normal and surtax rate shown above. oe 
2 The rate used for Federal income tax is 80 percent, which is the overall limitation on excess profits tax 


rate of 95 percent. 1 : 
4 Normal and surtax rates of 40 percent, plus 7 months of excess profits tax, yields a rate of approximately 


this amount. 


(D) Country grain elevators 

Co-ops are an important factor at the country level of grain mar- 
keting as well as in the terminal markets. This is indicated in exhibit 
A, which shows that local grain cooperatives did about $1.5 billion of 
business in 1955. This was approximately one-third of the cash value 
of grain marketings at the farm level at that time and represents sub- 
stantially more than half of the grain actually handled by country 
elevators into normal grain marketing channels. 

The growth of cooperative grain elevators is similar in all of the 
major grain-producing areas of the United States, a typical pattern 
being revealed in North Dakota where the division of cooperatives has 
reported annual statistics since 1942. 
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Statistics of North Dakota cooperative grain elevators, years 1942-57, inclusive 





Per grain elevator 





























| | 

| i 

figs yi HO-iv) F) bi __.| Ratio net 

| Number | earnings to 

Fiscal year ending in year— | of grain Number of— business 

| elevators |__ Jake SS) oh Rg eee Net transacted 

| assets trans- earnings | (percent) 

| Stock- | Patrons acted 

| holders 
een ne ea a a — 
1942 ‘i atid 197 133 219 $58, 840 | $170, 442 $8, 567 5.03 
1943 __ ee | 268 146 234 64, 024 235, 097 11, 670 4.96 
1944 268 | 172 266 61, 504 440, 744 7, 227 3.91 
1945_. u, 265 | 199 | 298 83, 486 428, 031 14, 168 3. 31 
1946_... " | 273 | 211 320 78, 541 533, 959 17, 832 3. 34 
1947 . | 278 | 238 337 108, 070 532, 398 14, 803 2. 78 
1948 __ ; : | 278 | 248 322 149, 299 717, 534 24, 572 3. 42 
1949. ___ ‘ pitas his 278 265 338 177, 385 686, 579 13, 425 1. 96 
1950 ee aa oa] 304 288 337 142, 918 458, 488 13, 183 2. 88 
1951 +: és 296 273 342 154, 803 529, 688 15, 854 2.99 
1952....___- 296 | 275 334 | 200,194 | 560,076} 16, 331 2. 92 
1953 ; Mee el) 296 286 346 178, 999 470, 238 13, 110 2.79 
1954 ive sean 284 294 360 219, 679 395, 221 14, 118 3. 57 
1955_- ‘ 4 = 282 | 302 356 239, 912 436, 741 20, 341 4. 66 
1956 ___. 282 | 312 370 | 234,868 | 531,814 | 18,372 | 3. 45 
ES . 282 312 373 270, 356 546, 332 16, 083 2. 94 

Average 277 | 247 322 151, 430 | 479, 586 15, 603 3. 25 








Source: Annual bulletins compiled by North Dakota Division of Cooperatives, 


Both the steady increase in number of stockholders and of patrons follows 
the usual pattern found in many other States. It shows steady growth and 
that on the basis of the approximately 62,000 farms in North Dakota practically 
all of the farmers in that State are stockholders and/or patrons of cooperative 
country grain elevators. 

The large increase in total assets reflects a real growth in the physical plant 
and facilities of these cooperative elevators. Part of this increase is attributable 
to price change but the growth is so large that price could account for only a 
relatively small part. 

The amount of business transacted fails to show a steady pattern, a fact 
accounted for by variations in production and price. Production of grain crops 
has actually decreased in North Dakota during the period studied and price 
levels currently are not as high as they were in the years immediately following 
World War I. 

The ration of net earnings to business transacted is slightly better than that 
indicated in several other States where similar studies have been conducted. 

A study of a large number of privately owned elevators in the spring wheat 
area consisting of western Minnesota, the two Dakotas, and part of Montana, 
was made in an attempt to determine if the same pattern of growth existed. 
Some important comparisons resulted. 

While the number of elevators in the cooperative survey held at about the 
same level, the number of private and independent elevators operated by the 
companies surveyed decreased a little more than 20 percent. In a further check 
of the reason for this decrease, it was found that a substantial number of these 
elevators had been sold to cooperatives. 

While the average assets per cooperative elevator increased from $78,000 in 
1946 to $270,000 in 1957 (an increase of about 350 percent), the average assets 
per private elevator increased only 250 percent. 

In comparing the earnings of the average cooperative grain elevator with its 
competitor, it was found that in 1957 it was almost six times as large. The net 
earnings comparison was made before-income-tax allowance in the case of the 
private elevators. Assuming income taxes at approximately 50 percent, the net 
earnings of the average cooperative elevator would have been almost 12 times as 
large as its private competitor. 

In comparing the ratio net earnings to business transacted, it was found that 
for the period 1942-57 the average return on a before-income-tax basis in the 
ase of the private elevator was only 1.66 percent as compared with 3.25 percent 





———SaaaaLaaaEE 
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for the average cooperative elevator. On an after-income-tax basis, the coopera- 
tives not paying a tax, the comparison is even more striking. In 1956 and 1957 
on a before-income-tax basis, the average return of the private elevators was 
only about one-third of that of their co-op competitors. 

Some other important conclusions were also developed in the survey— 

Although the average business transacted per cooperative elevator was only 
twice that of its private elevator counterpart, its net earnings were almost four 
times as great. It is believed that this shows two things: First, in a business 
such as the grain business where expenses per unit decrease as total volume in- 
creases, the cooperatives have a substantial advantage directly related to size 
and business volume. Second, the figures indicate that the private elevators 
are willing, and as a matter of necessity, must operate on a substantially lower 
net margin than their co-op competitors. 

Substantial benefits are obtained by cooperative corporations in plowing back 
tax-free earnings into their businesses. Earnings increase in proportion to the 
increase in gross assets, a fact to be expected. On the other hand, expansion of 
facilities by the private elevators subject to income tax was possible only out 
of wholly inadequate depreciation reserves and the plowback of tax retained 
earnings. Any greater retention of earnings than actually existed during the 
period studied could have been accomplished only at the expense of the owners 
of these private elevators whose return on investment during the period was 
already completely inadequate. 

The North Dakota comparison is a good example of the difficulties encountered 
by private grain elevators in competing with their relatively tax-free cooperative 
grain elevator competitors. 

The growth pattern of a typical cooperative country grain business which had 
a small beginning and grew large and powerful is portrayed by the Farmers 
Cooperative Co. at Britt, Iowa. The growth of this cooperative, which is partially 
subject to income tax, is shown in the following statement appearing in their 
1956 report: 




















Patronage Member 
Sales Net savings | refund allo- equity 
cated 

$68, 025.13 ($2, 505. 47) thts ahidd $28, 495. 58 
235, 550. 29 3, 235. 87 $2, 763. 00 31, 692. 58 
238, 243.14 2, 275. 12 1, 929. 24 33, 297. 82 
247, 225. 69 11, 219. 84 9, 961. 86 44, 211.92 
232, 228. 56 9, 430. 96 9, 012. 03 53, 195. 02 
202, 352. 20 6, 404. 25 5, 763. 83 58, 167. 45 
195, 128, 22 7, 109. 28 6, 052. 75 63, 667. 69 
220, 774. 42 9, 420. 46 8, 045. 41 63, 347. 81 
316, 198. 70 11, 201. 66 7, 183. 86 62, 702. 17 
412, 482. 78 14, 814. 10 6, 784. 25 75, 135. 67 
623, 056. 49 24, 938.13 16, 275. 77 77, 098. 60 
626, 897.17 20, 114. 77 11, 910. 79 88, 327. 06 
662, 264. 53 23, 051. 76 12, 808. 45 103, 742. 20 
818, 964. 89 27, 327. 65 17, 660. 20 119, 032. 68 
989, 898. 27 49, 642. 55 32, 563.13 162, 789. 29 
942, 878.15 52,111.12 40, 164. 11 200, 554. 38 
823, 509. 53 55, 115. 44 45, 299. 65 229, 844. 76 
1, 047, 022. 79 66, 101. 24 53, 838. 68 300, 224. 12 
1, 358, 509. 06 94, 528.73 76, 867.12 414, 161. 04 
1, 413, 422. 89 123, 825. 68 100, 106. 96 509, 332. 02 
1, 191, 519.17 54, 356. 13 44, 006. 57 503, 362. 66 
1, 358, 285. 22 82, 259. 89 67, 933. 56 547, 221. 95 
1, 286, 526. 40 65, 898. 82 47, 887,14 555, 707. 56 
1, 377, 475. 83 68, 049. 68 49, 017. 94 571, 151. 10 
| 16, 888, 440.22 | 879,927.66 | 673,836.30 |.............. 


Nore.—A part of the patronage refunds allocated in earlier years have been 
retired by cash payments. Such payments are made, however, entirely within 
the discretion of the cooperative’s board of directors. 

The balance sheet and other financial statements of this cooperative are also 
interesting because they indicate some of the features of typical cooperative 
financing methods: 
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FARMERS COOPERATIVE Co. 


ASSETS 
Ourretit’' a@beteicicet 2 So ee ee ad $262, 302. 25 
Investments: 
Shares in other co-ops._.......--..-.-...-... $25, 243. 36 
Unsecured debenture note_-.--.-.-..--._.---. 2, 200. 00 
Deferred patronage refunds (regionals) ....._- 68, 348. 91 
——_—_—_ 95, 792. 27 
Buildings and equipment (net) ~------------.------------_-_- 213, 056. 58 
OTE mentee te ctineaccneabucen onde ane leo 571, 151. 10 
LIABILITIES AND MEMBERS’ EQUITIES 
CEPGt MMO. 8nd caceccnecnscukecuapeeceanueny $37, 753. 60 
Members equities: 
AION LINC Neticnied tents noegentegrtihiiin $9, 370. 00 
Four percent preferred stock......-._-_--_--- 120, 585. 00 
Allocated patronage refunds_...--.-------- 309, 166. 47 
Educational fund reserve_...-_--.----.--~--- 2,157.11 
Surplus—paid in and earned___-..------___-- 92, 118. 92 
—————_- 533, 397. 50 
Total ces elete ee bes 571, 151. 10 
OPERATING STATEMENT 
TOT) CORA OUTET: CII ccatesivensteecinen apectnidiaane ia ad hmibndeaits $1, 377, 475. 83 
Re, Wi MED sttticncidirectinAumenanmemiere te iaeeabcaeirinseasanaimeiatondiaineins 1, 260, 005. 83 
FTE sen wert-maaebn sareptgreiecigunietineaintesieaeumstianig tied aa een sl 117, 470. 00 
Other income: 
Patronage retaund earned... <n cncmccnpons $25, 047. 53 
NINE csh-saseinsein tach teeristoeaaaeit bate eum oiaaniehe aetna 59, 842. 40 
—_— 84, 889. 93 
CEDOG DUR TINES CUE TA ei eas mesviaiemamnenep meh aiebemussabdéscts 202, 359. 93 
BIO SI neck nsctnnpasctinnnctinnn agian iiss te 134, 310. 25 
FOE, PP ceictiendneinamcwakcantabbinendmaaattaden amet 68, 049. 68 
DISTRIBUTION OF 1956 SAVINGS 
MROCATOR BUTTONS TETUNGNe oo ne i eg ew ete $49, 017. 94 
DIPIORG On DCEO E i ooo tn hiro ks Smet See 4, 685. 44 
Federal incgme tax............-----~.-------~---.---------- 5, 322. 04 
TE RGTELE TONG COROT CO ic eee lstrgrcegepentic swale dierent breneniediiatets 2, 041. 49 
SN UUs tice eteeechs a conden on een as dia ai sen satin icy an ercabiergnem meres tener 6, 982. 77 
ETE co inchigrnsrg'crers-o a ccare bigdediraeret atau beet ita intae Ia ite 68, 049. 68 
PATRONAGE REFUNDS ALLOCATED 
Grain purchased from members: (including CCC grain deliv- 
ered) 675,404 bushels at 2.4 cents_____--------------------- $16,209. 70 
Grain sold to members: 153,932 bushels at 1.0 cents__..__--__ 1, 589. 32 
Merchandise sold to members: $568,525.84 at 5.5 percent______ 31, 268. 92 
Pe it ibd dh asless Upstate dibdeentcceeaeiaee dite 49, 017. 94 


This cooperative is of the nonexempt kind, paying an income tax only on earn- 
ings used for dividends on capital stock and otherwise not allocated on the books 
of the corporation. All allocated patronage refunds, even though not paid in 
cash and payable at an indeterminate future date at the discretion of the board 
of directors, are excluded from income. 

The financing of the growth of this cooperative has been accomplished largely 
through retention of tax-free earnings kept in the business through use of the 
noncash patronage refund device. Several interesting facts should be noted: 

Uniform dividends are paid on all grain purchases from members, including 
grain not actually purchased but hauled to the elevator for the account of the 
Commodity Credit Corporation in connection with defaulted commodity loans 
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under the farm program. In the latter case, the earning was the direct result 
of charges paid by CCC to the cooperative. No effort seems to have been made 
to allocate earnings to particular grains even though the margins with respect 
to such grains undoubtedly varied considerably. 

Uniform patronage dividends are paid on all merchandise sold even though 
the type of merchandise varies considerably. 

The cooperative has included in income but has not paid a tax thereon, 
patronage refunds earned from other cooperatives. It also carries in its invest- 
ment account a little more than $90,000, representing patronage refunds it has 
received over a period of years from regional and other cooperatives. Presum- 
ably, it has allocated these dividends to its members and patrons. 

The North Dakota and Britt, Iowa, situations are intended only to describe 
cooperative grain elevator operations which are typical of those in many areas. 
Multiply these situations by several thousand and the aggregate competitive 
effect of cooperative country grain elevators can be determined. 


IV. WHY COOPERATIVES GROW AND HAVE COMPETITIVE ADVANTAGE 


Cooperatives in the grain and feed business have grown. The next step is to 
show the contribution of income tax exemption and treatment to such growth 
and how competitive advantage is gained thereby. This can be done by the 
use of examples which are typical and which compare the cooperative method of 
doing business with that of private grain elevator competitors. 


(A) How grain elevators function 


The business function of an ordinary country grain elevator is to receive 
grain from producers, such grain to be (1) purchased and sold; or (2) to be 
handled, stored for a period of time, and then either bought and sold or delivered 
to someone at the direction of the customer depositing the grain in such elevator. 
Prior to the Government’s commodity loan program, the bulk of all grains 
received by country elevators was purchased from farmers and subsequently 
sold. Under the commodity loan program, however, grain may be pledged or 
mortgaged to Commodity Credit Corporation as security for a nonrecourse loan. 
If such grain is stored in a country grain elevator and the loan is defaulted 
CCC becomes the owner of the warehouse receipt pledged as collateral. As 
owner of such warehouse receipts, CCC ordinarily orders the grain delivered to 
some other location. For this the elevator is paid a storage and handling charge. 
Much of the grain upon which commodity loans are obtained is also stored on 
farms and in the event of a loan default title to this grain is acquired by Com- 
modity Credit. This agency then uses the facilities of the country elevators for 
handling and storage of such grains and compensates such country elevator under 
the terms of a so-called uniform grain storage agreement. 

In addition to assembling grain for sale and storage, the normal country 
elevator does many other things. It sells feed, seed, fertilizer, and many farm 
supplies; it grinds, mixes, and manufactures feed; it sells lumber and fuel; 
and in general usually does a rather complete farm supply business. 

The facilities employed by a country elevator in its business consist of build- 
ings designed for the handling and storage of grains and the necessary equip- 
ment to do the grain-handling job. In addition, buildings are owned for 
whatever feed and farm supply business is conducted. 

Grain is received at country elevators from farmers who ordinarily deliver 
in truckload quantities. The grain is weighed on receipt and carefully graded 
according to Government grain standards. After this has been done, the grain 
is dumped into a pit and then elevated and conveyed to a selected bin within 
the elevator. As a general rule, grain of common quality is commingled and no 
effort is made to preserve the identity of any particular lot of grain nor is that 
legally required. Farmers delivering grain in this manner either sell the grain 
immediately or if it is not sold but stored the farmer receives a warehouse 
receipt reciting the grade and quality of the grain. When the grain stored 
in the elevator is sold, it is loaded out either into railroad boxcars or into trucks. 
Grain from the common lots within the elevator are so delivered, the elevator 
operator conducting his business so that sales and deliveries on such sales are 
made to the best advantage. If the grain is not sold but is redelivered on ware- 
house receipts, grain of the grade and quality called for by such receipt is 
delivered. Delivery in this case may also be made into railroad cars or into 
trucks. 
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The buying policies of country grain elevators are quite standard whether the 
elevator is cooperative or otherwise. As described in University of Minnesota 
Agricultural Station Bulletin 407, “the prevailing method of buying grain) by 
cooperative associations is outright purchase and the producer receives the 
current price at the time of delivery.” The determination of the buying price 
is the manager’s responsibility. Over a period of time this price is such that 
the difference between the buying and selling price is sufficiently large to cover 
operating and other costs, and to provide for reasonable net returns. It is the 
general policy for country elevators to change their buying prices during the 
day, depending upon changes in price at the appropriate terminal grain market. 

The method of pricing grain by local cooperative grain elevators in Kansas 
is described in bulletin 66 of the Farm Credit Administration, This explains 
that grain is handled by local farmers’ cooperative elevators on a purchase- 
and-sale basis. Under that plan of cooperative marketing the title to grain is 
transferred to the local country elevator when the contract of sale is con- 
summated. Usually upon delivering the grain or tranferring title, the patrons 
are paid the current market price, grade and quality considered, less a nominal 
amount per bushel as an operating margin. Incoming price offers or bids are 
numerous and frequent, and the margin the local elevator takes is generally the 
difference between the best bid price it has received from buyers and the price 
it pays to its patrons. The price difference is the margin that the association 
hopes to realize and on which it expects to operate. This price difference is the 
initial charge for services and possible risks. Buying margins vary in amount 
from year to year and season to season. Buying margins for individual cus- 
tomers also vary, depending upon market conditions and grade and quality of 
grain. 

Accounting policies and methods followed by country grain elevator operators 
are quite standard. Except for terminology, the practices followed are the same 
whether the country elevator operation is cooperative or otherwise. 

Country grain elevators, as is typical of any business, may be owned in any 
one of several different ways. A relatively few country elevators are now 
owned by persons as individuals or in partnership with others. Cooperative 
country grain elevators are owned by cooperative associations incorporated as 
corporations under appropriate State laws. Most privately owned country 
grain elevators are operated as corporations. The legal effects of these various 
methods of ownership are all well known. 

Terminal grain elevators are similar to large country elevators in many 
respects, but are, of course, much larger and are located at terminal marketing 
points. They receive grain by rail or truck, ordinarily from country elevators 
and not directly from producers. The grain so received is either purchased 
and sold or received for storage. In this latter event, it may eventually be 
redelivered for the account of the person storing it or it may be subsequently 
purchased and sold as any other grain. The facilities used and the mechanics 
followed in handling grain at the terminal market level follow the country 
elevator pattern except on a much larger scale. 

All grain elevators whether cooperative or otherwise, are organized for profit. 
The business of the private elevators is for the profit of the owners—usually 
the stockholders of the corporation. A cooperative grain elevator business also 
is conducted for profit—that of its members and/or patrons. 

Here are a few general conclusions applicable to both country and terminal 
elevator grain operations: 

As the volume of grain handled increases, the cost per bushel decreases. 
This is a fact disclosed by many elevator surveys conducted by the Farm Credit 
Administration as well as various agricultural experiment stations. It is a 
fact well known in the grain and feed trade. 

A large grain elevator operated near its maximum practical volume level 
has an important competitive advantage over a smaller elevator similarly op- 
erated. In other words, size of the facility is important provided the elevator 
is used efficiently. 

The foregoing conclusions apply to the storage of grain as well as to the 

merchandising or handling of grain. 
It may be concluded that as both country and terminal grain elevators increase 
the volume of grain handled and their size, they decrease their unit costs per 
bushel of grain handled and improve their competitive position. This creates 
an endless chain of events. Volume and size breed greater efficiency and lower 
costs per unit. These, in turn, create greater volume and larger total profits. 
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(B) Effect of taw advantage 


The Federal income tax advantages which grain cooperatives enjoy are: 

(1) All cooperatives, whether exempt or nonexempt under the code, are 
permitted under administrative practices to exclude from gross income the 
amounts allocated to patrons as patronage dividends. 

(2) Cooperatives exempt under sections 521 and 522 of the Internal Revenue 
Code are allowed a statutory deduction for their dividends on capital stock 
and for allocations of incidental nonpatronage receipts to patrons on a patron- 
age basis, and may attribute to a taxable year patronage receipts allocated to 
patrons within 9% months after the close of the taxable year. 

(3) The ability to exclude patronage dividends from gross income occurs 
whether the dividends are paid in cash or noncash form. 

The fact that these tax advantages influence growth and competitive position 
would seem to be too obvious to require explanation. Cooperative proponents, 
however, deny that they have any particular advantage; say that competitive 
position is not really influenced; that favorable tax treatment is actually neces- 
sary to permit them to compete effectively, and that any corporation can do the 
Same by paying patronage dividends. The facts indicate that exactly the op- 
posite is true, unless of course the cooperative competitor wishes to conduct his 
business on a nonprofit basis. In this connection, it should be explained that 
very little investment capital can be attracted to a business, the operation of 
which is conducted on a nonprofit basis. If it is the desire and belief of the 
Congress that business can best be conducted without profit, then it can easily 
grant a tax subsidy to all business which foregoes the profit motive. By the 
same token, however, Congress will have to look elsewhere for the support of 
Government. 

Tax advantage does have a direct bearing on growth and competitive position 
for many reasons. These are best explained by a few specific examples. 

A typical average Minnesota cooperative grain elevator in 1952, according 
to a study conducted by the University of Minnesota Department of Agri- 
cultural Economics (Mimeo. Report No. 502), had earnings (before taxes) of 
about $16,000 based on total sales of $700,000 (grain $600,000 and merchandise 
$100,000). The net worth of this average cooperative amounted to a little 
more than $100,000, consisting of about $40,000 of stock and the balance 
members and patrons equities of one kind or another. The return of slightly 
more than 2 percent on sales is quite typical, according to similar studies con- 
ducted in Kansas (Farm Credit Administration Bulletin 66, May 1951), Illinois 
(University of Illinois Department of Agricultural Economics, AERR-17, Febru- 
ary 1957), and Ohio (Ohio State University Department of Agricultural Eco- 
nomics, Mimeo. Bulletin No. AE 247, 1953). 

The cooperative elevator earnings in this example would have permitted it 
to pay 6 percent on all of its stock and make a similar allowance on all mem- 
bers’ equity (a practice seldom followed) and yet pay a $10,000 patronage 
dividend or approximately 1144 percent on sales. In the case of wheat at $2 per 
bushel, this would have equaled a 3 cent per bushel dividend. With other 
grains at normal price relationships, this would have meant about 2 cents per 
bushel on corn and 1 cent per bushel on oats. 

If the cooperative had been required to pay a tax on all of these earnings, 
as is true of the non-co-op private competitors, it would have had about $5,000 
less to distribute. This is not a large amount, but it is still the equivalent of 
3/4 percent on sales. In the case of $2 wheat, this would have meant 114 cents 
per bushel, and with normal price relationships in effect about 1 cent per bushel 
on corn and a half cent per bushel on oats. 

In considering these amounts paid as patronage dividends, it is most im- 
portant to realize, as has been previously stated, that the grain business is 
normally conducted on a very low gross margin on grain. Two cents per bushel 
on wheat, for example, is a substantial amount in the eyes of a farmer customer 
and is enough to influence his decision about the elevator where his grain is 
to be marketed. 

A substantial competitive advantage results from the payment of these cash 
patronage dividends, and a large part of that advantage arises from the dis- 
tribution of a tax subsidy. The advantage pyramids. As growth results, costs 
are decreased and margins increased. Larger patronage dividends follow, and 
this, in turn, leads to more business. This is the way co-op corporations grow. 

An equally interesting situation arises when all earnings except for dividends 
on capital are retained for use in the business. The growth in physical assets 
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of the typical Minnesota grain cooperative referred to previously compared 
with an income-taxed competitor would be about as follows, it being assumed 
that assets retained will earn at approximately the rate of 16 percent, the 
amount indicated in the Minnesota study. 
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Cooperative corporation 























Retained 
Year Earnings | Cash divi- |(bynoncash| Net worth 
dend patronage 
refunds) 

DiUlnaGsankdntedibeeceanth Linhitie ain aulghhdata tes dnndkciaalee $16, 000 $6, 000 $10, 000 $110, 000 
Ra sedbe sp iS cose EAB c ae tobe dob-anaes dade eel 17, 600 6, 600 11,000 121, 000 
Dib side ics Ai eereeh dis csakbe ti vk seuss sbecsnn) dada 19, 360 7, 260 12, 100 133, 100 
Ratictaknn ithe dbp nese cpibiinithinonadeycbulbeecadmaaegile 21, 300 7, 980 13, 320 146, 420 
Be Uanien Uidacradsekencdui tanvteimadbenasansasiebamianel 23, 420 8, 780 14, 640 161, 060 
Dee See isi ccnbcesteewedswdeacth vacteecwaues 25, 770 9, 660 16, 110 177, 170 
Bi ccrohdisteihcchtiesieliecks teteayitedicrds dediimstnas desta ite ch Tate ncdirisinion eatidiaeaamamalanl 28, 350 10, 630 17, 720 194, 890 
Deb dseuddss SswI AG ROR ISI 31, 180 11, 690 19, 490 214, 380 
Cig camtaync tad ets adewn Suieie osness ereeise tere cusRndeoweee 34, 300 12, 860 21, 440 235, 820 
TO i ae ital teleicell cian nie nk hee eke aaa kid Cane 37, 730 14, 150 23, 580 259, 400 

Income-taxed competitor 

Year Earnings | Tax at 30 | Earnings | Dividend | Retained | Net worth 
percent after tax 
| 

is den oninsiisnmiechi dh arie Dancin eareraenid | $16, 000 $4, 800 $11, 200 $6, 000 $5, 200 $105, 200 
lsd dancer @ trai aikdianarahninneiaetaenans | 16, 800 5, 040 11, 760 6, 300 5, 460 110, 660 
st ce un abhekaeeh meena 17, 71 5, 310 12, 390 6, 640 5, 750 116, 410 
ee ee ee | 18, 620 5, 590 13, 030 6, 980 6, 050 122, 460 
scapula: eticin ss whale extilicis aes ccbeamcatae octaes 19, 590 5, 880 13, 710 7, 350 6, 360 128, 820 
OD codccnesssdonadduseddebesteons | 20, 610 6, 180 14, 430 7, 730 6, 700 135, 520 
Gti -13 0a cdabebectesetiesons 21, 680 6, 500 15, 180 8, 130 7, 050 142, 570 
Dice sicntdn Sc eeo 22, 810 6, 840 15, 970 8, 550 7, 420 149, 990 
Gone sevensicdac codeeiUstsause~s 24, 000 7, 200 16, 800 9, 000 7, 800 157, 790 

25, 250 7, 630 17, 620 9, 470 8, 150 165, 940 


Both businesses have expanded, but the rate of expansion for the cooperative 
corporation is more than double that of its fully income-taxed competitor. 

A similar comparison to show the effect of tax-free earnings retention may be 
made between a regional grain marketing association and a fully taxed com- 


petitor. 


In this example, the following assumptions are made: 


A similar net worth of $5 million, consisting of $3 million stock and $2 million 


surplus. 


In the case of the proprietory corporation, the surplus is the ordinary 


unallocated earnings retained for use in the business. In the cooperative situ- 


ation, this surplus consists of patrons allocated reserves or members’ equity. 
An earnings return of 10 percent on net worth before taxes is assumed. This 


is a conservative estimate. 


A dividend return of 6 percent on outstanding stock in the case of both the 
cooperative corporation and its competitor is allowed. 
An income tax rate of 50 percent is used. 


Cooperative corporation 








Retained 
Year Earnings Cash (by noneash | Net worth 
dividend patronage 
refund) 

he eS a ee ae ee $500, 000 $180, 000 $320, 000 $5, 320, 000 
2... Sone} Citak wsincpetta dies 532, 000 180, 000 352, 000 5, 672, 000 
3 567, 000 180, 000 7, 000 6, 059, 000 
4. 606, 000 180, 000 426, 000 6, 485, 000 
5 648, 000 180, 000 468, 000 6, 953, 000 
6. 695, 000 180, 000 515, 000 7, 468, 000 
alex wines weeeididenndtih embed 747, 000 180, 000 7, 000 8, 035, 000 
7. 803, 000 180, 000 623, 000 &, 658, 000 
9. 866, 000 180, 000 686, 000 9, 344, 000 
MiGs i aldexchdccstelaai- wae“ ati < 934, 000 180, 000 754, 000 10, 098, 000 
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Income-tared competitor 


Earnings 
ys Retained | Net worth 
Earnings | Dividend 

after tax 


$500, 000 $250, 000 $250, 000 $180, 000 $70, 000 
507, 000 253, 500 253, 500 180, 000 73, 500 
514, 000 257, 000 * 257, 000 180, 000 77, 000 
522, 000 261, 000 261, 000 180, 000 80, 000 
530, 000 265, 000 265, 000 180, 000 85, 000 
539, 000 269, 500 269, 500 180, 000 89, 500 
548, 000 274, 000 274, 000 180, 000 94, 000 
557, 000 278, 500 278, 500 180, 000 98, 500 
567, 000 283, 500 283, 500 180, 000 103, 500 
577, 000 288, 500 288, 500 180, 000 108, 500 
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In the same period of time the cooperative’s net worth has expanded $5,098,000 
as compared with $879,500 for the proprietary corporation and earnings capacity 
$434,000 as compared with $77,000. In both instances the cooperative expansion 
is more than five times as great as that of its fully-taxed competitor. 

Because full retention of earnings, without dividend payment on stocks, is a 
more typical cooperative situation (cf. FUGTA, for example), a comparison of 
growth under those circumstances with that of a proprietary corporation should 
be made. It is assumed that a proprietary corporation could justify full reten- 
tion of earnings, a doubtful fact in view of the prohibition against improper 
accumulation of surplus contained in section 531 of the Internal Revenue Code. 


Cooperative corporation 





Retained 
Cash (by noncash 
dividend patronage 
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1, 072, 000 
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Income-tazed competitor 


Earnings 


Retained | Net worth 
After tax | Dividend 
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383, 000 





In the same period of time the cooperative’s net worth has expanded almost 
$8 million as compared with the approximate $3 million expansion of its fully 
taxed competitor. A similar result has occurred with respect to the earnings 
of the co-op corporation where the increase in earnings is almost treble that of 
its income-taxed competitor. 
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An even more startling result occurs in comparing the cooperative corporation 
which pays no dividends and retains all of its earnings with the proprietary 
corporation which, after tax, pays a dividend on capital stock and retains the 
balance for use in its business. This is a more normal situation than the 
one previously described, for, according to a recent Farm Credit Administration 
study (General Rept. 32, 1957) a substantial percentage of the equity capital 
of cooperatives is nondividend and noninterest bearing. Proprietary corpora- 
tions, on the other hand, quite regularly distribute a reasonable percentage of 
earnings as dividends on capital stock. 

An income-taxed proprietary corporation has an almost hopeless job in com- 
peting against a cooperative corporation under these circumstances. This is 
shown in the following which compares the earnings and net worth of a co-op 
corporation which pays no dividends and retains all of its earnings with an 
income-taxed competitor which, after tax, pays a dividend on capital stock and 
retains the balance for use in its business. (This is the cooperative in the last 
example and the taxed competitor in the next preceding example. ) 








| 








Net worth Earnings 
Year 
| Cooperative | Taxed com- | Cooperative | Taxed com- 
petitor petitor 
Rint uet abet eecthbhan capebedecedesnsaterosstaree $5, 500, 000 $5, 070, 000 $500, 000 $500, 000 
Sich sad dchby coed taken hallndeaendaes 6, 050, 000 5, 143, 500 550, 000 507, 000 
Dachocwnks mhdacekhndebwntcdbesdascsibakteodhaae 6, 655, 000 5, 220, 500 605, 000 514, 000 
ON ES oa eae boudssctedatesdionell 7, 320, 000 5, 300, 500 665, 000 522, 000 
Pastis dish saesesl nach aihticta donate pineal i eaadennddiebedaaiinnaaainibies | 8, 052, 000 5, 385, 500 732, 000 530, 000 
Dis inctteitths achiteakuneede itincdunnica iaceeune 8, 857, 000 5, 475, 000 805, 000 539, 000 
TAD Libdet ict hast cectn apie wadieaethcasele 9, 743, 000 5, 569, 000 886, 000 548, 000 
I dca Staten dient th dpectotn te'ahesiatatinthn ten ot cuidate aie 10, 717, 000 5, 667, 500 974, 000 557, 000 
Duibboddih decks ecctcahtivdidustnecéenehaaemcenan 11, 789, 000 5, 771, 000 1, 072, 000 567, 000 
ib csi 0 ebnbkis imckegugdncnunsbemie ects | 12,968, 000 5, 879, 500 | 1, 179, 000 577, 000 


It is true that these case studies are based upon hypothetical situations but, 
the fact is, situations used are typical of normal operations in the grain business 
and are duplicated in everyday operation in all areas of the country. Coopera- 
tive growth and competitive advantage, influenced by favorable tax exemption 
and treatment, is a matter of fact, not fancy. 


V. Summary and recommendations 


The following are facts and conclusions established in this statement: 

1. This association is interested only in the tax aspects of cooperative compe- 
tition and seeks correction of present tax inequities. 

2. Cooperatives engaged in the marketing of grain and the selling of feed are 
large and successful and do a substantial part of the total grain and feed busi- 
ness done in the United States today. 

3. Grain and feed cooperatives have grown rapidly and presently have a sub- 
stantial competitive advantage. 

4. Income-tax advantages enjoyed by cgoperatives have made a large contribu- 
tion to their rapid growth and competitive position and, unless corrected, co- 
operatives will continue to benefit to the disadvantage of their income-taxed 
competitors. 

Specific recommendations to correct the gross inequities in taxation which 
have developed will be made by Mr. Roswell Magill, who will appear before the 
committee in support of this association’s longstanding position that cooperative 
corporations, like any other corporations, be required to pay income taxes upon 
all income without deduction or exclusion therefrom for any dividends whether 
paid on the basis of patronage or otherwise. 
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by giving your name, address, and the capacity in which you appear. 


STATEMENT OF AUSTIN W. CARPENTER, EXECUTIVE DIRECTOR, 
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The Cuamman. Our next witness is Mr. Austin W. Carpenter. Mr. 
Carpenter, please come forward and identify yourself for the record 


EASTERN FEDERATION OF FEED MERCHANTS, INC., SHERBURNE, 
N. Y. 


Mr. Carpenter. I am Austin W. Carpenter, Sherburne, N. Y., the 
executive director of the Eastern Federation of Feed Merchants. 

The Cuatrman. Mr. Carpenter, if you would prefer to be seated 
you may do so, I recognize you for 5 minutes to proceed in your own 
way. 

Mr. Carpenter. Thank you. 

Mr. Chairman and members of the Ways and Means Committee, I 
represent a trade association of 720 livestock feed manufacturers and 
retailers doing business in New York, Pennsylvania, New Jersey, 
Delaware, Maine, Maryland, New Hampshire, Vermont, Massachu- 
setts, Connecticut, and Rhode Island. 

Most of the members of our association are independent operators 
who manufacture and retail livestock and poultry feeds at country 
points throughout the Northeast. The ery in which they operate 
is identical to that of two large cooperatives, the Cooperative Grange 
League Federation Exchange and the Eastern States Farmers Ex- 
change. The combined feed and grain sales of these 2 cooperative 
corporations in 1955 amounted to more than $150 million. Their total 
sales were $227 million, so you can readily see that their sales efforts 
are heavily concentrated in direct competition with the members of 
our association. 

Now these are two very unusual cooperatives whose operations 
differ greatly from those of many other cooperatives. Nevertheless, 
the chief competitive advantage that they have over the members of’ 
my association is their ability to determine how much Federal income 
tax they are willing to pay. Now mind you, most of us have to cast 
up our accounts at the end of the year to determine how much income 
we have made and the United States Treasury says, “That is fine 
that you have had a profit. We need about 30 to 50 percent of that 
in taxes if you are a corporation or maybe more if you operate as an 
individual or partnership.” This is not so for the cooperatives. They 
can say, “How much profit do we want to pay taxes on?” Or better 
still, “How much income tax do we want to pay?” Paying their in- 
come tax is never difficult for them because, as you members of the 
committee know, they can allocate profits as patronage dividends pay- 
able at some future date at the discretion of their board of directors 
and keep the cash income in their capital structure for expansion, free 
of any income-tax payment. Of course, most cooperatives elect to pay 
very little or no Federal income tax. 

ow in the case of the Cooperative Grange League Federation 
Exchange we have a very unusual situation—this conservative and 
well-operated business has found it expedient to pay a substantial 
amount of Federal income tax. For years it operated as a com- 
pletely exempt cooperative; that is, it qualified to escape all payment 
of Federal income tax. But the conditions of this tax escape inter- 
fered with its business operations. As a wholesale organization, it 
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supposedly distributed its merchandise through local retail farmer 
cooperatives, but with its move into manufacturing—it owns 4 feed 
mills, 13 fertilizer and insecticide plants, and has partial investments 
in such things as petroleum refineries, operation of an airline, seed 
plants, and a procurer and manufacturer of various farm supplies— 
it has wandered far afield from farm operations. 

To increase volume, it distributed part of its products through tax- 
payin ee merchants who were required to keep extensive 
records on the purchase of GLF merchandise so that patronage pay- 
ments could be made to individual farmers. Naturally, these records 
entailed voluminous bookkeeping on the part of GLF and raised 

uestions concerning whether or not this business was done with 
armers, a prime requirement for tax escape. As a result, it gave up 
its tax exemption at the close of 1947 and for years has paid sub- 
stantially the Federal income tax that a regular business would pay. 

Why are the independent feed merchants complaining? The an- 
swer is simple. They compete with more than 200 local cooperatives 
that GLF has succeeded in organizing and still controls. These 
local cooperative retailers are able to avoid the payment of Federal 
income taxes which takes a sizable portion of the feed merchant’s 
income. They can expand on their tax savings and still give what 
would be normal profits after taxes to their members to encourage 
them to do business the cooperative way. 

Now Eastern States Farmers Exchange has one of the largest feed 
mills in the world located at Buffalo, N. Y. It still retains its com- 
plete exemption from the payment of Federal income taxes. Unlike 
most other big cooperatives, Eastern States Farmers Exchange sells 
directly to farmers through more than 400 farmer representatives. 
Its earnings in 1956 amounted to $3,484,594. Of this amount, $1,- 
105,000 was retained for expansion and $2,379,594 was distributed as 
a cash refund. Now a regular corporation with similar earnings 
would have paid $1,806,000 to Uncle Sam in Federal income taxes. 
This cooperative was not required to pay anything. 

Income-tax freedom enjoyed by the cooperative constitutes, a dis- 
tinct competitive advantage, which becomes more pronounced when 
the income-tax dollars of independent businesses are used by Govern- 
ment agencies, such as the Farmers Cooperative Service and the Agri- 
cultural Extension Service, to help sell the cooperative philosophy. 

Our members also resent bitterly the fact that when these tax- 
free cooperatives have arrived at maturity they are able to make 
appropriations for advertising on a basis which is inconceivable to 
the small-business men who comprise our association. I have here, 
and I desire to enter it into the record, if you please, an advertisement 
of the big Grain League Federation which appeared in the New York 
Times exhorting homeowners to obtain their lawn and garden sup- 
plies from local cooperative stores. This is not farmer business 
and I understand that the big GLF does millions of dollars of non- 
farmer business. This we think is not fair. This type of unfair 
competition is killing the initiative of small-business men throughout 
our rural areas. 

There is only one solution, as we see it. That is tax equality and 
it must be real tax equality—not a compromise which still leaves a 
substantial advantage in the hands of these competitors. 
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Give small-business men tax equality so that competitively they 


_ The Cuamman. Without objection the advertisement. will appear 
in the record in connection with your remarks. 
(The advertisement referred to follows:) 
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And Ready to Help You 


THE NEW YORK TIMES, SUNDAY, MARCH 10, 
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ADD BEAUTY to Your Grounds 


TT spainc, when you're reads fo seed your lawn, 
: put in some shrubs, or plant ‘he garden — stop in 
and talk with your G.L.F. Lawn and Garden Center. 


The folks at G.L.F. are specialids in this lawn and 
garden business. They know what ylants need to grow 
well . , . the fertilizers to use . . . te tools to select . . 
and the right sprays or dusts to kep away weeds and 
bugs. And most ‘important — they tan give you plenty 
of helpful advice on lawn and gardet care. 

This specialized knowledge was mtt picked up just over 
night. G.L.F. personnel have acquted their know-how 
and experienced from years of workng with professional 
farmers —and supplying their necls. Also important, 
this practical knowledge is kept up-te-date with the latest 
résearch from pubtic and private seavices, 










See Your Nearest G.L.F. Lawn and Garden Center 


LONG ISLA Bolewin Place 
Widsietows 
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Central tatip Budd's G.L.F. Serview Mitierten 6.LF. 
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heme - emery 
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GLP. Servies °C. Dineen & See Hew Paltz 6.1". 
SOUTHEAST NEW vork ere so 
Amonia Liverty Pine Bush 


Rover! Southworth Aiherty 6.0.7. Pise Boer 6.7. 











What is G.L.F.? 


G.LF. is an organization that farmers started 37 years 
ago, so they could obtain high quality farm supplies at 
reasonable prices. Fully named Cooperative Grange 
League Federation Exchange, Inc., it took its name 
from three sponsoring farm organizations — the Grange. 
Dairymen's League and Farm Bureau Federation. 

The nearby G.L.F. Lawn and Garden Center is one of 
650 retail points in G.L.F.’s three state area. Therefore, | 
with this combined large volume buying your Lawn and 
Garden Center can provide —high quality, reliable 
supplies at very reasonable prices. Every commodity 
added to the G.L.F. line is thoroughly tested to be sure 
it is practical and useful but no item is considered 
more important at G.L.F. than reliable, helpful service. 


at yur G.L.F. Lawn 
and Garden Center 






Get All Your Supplies in One Stop... 
| 
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The Cuarrman. Are there any questions of Mr. Carpenter? 

If not, we thank you, Mr. Carpenter, for your appearance and the 
information given the committee. 

Mr. Carrenter, Thank you for the opportunity. 

The CuatrmMan. Our next witness is Mr. A. S. Moake. Mr. Moake, 
will you please identify yourself for the record by giving your name, 
address, and the capacity in which you appear ? 


STATEMENT OF A. S. MOAKE, REPRESENTING SOUTHWESTERN 
PEANUT SHELLERS ASSOCIATION 


Mr. Moaxe. Mr. Chairman, my name is A. 8. Moake. I am presi- 
dent of the Bain Peanut Co., of San Antonio, Tex., and am immediate 
past president of the Southwestern Peanut Shellers Association. I 
represent the Southwestern Peanut Shellers Association, consisting of 
18 shellers of peanuts in the States of Oklahoma and Texas. 

The CuarrmMan. Can you complete your statement in 5 minutes? 

Mr. Moaxe. Yes, sir. 

The Cuatrman. All right, sir. You are recognized for 5 minutes. 

Mr. Moaxer. With two exceptions all of our members are small- 
business men. 

Our association recommends the elimination of the income-tax ad- 
vantages now enjoyed by cooperative corporations. Cooperative cor- 
porations should be velnieedh to pay income taxes on all their net 
earnings just like any other business, and individuals receiving cash 
payments, patronage dividends or certificates of interest, shout pay 


income tax on same just like the receivers of dividends from any other 


corporations. 

At the present time private business enterprise is in a most unfair 
position when competing with cooperatives, Private business enter- 
prise pays the income taxes, while the cooperatives largely escape 
them. This permits the accumulation of funds by cooperatives 
through the retention of earnings for expansion through internal 
growth and through purchases of noncooperatives. They are now 
expanding very rapidly and not only dealing for and with their own 
members, but buying, processing, and selling on the open market in 
direct competition with the small-business man that has to pay the 
taxes, 

To illustrate the practical significance of this tax advantage to co- 
operatives, I want to discuss with you briefly one giant cooperative 
corporation—the Cotton Producers Association. 

The Cotton Producers Association, with headquarters in Atlanta, 
Ga., today is the largest sheller of peanuts in the United States. 
Thirteen months ago it was not in the peanut shelling business. The 
CPA was formed in 1937 and is engaged in cotton storage and market- 
ing, feed and fertilizer manufacturing, oil milling, pecan and peanut 
shelling, and such unrelated activities as insurance. 

In early 1957 the CPA purchased the Georgia Peanut Co. and its 
11 affiliated companies. This group of companies represent by far 
the largest peanut-shelling capacity under the control of any group 
in the United States. The CPA is operating in both the southeastern 
peanut-producing area (Georgia, Florida, and Alabama) and in the 
southwestern peanut-producing area (Oklahoma and Texas), yet 
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when the CPA acquired the Georgia Peanut Co. group, the CPA did 
a have any members among the peanut growers in Oklahoma and 
exas. 

The southwestern peanut growers did not put up the money for the 
CPA to go into business in the southwest. The CPA was using largely 
tax-free earnings retained from farmers in other parts of the country 
to invade another industry and a new section of thecountry. It should 
be noted that practically any grower that markets his peanuts through 
the CPA is treated as a member. There is no membership fee and 
no requirement that stock be purchased. 

In addition to the advantage that the CPA has over other peanut 
shellers, with respect to income tax payments, it has two other types 
of material advantages—both of which are given by the Federal Gov- 
ernment. One relates to the peanut price support program and the 
other relates to credit. 

As private businessmen we don’t like the Government-favored type 
of unfair competition represented by the tax-free cooperatives. They 
are now growing by leaps and bounds and unless they are stopped, we 
will all be forced to change our business to a co-op. e urge that this 
committee recommend to Congress that cooperatives and their mem- 
bers be treated in exactly the same way with respect to income taxes, 
as are other forms of business organizations and their owners. 

The Cuamman. Thank you, Mr. Moake, for your appearance and 
the information given the committee. 

Are there any questions? 

If not, we thank you, sir. 

Mr. Moake. Sir, we would like to ask that the detailed statement 
we sent in be put in the record. 

The CxHamman. Without objection that will be included in the 
record. 

(The statement referred to follows:) 


2 r A. S. AKE, Sour ESTERN PEANUT ELLERS Ass 0 
STATEMENT oF A. S. Moaker, SoUTHWESTE P ut SHELLERS ASSOCIATION 


My name is A. S. Moake. I am president of the Bain Peanut Co. of San 
Antonio, Tex., and am immediate past president of the Southwestern Peanut 
Shellers Association, I represent the Southwestern Peanut Shellers Assocaition 
consisting of 18 shellers of peanuts in the States of Oklahoma and Texas. The 
members of the association buy peanuts from farmers, remove the hulls and 
clean the peanuts, and sell them to manufacturers of peanut butter, peanut 
candy, and other peanut products. With two exceptions all of our members 
are small-business men. 

GENERAL BECOMMENDATIONS 


Our association recommends the elimination of the income-tax advantages 
now enjoyed by cooperative corporations. 

We recommend that all businesses be treated exactly alike under the income- 
tax laws. The mere fact that a business is organized as a cooperative corpora- 
tion is no justification for that business to fail to pay income taxes or for the 
receivers of dividends or patronage refunds or any other type of payments to 
escape taxation. 

Cooperative corporations should be required to pay income taxes on all their 
earnings just like any other business and individuals receiving payments from 
cooperative corporations should also pay income taxes on such payments just 
like the receivers of dividends from corporations. If double taxation is justi- 
fied in the case of noncooperative businesses, then it is equally justified in the 
ease of cooperative businesses. 
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JUSTIFICATION FOR RECOMMENDATIONS 


The present law provides one of the biggest loopholes in the income-tax 
structure. 

This loophole deprives the Federal Government of much-needed revenue. 
With the prospect of increased defense spending to meet the Russian threat, the 
Federal Government should look to cooperative corporations as a new source of 
revenue. 

This loophole places private business enterprise in a most unfair position 
when competing with cooperative corporations. Private business enterprise pays 
the income taxes, while the cooperative corporations largely escape them. By 
this device, the development of the cooperative form of organization is pro- 
moted and the noncooperative form of organization is discouraged. This loop- 
hole encourages private businesses to sell out to cooperative corporations, thus 
reducing further the tax paying segment of our economy and shifting more of 
the tax burden onto the remaining noncooperative corporations. 

This loophole permits the accumulating of funds by cooperative corporations 
through the retention of earnings for expansion through internal growth and 
through purchases of noncooperative corporations. 

This loophole has resulted in the development of large corporate holdings in 
the name of cooperatives that were certainly not contemplated by the persons 
who originally gave certain advantages to cooperatives through various laws. 
The large cooperative corporations that we have in our economy today are a far 
cry from the original concept of a group of farmers getting together to market 
their produce. 

If this loophole is not plugged, the end result will be the substitution of the 
cooperative way for the free private enterprise way. We know this is not 
the end result desired by Congress. 

To illustrate the practical significance of this loophole, we want to discuss 
with you the growth, development, and ramifications of one giant cooperative 
corporation—the Cotton Producers Association. 


COTTON PRODUCERS ASSOCIATION 


The Cotton Producers Association with headquarters in Atlanta, Ga., today 
is the largest sheller of peanuts in the United States. Thirteen months ago it 
was not in the peanut-shelling business. It got into the peanut-shelling business 
by buying out the largest shelling organization in the country. 

Let me give you more of the background of this organization and of its dealings 
in peanuts. 

The CPA was formed in 1937 and up until it got into peanuts was engaged 
largely in storing and marketing of cotton, manufacturing fertilizer, and selling 
fertilizer and other supplies to farmers, operating cotton gins, processing and 
marketing pecans, cleaning, drying, storing, and marketing grain, processing 
and marketing poultry, and operating a poultry hatchery. Using retained earn- 
ings from these enterprises, the CPA has also branched out into the insurance 
business. 

According to our best estimates the CPA from 1937 to 1957 retained earnings 
of roughly $7 million, During this same period, roughly $1 million was returned 
to members. This, gentlemen, is big business and by no stretch of the imagina- 
tion can be described as merely farmers getting together to market their produce. 

In early 1957 the CPA purchased the Georgia Peanut Co, and its 11 affiliated 
companies. This group of companies represented by far the largest peanut- 
shelling capacity under the control of any one group in the United States. From 
the best information available to us it appears the CPA paid in the neighbor- 
hood of $5 million for these companies. In the Moultrie (Georgia) Observer on 
January 5, 1957, a news story attributed to the Cotton Producers Association 
and the Georgia Peanut Co. announced the merger of the two groups. The 
manager of the Cotton Producers Association stated that “it is expected that the 
present employees of the Georgia Peanut Co. will continue in their present 
capacities.” The story continued with the statement that the “Character of 
the business will continue practically unchanged.” 

The CPA is operating in both the southeastern peanut-producing area 
(Georgia, Florida, and Alabama) and in the southwestern peanut-producing area 
(Oklahoma and Texas), yet when the CPA acquired the Georgia Peanut Co. 
group the CPA did not have any members among the peanut growers in Oklahoma 
and Texas. The southwestern peanut growers did not put up the money for 
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the CPA to go into business in the Southwest. The CPA came into the Southwest 
to get business just like any other business organization. The CPA was using 
largely tax-free earnings retained from farmers in other parts of the country 
to invade another industry and a new section of the country. 

In addition to the advantage that the CPA has over other peanut shellers 
with respect to income-tax payments, it has two other types of material advan- 
tages—both of which were given by the Federal Government. One relates to the 
peanut price-support program and the other relates to credit. 

The price of peanuts to growers is maintained by the Department of Agricul- 
ture through a price-support program. The storage facilities of peanut shellers 
are used by the Department of Agriculture in carrying out the price-support pro- 
gram. In each of the three peanut-producing areas there were already well 
established grower cooperatives satisfactorily carrying out the peanut price- 
support program for the Department of Agriculture. 

Yet the CPA asked the Department of Agriculture for a special contract with 
respect to carrying out the peanut price-support program and it was granted a 
special contract by the established grower cooperatives at the insistence of the 
Department of Agriculture. The effect of this contract is for the Federal Govern- 
ment to finance the inventory of peanuts held by the CPA and to bear the risk 
on such peanuts as the CPA chooses to place under loan to the Government. 
This special contract is not available to businessmen shellers. 

The Government through the Farm Credit Administration provides special 
credit facilities to the CPA which are denied to businessmen shellers. It should 
be noted that practically any grower that markets his peanuts through the CPA 
is treated as a member. There is no membership fee and no requirement that 
stock be purchased. 


MINGLING OF PRIVATE AND COOPERATIVE INTERESTS 


In at least one operation that has come to our attention, it appears that the 
officers of the CPA have mingled their own private business interests and the 
business interests of CPA. This is another example of the use of capital built up 
as a result of the present tax advantages enjoyed by cooperatives. We wish to 
point out this situation to the committee and suggest that the committee with its 
more effective powers of investigation pursue this matter further. 

The Cotton States Life & Health Insurance Co. was organized as a stock 
company under the laws of the State of Georgia in November 1955, with the 
stated object of “pecuniary gain to its members.” Its chief stockholder, Cotton 
States Mutual Insurance Association, holds 15,001 shares out of the initial issue 
of 30,000 shares. The Cotton States Mutual Insurance Association reported to 
the insurance commissioner that the stock cost it $150,010. The president of the 
Cotton States Life & Health Insurance Co. is also the general manager and head 
of the CPA. The president owns 750 shares of stock. The executive vice presi- 
dent and secretary of the Cotton States Life & Health Insurance Co. is also 
treasurer of the CPA. He likewise owns 750 shares of stock. 

The Cotton States Mutual Insurance Association is sponsored by the CPA. We 
are uncertain how much of the funds to start the Cotton States Mutual Insurance 
Association was put up by the CPA, but there is evidence that the CPA put up 
$315,000 out of a total of $328,500. The general manager of the CPA is president 
of the Cotton States Mutual Insurance Association. The treasurer of the CPA 
is general manager and secretary of the Cotton States Mutual Insurance 
Association. 

Both the general manager and the treasurer of CPA are on the board of 
directors of the Cotton States Life & Health Insurance Co. and the Cotton 
States Mutual Insurance Association. 

We have here what appears to be a clear-cut case of the management of a 
cooperative corporation using the funds of the cooperative corporation to start 
a mutual-insurance company, and then using the funds of that mutual-insurance 
company to provide risk capital for a stock-insurance company organized for 
“pecuniary gain to its members,” with the officers of the cooperative corpora- 
tion being organizers, officers, and stockholders in the stock company. It should 
be noted that although as initially organized the Cotton States Mutual Insurance 
Association owned a majority by 1 share of the Cotton States Life & Health 
Insurance Co.’s stock, that (1) the initial issuance of 30,000 shares of capital 
stock is less than one-sixth of the 200,000 shares authorized, (2) the corporation 
is authorized to use its surplus to purchase its shares, (3) the directors have 
sweeping authority to create stock options “upon such terms and at such time 











GENERAL REVENUE REVISION 1571 


or times which may be limited or unlimited in duration and at such price or 
prices as may be determined by its board of directors * * *.” 


SUMMARY OF RECOM MENDATIONS 


If the Federal Government does not treat cooperative corporations the same 
as other business organizations with respect to income taxes, then we may expect 
a continued shift of business enterprises to the cooperative form of organization. 
We confidently expect in the peanut-shelling industry for a number of shellers 
to convert to cooperative corporations unless relief is given. 

As more businesses shift to the cooperative form, there will be fewer tax- 
paying businesses. Where will our tax revenues come from to meet the burden 
of national defense? 


The inecome-tax system should be neutral with respect to various ways of 
doing business. At the present time cooperative corporations are definitely 
favored. We urge that this committee recommend to Congress that cooperative 
corporations and their members be treated in exactly the same way with respect 
to income taxes as are other forms of business organizations and their owners. 

Thank you. 

The CHarrMaAn. Our next witness is Mr. C. K. Elliott. 

Mr. Elliott, please come forward and give us your name, address, 
and the capacity in which you appear for the benefit of the record. 


STATEMENT OF C. K. ELLIOTT, REPRESENTING AMERICAN NA- 
TIONAL LIVESTOCK ASSOCIATION, KANSAS CITY, MO., AND INDE- 
PENDENT LIVESTOCK MARKETING ASSOCIATION, OF COLUMBUS, 
OHIO 


Mr. Exuiorr. I am C, K. Elliott of Mount Victory, Ohio. Iam a 
farmer and small-business man operating livestock yards and doing a 
livestock order buying business. 

The Cuairman, Mr. Elliott, can you complete your statement in 
5 minutes allotted to you ? 

Mr. Exuiorr. I can, sir. 

The CuarrMan. You are recognized, sir. 

Mr. Exxiorr. I am appearing before you on behalf of the member- 
ship of the American National Livestock Auction Association, of 
Kansas City, Mo., and that of the Independent Livestock Marketing 
Association, of Columbus, Ohio. 

As the names imply, these organizations are composed of individ- 
uals and independent organizations that gain their livelihood from 
the operation of stockyards, livestock auction markets, and livestock 
order buying agencies. 

Inaicdeniallyi I recall quite vividly having appeared before this com- 
mittee a decade ago and especially do I recall having been questioned 
by my good friend and fellow Ohioan Congressman Tom Jenkins. 

At that time it was my personal feeling that sufficient evidence had 
been presented by various individuals and organizations to fully con- 
vince the members of this committee that our laws relative to the tax- 
ation of cooperatives were not only inadequate but unjust, and that 
they should be revised if we were to maintain our system of free enter- 
prise. 

I felt further that immediate action would be taken in order that 
our democratic way of life might be preserved; but to date, as you 
know, very little has been done to alleviate the situation. 

Now, gentlemen, please understand that I am not opposed to any 
specific form or type of business enterprise, be it individual, corporate, 
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or cooperative. As a matter of fact, I am a charter member of the 
farm bureau of my county. I am also a member of several cooperatives 
as well as being a small-business man. So I am in no way prejudiced 
to any particular type of business venture; however, I am first an 
American and as such I and the membership of the organizations 
which I represent here feel duty bound to oppose any law, be it tax- 
a or otherwise, which becomes a threat to our democratic way of 
ife. 

Many of you know that the original intent of Congress in granting 
tax exemption to cooperatives was to help the farmer. Supposedly 
he was to receive the earnings that his business with the cooperative 
generated. But that is not the case today. Unfortunately many co- 
operatives keep their profits and use them to operate business ventures 
not allied to the interest of the farmer. All that the farmer gets is 
a patronage dividend in the form of a paper allocation or in some in- 
stances a certificate of equity or stock of doubtful value. Nevertheless, 
this subterfuge enables the cooperative to shift its tax liability to the 
farmer who, according to Treasury regulations, must reach into his 
own pocket to pay the tax. 

The retention of tax-free earnings gives cooperatives a tremendous 
advantage over other forms of enterprise. Visualize, gentlemen, if 
you will, what an individual corporation could accomplish if granted 
the same immunity from taxation and may I ask were this so, where 
would we obtain the funds to carry on the functions of government ? 

Gentlemen, a few years ago the business transacted by cooperatives 
totaled only a few million dollars. Today it is estimated in billions. 
As a more specific example, in the State of Ohio, 40 years ago, traffic 
in livestock on a cooperative basis was infinitesimal, even unknown in 
many sections of the State. Today, 1 cooperative organization alone 
which trafficks in livestock claims a membership of over 100,000 mem- 
bers. With this 100,000 membership in mind, let me call to your at- 
tention that, according to a recent brochure published by the Ohio 
Department of Agriculture, there are only 177,074 farms in the State 
of Ohio, or of which do not produce livestock. In this connection, 
we question the method of obtaining members of this particular asso- 
ciation because a producer, whether he sells one head or a carload, 
automatically becomes a member by endorsing their check. We hap- 
pen to know that many members, even though using the organization, 
do not sanction this matter of tax favoritism. 

It is our belief that this phenomenal growth, as claimed, can be 
attributed only to the unfair tax advantage afforded cooperatives. 

en I appeared before you a decade ago, our national tax bill was 
approximately $40 billion. If my memory serves me correctly, it is 
now estimated at around $73 billion. 

Gentlemen, the ever-increasing demand for Federal funds and the 
phenomenal growth of tax-exempt organizations in every field of 
endeavor places a very pes responsibility on those of us who still 
believe in democracy. I am in communication with a great many 


farmers each year. I trade with them, and we discuss mutual prob- 
lems. They most certainly believe in the right of free enterprise, and 
I say to you gentlemen of the Congress that they are willing to pay 
their fair share of the cost of good government and they are vocifer- 
ously demanding that tax favoritism be eliminated. 
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This leads us to this positive, final statement: Any form of enter- 
prise, be it cooperative, corporate, or individual, should have the right 
to do business, but it must be done on a basis of tax equality if we are 
to preserve our democratic system of free enterprise and produce the 
revenue necessary for the maintenance of good government. 

The Cuarrman. Are there any questions ? 

If not, Mr. Elliott, we thank you very much for your appearance 
and the information given the committee. 

Incidentally, Mr. Elliott, Mr. Jenkins had to leave to attend a very 
important meeting of another committee of which he is a member. 
He asked me to express his regrets. 

Mr. Exxiorr. That is perfectly all right, sir. 

The Cuamman. The next witness is Mr. Howard A. Parker. Mr. 
Parker, will you give us your name, address, and the capacity in 
which you appear ? 


STATEMENT OF HOWARD A. PARKER, CHAIRMAN OF THE COM- 
MITTEE OF THE FERTILIZER INDUSTRY FOR TAX EQUALITY, 
CHICAGO, ILL. 


Mr. Parker. Mr. Chairman and gentlemen of the committee, my 
name is Howard A. Parker. I am from Sylacauga, Ala., a town of 
15,000 people on the Coosa River, 50 miles east of Birmingham, Ala. 

The CuarrmMan. Can you complete your statement in the 5 minutes 
allotted to you, sir ? 

Mr. Parker. Mr. Chairman, will you hold up your hand, so when my 
5 minutes are over I will quit? Wall that be satisfactory ? 

The Cuarrman. I will be glad to. 

Mr. Parker. Thank you, sir. My company is 54 years old. 
My father started this company in 1904. Four years ago, we cele- 
brated our 50th anniversary, and Hon. Kenneth Roberts, a colleague 
of yours in this Congress, came down and helped us celebrate that 
anniversary. We found 7 farmers that had been doing business with 
us for 50 years. Six of those farmers were presented gold watches. 
The seventh farmer, who was 86 years old, said, “I don’t want a gold 
watch. I want a blue serge suit to be buried in.” The old gentleman 
is still living. I am here to plead with you gentlemen to keep my 
company living so I can buy the old boy a $50 blue serge suit. 

Mr. Chaitmat, I am here for another reason, sir, In July of 1956, 
I read your most interesting interview here entitled “Keep the Income 
Tax, But Make It Fair,” in the U. S. News & World Report. Sir, I do 
not believe that you would change one thing today, because there was 
one paragraph in there where you invited people to come, and I am 
happy to live in a government where a little man can come. 

I want to thank you for being here, gentlemen. Last week I wrote 
15 letters to people like me. I used to be in the fertilizer business in 
Georgia. I knew those men. After World War I, we started out as 
small people. There are people there that I have known for 36 years. 
I wrote those people in Alabama and Georgia and asked them—the 
letter is here, sir—what effect is the cooperative movement having on 
your business ? 
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Mr. Chairman, I ask permission to put these letters in the record. 
I have permission from every one of them through telegrams there to 


put those in the record. 
The CuarrmMan. Without objection, they will be inserted in the 


record. 
(The documents referred to follow :) 


DUBLIN, GA., January 22, 1958. 
Howarp FE. PARKER, 
Mayflower Hotel: 


Retel, use of my letter for record in your testimony granted. 
LovutseE B. RocuHe. 


DADEVILLE, ALA., January 22, 1958. 
Howarp E. PARKER, 
Mayflower Hotel: 


Retel, request granted with pleasure. 
BARNES Cox. 


rs 


DoTHAN, ALA., January 22, 1958. 
Howakgp E. PARKER, 
Mayflower Hotel: 


Retel, you most certainly can. 
ARTHUR MorkRIs. 


SAVANNAGH, GA., January 22, 1958. 
Howarp PARKER, 
Mayflower Hotel: 
Quite satisfactory to use letter as public record or any other way you judge 


best. 
CHARLES ELLIs, Jr. 


ROANOKE, ALA., January 22, 1958. 
Howakrgp E. PARKER, 
Mayflower Hotel: 
You may use material in my ietter re co-op competition for public record in 


your testimony. 
J. H. OWENS. 


SAVANNAH, Ga., January 22, 1958. 
Howarp E. PARKER, 
Mayflower Hotel: 
Have no objection contents, repeat contents, my letter being read into record 


but you to retain letter itself as personal. 
JouNn L. Cope. 


Wetumpka, ALA., January 22, 1958. 


Howarp E. PARKER, 
Mayflower Hotel: 
Permission gladly granted. Please see Benson, give him true farm picture. 
J. D. Law, Jr., 
President, Cantelou-Law. 


Troy, Ata., January 22, 1958. 


Howarp E. PARKER, 
Mayflower Hotel: 


You have permission to use my letter re co-op competition for public record 
in your testimony. 


E. L. Boatner, 
President, Alabama Warehouse Oo. 
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Hurrsszoro, AtA., January 22, 1958. 
Howarp BD. PARKER, 
Mayflower Hotel: 
Retel you are at liberty to use my letter in giving testimony. 
HurtTssoro FERTILIZER Co., 
S. B. WILLIAMS. 


EvuFavuta, Ata., January 22, 1958. 
Howarp BH. PARKER, 
Mayflower Hotel: 
Retel permission granted to use my letter as you see fit. 
EUFAULA CoTTON OIL, 
M. H. ConNER. 


Mou_tri£, Ga., January 22, 1598. 
Howarb E. PARKER, 
Mayflower Hotel: 


Delighted for you to use our letter. Pour it on. 
Cc. O. Sir. 





SopPEeRTON, Ga., January 22, 1958. 
Howarp BE. PARKER, 
Mayflower Hotel: 
I would be glad for you to use my letter in your testimony. Good luck. 
J. BE. HALL. 


MuTUAL FERTILIZER Co., 
Savannah, Ga., January 20, 1958, 
Mr. Howarp PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Mr. ParKER: I was delighted to receive your letter the other day and hope 
that my reply will be in time for you to use. 

The tax advantage that the co-ops have in selling fertilizer is becoming more 
and more vicious every year. In some localities in our trade area this advan- 
tage that they have over the rest of us permits them to offer fertilizer at prices 
less than our cost, and in addition to that, they give a patronage dividend—not 
after the selling season is over, but they wait until the beginning of the selling 
season of the following year, then go around passing out these checks to prospec- 
tive buyers during that following season. 

Of course, from the point of view of the farmer himself, he is not receiving 
his fertilizer at any lower price. The Government has to obtain a certain 
amount of tax money to run this Nation of ours and if the Co-ops are exempt 
from tax, then the farmer himself has to reach in and make up the difference 
along with the rest of us. 

What will the ultimate be if more and more businesses become cooperatives? 
It seems that fewer and fewer of us in private enterprise are taking more and 
more of the load from those who are becoming cooperatives and if this process 
becomes too widespread, then the tax laws will have to be completely revised 
and start all over again with a tax on everybody. I am wondering if that situa- 
tion is not reached at the present time. It is high time that laws be revised 
and everybody be taxed, rather than a few. 

I wish you every success in your trip to Washington. 

Sincerely yours, 
CHARLES ELLIs, Jr., President. 


Soperton Guano Co., 
Soperton, Ga., January 20, 1958. 
Mr. Howarp PARKER, 
Sylacauga Fertilizer Oo., 
Sylacauga, Ala. 

Deak Mr. Parker: Your letter of the 14th telling me that you were going to 
appear before the Ways and Means Committee to make a statement regarding 
unfairness in tax situations, with reference to co-ops. I am glad to hear and 
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know that you are taking an active interest in this matter, as it is something 
that I have been working on, contributing to, and wanted to see corrected 

We have, for a number of years, given contributions to the National Tax 
Equality Association both for the bank and our fertilizer company. 

I am familiar with the inroads that these tax-free enterprises have made and 
are giving them a big advantage taxwise between them and other business 
enterprises. These people are so powerful, it seems to be a big job to get the 
Congress to put them on the basis that other corporations that are engaged in 
business. As a matter of fact, they borrow money from the United States Gov- 
ernment at a very low rate of interest which you and I and other people furnish 
by paying our taxes to the Federal Government. I am not opposed to coopera: 
tives. All I would ask is to put them on the same basis as the balance of us 
insofar as tax is concerned, and if they can prosper and do well under those con- 
ditions, it would be mighty fine. 

I know you will make a good statement when you appear before the committee 
and I hope your statement and statements of others that are made before the 
committee may be sufficient to convince the committee that it is unfair to have 
these tax-free people continue as now when the Federal Government needs tax 
money from all peoples and enterprises with the expansion of the publie debt 
and a large amount of interest which they are necessarily having to pay. This 
should be a golden opportunity for the Congress to tax the untaxed. 

With regards and best wishes. 

Sincerely yours, 
J. BE. Harz, President. 


RocHE MANUFACTURING Co., 
Dublin, Ga., January 17, 1958. 
Mr. H. A. PARKER, 
President, Sylacauga Fertilizer Co., 
Sylacauga, Ala. 


Dear Mr. ParKer: I understand that you are to appear before the Ways and 
Means Committee on January 23 with reference to the unfair concessions granted 
co-op organizations. As you know, we are engaged in the manufacture of mixed 
fertilizers and feel the impact of this unfair competition on every hand. 

Any effort that you might put forth to correct this inequality, especially in 
the fertilizer industry, will be greatly appreciated by the undersigned. 

With kindest regards, I remain 

Sincerely, 
Louise B. Rocue. 


Hourtssoro Fertirizer Co., 
Hurtsboro, Ala., January 17, 1958. 
Mr. W. A. PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 


Dear Mr, PARKER: We have your letter of the 14th and heartily agree with you 
in your effort to see that co-op fertilizer manufacturers and dealers pay their 
equal portion of taxes. It is certainly unfair for individuals and corporations to 
be taxed and Government-sponsored agencies go free. It is also unfair for a 
part of American industry and American earnings to be taxed to pay the foolish 
losSes sustained by Government’s inefficient operations. 

If we can be of any service to you in Tome efforts, we shall be happy to do so. 

Yours very truly, 
8S. B. WrILL1aMs. 





CANTELOU-LAW GIN & WAREHOUSE Co., 
Wetumpka, Ala., January 15, 1958. 
Mr. Howarp PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 


Dear Mr. Parker: The unfair advantages, taxwise, enjoyed, by socalled co- 
operatives has been a sore spot with us for years. 

Our contention is that to be truly cooperative the co-op should return in 1958 
to its members the profits made in 1958 or else pay taxes on those profits. 

The local co-op paid in 1957, as dividends a small portion of their profits 
earned in 1947, 10 years ago. 





GENERAL REVENUE REVISION 1577 


They are allowed to retain these profits, tax free, to further their expansion 
programs to enter all fields of business. 

This same co-op was organized 20 years ago as a small seed and fertilizer 
dealership. Now they own their building and have expanded into a seed- 
cleaning business and a feed mill and are contemplating a fertilizer plant. 

We object to their continual expansion with tax-free profits. They could 
not possibly do these things if they were taxed as we are. 

Drop by to see us when you are in this vicinity. 

Yours, 
President. 


ALABAMA WAREHOUSE Co., INC., 
Troy, Ala., January 16, 1958. 
Mr. Howarp PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Mr. PARKER: Your letter addressed to Mr. E. C. Bassett has been re- 
ceived by our company. Mr. Bassett passed away in 1956, and the writer of this 
letter is now president of the company. 

We cannot find words to express our feeling in regards to the cooperative 
tax-free movement that is taking place in our country. Unless something is 
done soon all businesses, and especially the so-called small businesses, are going 
to be in great danger of being eliminated from our economic system. We cer- 
tainly concur with you that these groups should be taxed just as you and I 
are taxed, and that the Congress and other officials of the Federal Government 
should be made to realize the grave dangers that threaten us all in this move- 
ment. 

You certainly have our best wishes in your appearance before the Ways and 
Means Committee in Washington, and we are proud to have one such as you 
to represent our industry. 

Yours very truly, 
BP. L. Boatner, President. 


DoTHAN GUANO Co., 
Dothan, Ala., January 17, 1958. 
Mr. Howarp PARKER, 
Care of Sylacauga Fertilizer Co., 
Sylacauga, Ala. 


Dear Mr. PARKER: I am writing you regarding a subject that is vital to you 
and me and all fertilizer manufacturers who are not co-ops. Needless to say 
that neither you nor any other manufacturer who wants to be fair to his cus- 
tomers objects to competition on equal terms, but today we are facing most un- 
fair and unjust terms. Any organization that is exempt, or partly exempt, 
from paying Federal tax as high as it is today, and with the chances it will get 
higher, is unfair to that organization that is forced to compete along such lines. 
You know and I know that we have got to be taxed, and we are willing and ready 
to pay our just taxes, but to tax one business competing in the same field and not 
to tax another is not democratic. 

Co-ops are growing, and the ones that started several years ago have grown 
to be big organizations. Any business can grow if it is free of taxes and the» 
go out in the market and compete with a business that is taxed. Most of tux 
so-called patronage dividends are I. O. U.’s. The I. O. U.’s can be added to the 
surplus of the business as there is no tax to be paid. If the co-ops are allowed 
to continue on the same basis that they have in the past, I wonder what the Gov- 
ernment is going to do about the tax situation. Unless it collects taxes from the 
co-ops as it does from you and other manufacturers, soon there will be no taxes 
to collect, because they are certainly driving us out of business by not paying 
taxes and competing with those of us who do pay taxes. 

I could go on and on and give you any number of cases where organizations 
are going out of business on account of this situation. You know about this, and 
it would take too long to write down even the ones that I know about in my own 
section. If you would like to get the facts on this in my section, I will be glad 
to furnish you with them. 
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I strongly protest against any organization that can compete with an organ- 
ization of the same kind and hide behind, or be protected by, the Government’s 
nontax program in such an organization. 

Sincerely, 


ARTHUR Morris. 


Lovett & Co., INC., 
Wrightsville, Ga., January 18, 1958. 
Mr. HowAaArpD PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Howarp: I wish to acknowledge your letter of January 14, 1958, pertain- 
ing to the tax-free operation of the co-ops in this section. As you know, I am 
president of Lovett & Co., Inc., Wrightsville, Johnson County, Ga., also of Lovett 
& Brinson, Inc., Dublin, Laurens County, Ga., and have been handling farm 
business in these two counties and adjoining counties for the last 25 or 30 years; 
and the co-op has taken quite a portion of our business, and apparently is doing 
much better than we are on account of their being exempt from taxation. 

I think it is very unfortunate and unfair that the Federal Government allows 
them to operate in every line of business, not only in fertilizer, but warehousing, 
cotton buying, and in every other imaginable business that could be connected 
with the farmer, and the farmer gets a very small pércentage of their earnings. 
If we could just make the taxes that we are assessed and that the co-op saves, 
I would be willing to turn our business over to them or the Government. I have 
worked and supported an organization that believes in fair taxation for all 
people ; even a farmer, and I happen to be one of the larger farmers in this sec- 
tion, does not benefit in proportion to what this organization does. And as 
you know, percentagewise the farmer owns very little of the stock, and the co-op 
has grown in leaps and bounds by being the favored organization. Not only do 
they get tax exemption, but the Government furnishes capital with which to 
operate. 

I hope that you are successful in convincing the Congress of the United States 
that this is most unfair to the small-business man in a competitive business. 
Would be glad to have a letter from you stating what you think the prospects 
are for a fair taxation pertaining to all businesses operated on equal basis with 
the co-ops. 

If you should happen to be in this section any time soon, I would appreciate 
your calling on me, and I remain, yours sincerely, 

Your friend, 
W. HERSCHEL LOVETT. 


Syracauea, Ara., January 13, 1958. 

DEAR MR. : As you know the Ways and Means Committee of the House 
of Representatives is now in session and is hearing testimony regarding the new 
tax bill for the fiscal year 1958-59. 

I have been in contact with many people from the taxpaying group in the 
fertilizer industry within the past month, and they are highly desirous of our 
giving some testimony before this committee with reference to the fact that the 
co-op fertilizer manufacturers pay little or no taxes to the Federal Government 
and their growth has been enormous during the past 20 years, primarily, of 
course, due to their abilities to retain the tax moneys instead of paying it into 
the Federal Government. 

I am going to appear before the Ways and Means Committee on January 23, 
and make a statement to them regarding the unfairness of the fact that the 
co-ops are getting by practically tax free. Some of them, of course, pay no taxes 
whatsoever. 

I would like to have an expression from you if you concur with me that these 
groups should be taxed just as you and I are taxed, and if you do agree, I 
would like to have a letter from you so stating, and please be sure to give me 
any ideas you have with reference to what you think the cooperative tax-free 
movement has created in your area, and what you think will happen to our 
industry, as well as to the Federal Government, if these large segments of our 
industry remain untaxed. I will appreciate hearing from you at once. 

Thanking you, and with high regards, I am 

Yours very truly, 





Howarp A. PARKER. 
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EuFravuLta Corton Or Co., 
Eufaula, Ala., January 16, 1958. 
Mr. H. A. PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Mr. ParKeERr: I have received your letter regarding tax on co-op and your 
position has my hearty approval. 

Almost every salesman that comes in tells me that his last sale of new equip- 
ment was to a co-op. The ability of a co-op to purchase new equipment before 
paying any income tax gives them a tremendous advantage of automation. 

There is no doubt in my mind, unless something is done, the co-op will com- 
pletely take over the handling of farm supplies, raw materials, and products. 

Yours very truly, 
M. H. Conner, President. 


Espy FEerti.izer Co., 
Headland, Ala., January 16, 1958. 
Mr. H. A. PARKER, 
Sylacauga Fertilizer Co., Sylacauga, Ala. 


DEAR Mr. PARKER: We are indeed glad to know that you are going to appear 
before the Ways and Means Committee of the House of Representatives in the 
near future. We hope and trust that you will be able to convince the committee 
that the co-op fertilizer manufacturers pay little or no taxes to the Federal 
Government and their growth has been enormous inasmuch as they have been 
able to retain their earnings instead of paying same to the Government. This is 
certainly unfair competition as we are having to pay a big portion of our earn- 
ings in taxes to the Federal Government and consequently are not able to build 
up our reserves. It takes more money to run this kind of business now as prices 
are highly inflated. The fertilizer manufacturers are up against it and some are 
having to close their business on account of the general conditions. 

It is our honest judgment that all co-ops should be taxed the same as private 
enterprises. The Government needs the money and there is no reason why one 
group should be a privilege group and pay practically no taxes, and the balance 
of us are having to pay higher taxes than ever before. We need legislation that 
will make competition equal to all. 

We certainly hope that your trip to Washington will be successful. 

Weare, 

Yours truly, 
M. W. Espy, President. 


ROANOKE GUANO Co., 
Roanoke, Ala., January 16, 1958. 
Mr. HowarpD PARKER, 
President, Sylacauga Fertilizer Co., Sylacauga, Ala. 


DEAR Sir: For almost 20 years we have operated at a disadvantage with co-op 
fertilizer manufcturers, because of their advantageous tax position. The expan- 
sion and growth of these concerns has been tremendous and due largely to their 
ability to retain tax moneys which we, as competitors, have to pay. This ad- 
vantage gives them money for expansion which we do not have, 

Our operation as an independent fertilizer manufacturer is seriously threatened 
and unless we can get the same favorable tax structure, or they are put on the 
same basis we are, our days of operation are limited; and we have been 
manufacturers and selling fertilizer since 1895. 

It has been claimed patronage dividends do not represent tax earnings for a 
co-op but simply a savings or reduction in price which is distributed to its mem- 
bers and they in turn pay income tax on any money received. A survey made 
some years ago showed very little of this money reported by the farmers as in- 
come. We can see no justification or reason to discriminate between a group 
of farmers and businessmen who join together as a co-op and a similar group 
who elect to operate as a corporation or partnership. The method of operation 
is the same. 

A corporation or partnership sells fertilizer for X dollars per ton, from which 
is deducted cost of materials and operating expense, If any profit remains the 
Government claims its share and occasionally the stockholders receive a divi- 
dend which is taxable. Needless to say our company has neither made nor paid a 
dividend in several years, and will not as long as this discrimination exists. 
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We appreciate you taking the time to appear before the Ways and Means 
Committee of the House, and hope you will let them know our feeling in the 
matter. 

Thanking you for this opportunity to express our views and with kindest 
regards, we are 

Sincerely yours, 
J.H. Owens, President. 


THE MILLEN FERTILIZER Co., 
Millen, Ga., January 18, 1958. 
SYLACAUGA FERTILIZER Co., 
Sylacauga, Ala. 

GENTLEMEN: Your letter the 14th. I agree with you fully that every co-op 
should be taxed exactly the same as all private industry of the same nature. 
All co-op profits should be taxed before capital credits just the same as mine and 
your companies are taxed before dividends, if any. 

The co-op scheme is completely ridiculous and in my opinion socialistic. Why 
should anyone desire to give my competitor a tax-free advantage over me? 

I not only think that co-op’s should be taxed from now on, but they should have 
to pay up to date all back taxes they have fleeced the Guvernment out of. 

Yours very truly, 
THE MILLEN FERTILIZER Co. 
E. M. THorne, President. 


PETERMAN AGRICULTURAL Co., 
Peterman, Ala., January 18, 1958. 
Mr. Howarp PARKER, 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 


Dear Mr. ParKer: I am delighted that you will appear before the Ways and 
Means Committee of the House of Representatives on January 23, to give testi- 
mony on the new tax bill for 1958. 

I believe that all co-ops which are in competition with private, tax-paying 
businesses should be taxed just the same as private business. If this was done 
we could have some hope of getting all taxes lowered some time in the future. 

With kind regards, and best wishes, I am, 

Sincerely yours, 
P. §8. Jackson, President. 


DADEVILLE FERTILIZER AND GIN Co., 
_ Dadeville, Ala., January 20, 1958. 

Mr. H. A. PARKER, 

Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Mr. PARKER: Certainly we wish to support your efforts on appearing 
before the Ways and Means Committee for taxing co-ops. 

This is long overdue, and we sincerely hope that this group can be made 
see the unfairness of allowing co-ops to go tax free. We feel that this addi- 
tional tax money could be used by our Government, and that it should come from 
this group that have not had to share all of these years the tax load. 

Best of luck. 

Yours truly, 
BArRNEs Cox. 


C. O. SMirH GUANO Co., 
Moultrie, Ga., January 18, 1958. 
Mr. Howarp PARKER 
Sylacauga Fertilizer Co., 
Sylacauga, Ala. 

Dear Mr. PARKER: Thank you for your letter received yesterday. 

You perhaps have noted the suggestions of Secretary of the Treasury Anderson, 
made before the Ways and Means Committee yesterday, emphasizing the neces- 
sity of closing tax loopholes for cooperatives, and the brick and cement industries. 
This is the first time I have noted any high Washington official coming to such 
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conclusion. With the great need of the Government to raise revenue and at 
the same time giving sympathetic consideration to the taxpayer, a strategic time 
is ushered in to now bear down on the Secretary’s suggestions as to the co- 
operatives’ tax situation. 

The cooperatives in Georgia, as in all States, do not pay any State income tax 
and do not pay any Federal income tax. Against this advantage they receive 
further advantages from the Government’s Tennessee Valley Authority (which 
was built by tax-paying fertilizer concerns), which gives the cooperatives in 
85 States a large part of TVA’s ammonium nitrate at a reduced rate of $6.50 
per ton. The Government further aids the nontaxpaying cooperatives by grant- 
ing loans of Government money through the cooperative bank of Columbia, 8. C., 
in plentiful quantities at reduced interest rates. 

We notice the cooperatives in this State 4 years ago sold 66,000 tons of fertilizer 
when the State was consuming 1,361,000 tons. The cooperatives have steadily 
increased their share of the State’s fertilizer business up to 84,500 tons this past 
year ending July 1. At the same time, during that 4-year period the State’s con- 
sumption of fertilizer decreased 127,000 tons. This same group of cooperatives 
about 12 months ago purchased the peanut syndicate doing business under the 
name of Georgia Peanut Co., composed of some 16 to 18 peanut shelling plants, 
some of which have oil mills and various other facilities, including gins, etc. 
You perhaps are familiar with the activity of the cooperatives through the West- 
ern States where they buy and sell practically everything under the sun. 

A good point to drive home before the Ways and Means Committee is this: If 
Government is going to favor the farmers who buy and sell through tax-free 
cooperatives thereby gaining a great advantage over the great majority of farmers 
who do not deal with cooperatives, then by all means in order to permit all farm- 
ers to share in these advantages alike, we suggest that Government forgive all 
income tax of all concerns who deal direct with farmers in buying and selling, 
permitting these taxpaying concerns to use the taxes which they pay into the 
Government by remitting these moneys to their customers as the cooperatives do. 
The farmer in that way will pay just as much tax as the co-op farmer pays, which 
is practically nothing on these moneys they procure from rebates. Certainly 
the only correct thing to do is let cooperatives and everyone else pay taxes exactly 
alike in similar income tax brackets. 

We certainly have a great appeal in bearing on the injustice of some farmers 
being so greatly benefited through cooperative efforts and others not getting 
anything at all. 

We certainly wish you the best of success with your appearance before the 
Ways and Means Committee and we wonder wouldn’t it be a good idea to secure 
letters from the fertilizer industry throughout the country supporting your 
action before the Ways and Means Committee. 

Yours very truly, 
Cc. O. SmitrH GUANO Co.. 
C. O. SMITH. 


Vatposta, GaA., January 22, 1958. 
Howarp A. PARKER, 


Care Mayflower Hotel: 


Referring to phone conversation with Mr. Scott today. Regret unable fly 
to Washington tonight account of illness of wife. Tax exempt co-ops are rap- 
idly destroying private-enterprise firms and farm-supply merchants and dealers 
in various lines of agricultural supplies such as feeds, seeds, insecticides, and 
fertilizer, by reason of their cut prices which they are enabled to make due to 
their tax exemption, and the additional fact that they can borrow cheap oper- 
ating capital from the co-op bank. Their operations are definitely destructive 
of competition ; and in our opinion is based on a philosophy just as Communist 
as Russia. If carried to its logical conclusion, when the co-ops who pay no 
taxes have driven out of business all competition there will be no one left to 
pay the cost of government, and we will automatically be faced with a Com- 
munist nation. Not only should the co-ops be taxed on their entire earnings, 
and not exempting patronage dividends, any more than dividends of private 
enterprise are exempted, but the co-op bank should also be abolished as this is 
turning the taxpayers’ money against the firms which pay these taxes. 

Kindest regards. 

GrEorGIA FERTILIZER Co. 
Ray Kine, President and General Manager. 
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a PARKER. Thank you. Mr. Chairman. 
ie hoe and gentleman, I want to tell you something 
tb onditions in Georgia, Alabama, and Mississippi. I am 
familiar with those conditions down in those States. and gentle- 
men, we are being plowed under. This Congress wants to do some- 
thing for little people and I am a little man. My company has put 
out 20,000 tons of fertilizer. We are down to 15,000 tons. J have 
paid this country as high as 82 percent in taxes, and at the time I was 
aying that there were ae all around me that weren’t paying a 
Ime. You put two piles of money and take from one of them 82 
percent and leave the other pile intact and you do that a few years, 
gentlemen, where is the little man ? ‘ 

I have a boy 18 years old. I would like to carry on this business. 
I have a son-in-law, a graduate of Auburn, one of the great schools 
in this country. I would like him to carry iton. I have six college 
graduates working for me, and I would like those boys to carry on 
the business, but I simply don’t see how I can do it. 

Let me give you, Mr. Chairman and gentlemen. the conditions that 
exist down South, and they exist all over the country. The reason 
I am taking them down in those three States is because I know them. 
In Alabama we have four large co-ops. They are in the Tennessee 
Valley. A few years ago I was merchandising up there. They ran 
me out. I was on Sand Mountain. They ran me out. I am back 
down in the Coosa Valley. 

The Georgia people came over there into Alabama, sir, and they ran 
me out. The oil mills in my area have been plowed under by the cot- 
ton programs. I have purchased two of those oil mills and one of 
them I want made into a feed mill. I dare not doit. I had people 
come to me and say, “Well, you have been in this game a long time. 
Where can we put up a good fertilizer plant ?” 

“T know the spot, a wonderful plant. 

“How much money will it take? 

“Tt will take a half million dollars. 

“We can get it up, can’t we? 

“Sure, we might get it up.” 

“We could get it up with you on it, Sam, and Joe, and Bill.” We 
wouldn’t stand a chance in that area with a new modern plant, gentle- 
men. We wouldn’t stand a chance. I can not go north. Two years 
ago a buying and selling co-op suddenly went in the fertilizer business. 

The Cuamman. I am going to ask unanimous consent that this wit- 
ness have one additional minute within which to conclude his remarks? 

Mr. Parker. Thank you so much. 

The Cramman. The gentleman is recognized for an additional 
minute. 

Mr. Parker. I didn’t like the people in Mississippi because, frankly, 
gentlemen, I think Mississippi has just about gone co-op. The big- 
gest plant that I know of in the United States is being built in Pasca- 
goula, Miss. by the co-ops and the Mississippi Chemical Co., which 
is a co-op and which comes through my country and sells fertilizer 
and pays $18 a ton—that is the financial statement you have in your 
hand, Mr. Mason—below me. 

Gentlemen, I am a distributor for the TVA and I could tell you 
some awfully good things about the TVA and I could tell you some 
things that need to be corrected. 
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I think they are going to be done. There will be a meeting next 
week of 150 farmers to see what we can do. ' 

Coming back to Mississippi, what about those people out on the 
coast there and exporting that fertilizer to South America and to Cen- 
tral America? Are they going to do that tax free? 

What is going to happen? Aren’t we giving enough away already 
down there? 

Mr. Chairman, this country needs a lot of money. I don’t come 
here to have my tax cut. Keep it, Mr. Chairman. Get the money, 
but please, gentlemen, which is one of the most important committees 
in this Congress, please equalize it so a man or a little company all 
over this country can have an equal opportunity. 

Thank you so much. 

The Cuarrman. Mr. Parker, would you like to have this statement 
included in the record ? 

Mr. Parker. I would, sir, the written statement. 

The Carman. All right, sir. Without objection it will be in- 
cluded in the record. 

(Mr. Parker’s prepared statement follows :) 


STATEMENT OF FERTILIZER COMMITTEE FOR TAX HQuALITY 


The Fertilizer Committee for Tax Equality represents a great many small- and 
medium-sized fertilizer companies whose businesses and whose tax payments to 
the Federal Government have been greatly depleted in recent years by the unfair 
competition of cooperatives—cooperatives which have entered the fertilizer 
business with the tremendous advantage that they can legally escape payment 
of the Federal income tax on their earnings. 

The members of the Fertilizer Committee for Tax Equality are representative 
of the industry in all parts of the country. Taxpayers all, the names of the 
members of this committee appear on this letterhead and a list of them is ap- 
pended to this statement. 

Under current laws and Treasury regulations, cooperatives are able to carry 
on business with the payment of little or no Federal income tax. Our proprietary 
companies, directing attention and efforts to the same markets, must pay up to 
52 percent of our earnings in tax for the affairs of Government, including the 
national defense. We believe that this discrimination is wholly improper and we 
ask you to remedy the present situation by imposing upon the cooperative cor- 
porations the same tax that we are now required to pay. 

Let me make it clear to you that our complaint has nothing whatsoever to do 
with the cooperatives being in business. We are well used to competition, for 
there are over 850 fertilizer operators other than cooperatives, with a total 
of more than 1,200 plants. But these companies are competitors on a basis of 
equality, one with another. We are competitors within the framework of the 
American free-enterprise system. All of us pay Federal income tax on total 
earnings, without legal preference or advantage. 

Cooperatives in the fertilizer business operate in generally the same way 
as our proprietary companies, and they make profits in the same way that our 
companies do. But at the end of the year, when most of us pay 52 percent of 
our earnings to the Treasury in corporate income tax, the cooperatives pay little 
or nothing. 

We believe—and we state to your committee—that a tax law that was passed 
in 1916—nearly 42 years ago—when the corporate income tax was only 2 per- 
cent, should most certainly be reexamined today, when that same tax ranges up 
to 52 percent. 

We believe too that the tax advantage which was given to cooperatives in 
1916, when they were new and little and struggling, should be adjusted to the 
vastly different economic conditions that exist in 1958, when many cooperatives 
are truly big business, conducting enormous operations, and when the national 
budget is almost exactly 100 times greater than it was when the 64th Congress 
gave co-ops their tax advantage (from $736 million in 1916 to $72 billion in 1957). 
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We submit that the tax favoritism of 1916 has no place in 1958. It is a gross 
inequity as well as an inequality that those who were permitted to escape 2 
percent of income tax in 1916 should be permitted to escape payment of the 1958 
tax which reaches up to 52 percent and has little prospect of being lower. 

The situation prevails among hundreds of cooperative competitors who are able, 
under present laws and regulations, to plow all of their earnings tax free back 
into capital for expansion and working capital without the payment of the 
Federal income tax that the rest of us must pay. 

If you will go back 40 years, to the first successful beginnings of farmer cooper- 
atives in the United States, you will find that the first purpose of these neighbor- 
hood groups was to market their grain, their apples, their rice, their tobacco, 
their cotton, or whatnot, together—to grade their produce to a common standard 
of excellence and to offer it to a buyer at one place, which would save his time 
and would insure a better price than he would pay if he had to travel the whole 
countryside with his horse and wagon. 

The second purpose, which came a few years later, and was so noted in the laws 
and regulations, was to permit neighborhood groups of farmers to buy supplies 
together—a carload of fertilizer, for instance, which the members of the co-op 
would divide at the railroad siding and presumably save money in the doing. 

In the late 1920’s and the early 1930’s, the co-ops began the retail distribution 
of fertilizer in earnest. By 1942, they were distributing nearly 10 percent, by 
value, of all fertilizer consumed on American farms. In 1950 their share of 
distribution amounted to nearly 20 percent and at the present time a conserva- 
tive estimate is that cooperatives have taken over at least 25 percent of the 
business. 

With distribution established, the cooperatives made the next step to manufac- 
ture their own fertilizer by buying out existing plants and building new ones and 
whatever profit was made in the operation could be held intact without payment 
of Federal income tax, and used for continued expansion of their business. 

Federal income tax in 1930, it should be noted, was 12 percent. By 1942 coop- 
eratives had approximately 40 fertilizer manufacturing plants whose capacity 
represented about 6 percent of the total capacity of the industry. 

Approximately 71 plants were added during the following 10 years, bringing the 
total number to 111 in 1953. The capacity of these plants represented nearly 12 
percent of the capacity of the industry. Many of these plants were joint under- 
takings of several of the larger regional wholesale co-ops. 

And all the time little or no Federal income tax was being paid. Mr. Chair- 
man, it was this freedom enjoyed by cooperatives from the high war taxes that 
proprietary companies were paying which provided the profit windfall that the 
co-ops used to move further back to the source of supply, namely, the production 
of basic ingredients. 

This integration of sources of supply of basic fertilizer ingredients by the tax- 
exempt cooperatives has been, from the standpoint of taxpaying fertilizer com- 
panies, the hardest and most damaging feature of the whole competitive operation. 

Cooperatives now have large amounts of capital invested in 20 plants with 
superphosphate units doing basic fertilizer manufacturing, starting from the 
raw phosphate ore. They are already producing the basic, concentrated, phos- 
phatie fertilizer component—triple superphosphate, also starting from the raw 
phosphate ore—and new expansion is under construction. For example: Central 
Farmers Fertilizer Co. was formed in 1948 to provide cooperatives in a 15-State 
area with basic ingredients, such as triple superphosphate and various nitrog- 
enous fertilizer materials. It is owned by 16 tax-favored regional cooperatives 
whose combined assets exceed a quarter of a billion dollars. 

At first, Central Farmers Fertilizer Co. merely served as a central purchasing 
agency, but in keeping with cooperative philosophy it now is manufacturing 
fertilizer and is ready to mine its raw materials. Early in 1957 it began mining 
operations (for process testing) on its 2,300 acres of phosphate deposits located 
near Georgetown, Idaho, and began building a $14% million fertilizer plant to 
produce calcium metaphosphate by the electric furnace method. 

As a part of its program, it joined with other cooperatives in the building and 
operation of an $18 million nitrogen plant at Lawrence, Kans. This undertaking, 
incorporated under the name of Cooperative Farm Chemicals Association, was 
completed in 1955. It has a separate ammonia plant, a nitric acid plant, and 
an ammonium nitrate plant capable of producing 44,000 tons of nitrogen, 88,000 
tons of ammonium nitrate, 13,200 tons of anhydrous ammonia, and 13,200 tons 
of 40-percent solutions annually. It also has a part interest in the $16 million 
plant of the St. Paul Ammonia Products, Inc. 
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Gentlemen of the committee, I say to you that this is big business—very big 
business. 

As for potash, a national farmers’ organization is the majority owner in a 
group now sinking the mine shaft for active development of its 17,000 acres of 
potash deposits in New Mexico. It values these deposits at $170 million. De- 
velopment of the potash deposits will enable cooperatives to supply all raw 
materials for their fertilizer program. 

An official report of the Farmer Cooperative Service of the United States 
Department of Agriculture released in 1957 shows that the dollar value of ferti- 
lizer handled by cooperatives has steadily increased and amounted to nearly 
$400 million during the 1954-55 fiscal year. This represented a gain of $25 
million over the previous year. 

Mr. Chairman, it is a far cry from the humble beginnings of not many years 
ago to the huge operations of cooperatives today in the fertilizer business, rang- 
ing from retail stores to manufacturing plants and with growing participation 
in the export trade. 

We have already stated that there are 111 co-op fertilizer plants. Nearly all 
were built and primarily paid for out of tax-free income. With corporate tax 
rates up to 52 percent, tax-favored co-ops can expand more than twice as fast as 
the taxpaying companies whom we represent. They can expand by the normal 
method of increasing their own facilities. They can expand by the method of 
purchasing taxpaying companies that can no longer stand the gaff by paying 
taxes to support the Nation in critical times while the co-ops are reaping all the 
benefits and paying for none of them. 

This enormous growth has been accomplished out of tax-free earnings at the 
expense of the Treasury and every taxpayer. 

Some cooperative leaders claim that “factories are free.””’ What they mean is 
that cooperatives can pay for their expansion out of funds that would normally 
go to the United States Treasury in income taxes. 

At the present rate of growth, cooperatives will eventually monopolize the 
fertilizer industry, and the revenue that the Treasury has received and is receiv- 
ing from proprietary fertilizer manufacturers and dealers will have vanished. 

Mr. Chairman, the situation is as simple as this: In our economy, if one 
group is to go untaxed and another group is taxed the former group will take 
over the latter group. It is just a question of time. In any event, it is the end 
of any semblance of our present economic system. 

Mr. Chairman, the taxpaying, proprietary fertilizer companies join with other 
industries in asking your committee and the Congress to require cooperatives in 
all fields of business to operate under the same tax rules as are imposed upon 
us by law. 

They say that we are trying to put them out of business by asking that they 
pay taxes. It must be evident, from their earnings, and from their investments 
and from their rapid growth that they are well able to pay the Federal income 
tax on earnings as our companies pay. 

Additional funds are needed immediately for the Nation’s defense and many 
other categories. Where better can you get new money than by fully taxing 
those who don’t pay their share now? 

(The members of the committee are as follows :) 


L. G. Black, president, Ark-Mo Plant Food Co., Corning, Ark.; William Lillard, 
president, Fort Smith Cotton Oil Co., Fort Smith, Ark.; Tom Faulkner, presi- 
dent, Helena Wholesale, Inc., Helena, Ark. ; George Dunklin, general manager, 
Planters Fertilizer & Soybean Co., Pine Bluff, Ark.; B. H. Jones, chairman of 
board, —-——— Industries, Inc., Fresno, Calif.; F. F. Bales, president, Ameri- 
can Fertilizer and Chemical Co., Denver, Colo.; L. B. Angel, president, Polk 
County Fertilizer Co., Haines City, Fla.; Henry Pridgen, manager, Florida 
East Coast Fertilizer Co., Homestead, Fla.; Wallace B. Hicks, president, 
Wilson & Toomer Fertilizer Co., Jacksonville, Fla.; R. M. Howard, president, 
Howard Fertilizer Co., Orlando, Fla.; C. F. Daly, president, West Coast 
Fertilizer Co., Tampa, Fla.; W. L. Waring, Jr., president, Lyons Fertilizer 
Co., Tampa, Fla.; James Champion, Jr., vice president, Albany Warehouse 
Co., Albany, Ga.; M. E. Williams, president, Stevens Industries, Inc., Dawson, 
Ga.; Allen D. Brent, vice president, Southern Fertilizer & Chemical Co., 
Savannah, Ga.; Don Peterson, president, Ashkum Fertilizer Co., Ashkum, IIL ; 
D. R. Gilchrist, president, Gilchrist Plant Food Co., Morris, Ill.; J. L. Schell, 
secretary-treasurer, Kingsbury & Co., Inc., Indianapolis, Ind.; Harold 8. Vor- 
hes, executive vice president, Vorhes Chemical Corp., Charles City, Iowa; 
Jack B. Snyder, president, Snyder Chemical Co., Inc., Inc., Topeka, Kans. ; 
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Gene Van Deren, vice president and general manager, Bluegrass Plant Foods, 
Inc., Cynthiana, Ky.; Ed Schueler, secretary-treasurer, North American Fer- 
tilizer Co., Louisville, Ky.; J. D. Stewart, Jr., president, Federal Chemical 
Co., Ine., Louisville, Ky.; G. R. Nooe, general manager and treasurer, Ohio 
Valley Fertilizer Corp., Maysville, Ky.; T. J. Bartlett, partner, Bartlett & 
O’Bryan Fertilizer Co., Owensboro, Ky.; Nat H. Love, president, Common- 
wealth Fertilizer Co., Inc., Russellville, Ky.; Curtis Taylor, vice president, 
Arcadia Cotton Oil Co., Inc., Arcadia, La.; S. M. Hackett, president, Dixie 
Fertilizer Co., Inc., Shreveport, La.; A. J. Schuler, president, Welcome Agri- 
cultural Chemical Co., Welcome, Minn.; Robert Harding, president, Valley 
Fertilizer Co., Greenville, Miss.; Doyle Patterson, president, Farm Belt 
Fertilizer & Chemical Co., Kansas City, Mo.; Howard Peterson, president, 
Lincoln Service & Supply Co., Grand Island, Nebr.; William Farley, presi- 
dent, the Smith Agricultural Chemical Co., Columbus, Ohio; George Gage, 
president and general manager, Anderson Fertilizer Co., Inc., Anderson, 
S. C.; W. G. Nelson, executive vice president, Southwest Fertilizer & Chem- 
ical Co., El Paso, Tex.; James D. Dawson, Jr., general manager, Fidelity 
Chemical Corp., Houston, Tex.; L. P. Martin, president, Marshall Cotton 
Oil Co., Marshall, Tex.; M. S. Wright, Sr., president, Texas Farm Products 
Co., Nacogdoches, Tex.; Harold Trammell, president, Farmers Fertilizer 
Co., Texarkana, Tex.; H. W. Lust, president, Tyler Fertilizer Co., Tyler, 
Tex.; Ralph B. Douglas, board chairman, Smith-Douglass Co., Inc., Norfolk, 
Va.; Donald W. Aitken, president, Midwestern Phosphate Corp., Madison, 
Wis. 


The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. This is the annual report that you referred to of the 
Mississippi Chemical Corp. ? 

Mr. Parker. That is correct. 

Mr. Mason. That is a co-op? 

Mr. Parker. Yes, sir. It doesn’t say so on here, but it is. 

Mr. Mason. No; it does not. It does three times the business that 
your organization does, according to their report, 160 million tons. 

Mr. Parker. Not that many, sir. It does something over 100,000 
tons, sir, well over 100,000. 

Mr. Mason. 160,000 is the mark here on this and it has $20 million 
in assets 1n its reports. 

Mr. Parker. Yes, sir: it is worth $18,507,000. 

Mr. Mason. Which shows that it is not a small, little farm co-op; 
is it? 

Mr. Parker. No, sir; it isn’t. 

Mr. Mason. That is all. 

The Cuatrman. Are there any further questions of Mr. Parker? 

Mr. Parker, we thank you again for your appearance and the in- 
formation given the committee. 

Mr. Parker. Thank you so much, Mr. Chairman. 

(The following memorandum was received by the committee :) 

Mr. Chairman, I have been asked by Congressman Mason about the net worth 
of the Mississippi Chemical Corp. From their own statement, gentlemen, I 
can show that they paid a patronage refund in the fiscal year ending June 30, 
1957, of $18.29 per ton of ammonium nitrate. That patronage refund amounted 
to $3,620,000. Now I contend, Mr. Chairman, and gentlemen of the committee, 
that this corporation could have paid the Government 52 percent of its net earn- 
ings, or approximately $9 per ton on ammonium nitrate, and then be able to pay 
their patrons or stockholders a dividend of $9 on an investment of $55 per share 
of stock. To me this figures 1624 percent return on their money. 

Now, Mr. Chairman, my reason for mentioning these people is due to the fact 
that they are selling stock throughout Alabama and it is not being sold to the 
little family-size farmer. It is being sold to big farmers and many people who 


supposedly farm but do not live on the farm. Private industry, of course, has 
many costs entering into their product which the co-ops can escape. The co-ops 
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go out and sell many, many consumers, whereas a private industry has to spend 
thousands upon thousands of dollars for sales managers, Office expense, Sales- 
men, traveling expense, huge telephone bills, etc., which far exceeds the per-ton 
cost of that of the co-ops. 

Mr. Chairman, the Federal Government holds many umbrellas over the coop- 
eratives of all types, and especially those engaged in fertilizer manufacturing. 
Here is a list of these umbrellas: 

1. The United States Department of Agriculture has a separate department 
devoted solely to cooperative activities. 

2. The co-ops pay little or no taxes, 

8. Many States exempt co-ops from their income taxes. 

4. An examination of the county tax returns of co-ops show that they get 
by extremely light. 

5. The Government maintains 12 regional co-op banks. They always seem to 
have plenty of money, and at times I have known them to offer money and try 
to get co-ops to enlarge their operations. 

6. Most co-ops seem to be under the general impression that they should pay 
no taxes of any kind, even to the States and cities. For example, last week a 
mayor of a city in Alabama had to get a ruling from the attorney general of 
Alabama regarding the collection of a license fee on a co-op corporation. The 
co-op refused to pay for the privilege of making store-to-store deliveries through 
the streets and alleys of this town. The attorney general of Alabama ruled that 
the co-op was like every other business or corporation doing a similar delivery, 
and the mayor was authorized to collect the license. This attitude seems to 
persist in a great many cooperatives. 

7. The extension service of many States has aided and abetted the formation 
of co-ops in every way possible. When a co-op organizer or stock seller comes 
into a county, he heads for the county agent’s office, and in many States is given 
the names, addresses, and a general rundown on the people of that county that 
are able to buy co-op stock or purchase co-op goods. Sometimes the county agent 
goes out with him to sell stock. 

8. There is absolutely no question that a fertilizer co-op has every advantage 
over an ordinary taxpaying corporation or individual in keeping his overhead 
low and his selling cost down. About 2 weeks ago one of my salesmen came in 
and reported that a group of farmers sitting around a country store had been 
informed that a stockholder of the Mississippi Chemical Corp. had received a 
refund of $18 per ton on ammonium nitrate. One of the farmers promptly spoke 
up and said that that “feller” Parker in Sylacauga, Ala., is getting rich on 
ammonium nitrate. Gentlemen of the committee, I have never averaged $5 per 
ton gross profit on ammonium nitrate since the product has been on the market. 
Then, too, Mr. Chairman, the fact that the co-ops can return these huge dividends 
is extremely bad public relations, and it leaves thousands upon thousands of 
fertilizer dealers throughout the country in extremely bad light with the farmer. 
All we ask, Mr. Chairman, is equal taxation; and if the co-ops come before your 
committee and tell you that equal taxation will put them out of business, I 
suggest that you have your research staff examine the financial statements of 
the fertilizer co-ops of the United States from 1940 and at every 5-year period 
up to date, and you will find that the assets of the co-op companies has snow- 
balled to extreme heights where the taxpaying group has steadily declined, and 
this group now faces extreme disaster. 


The Cuarrman. Our next witness is General Royall. 

General Royall, for the purpose of this record, although we know 
you, will you please identify yourself by giving your name, address, 
and the capacity in which you appear? 


STATEMENT OF KENNETH C. ROYALL, REPRESENTING NATIONAL 
WHOLESALE HARDWARE ASSOCIATION 


Mr. Roya. Kenneth Royall, attorney, representing the National 
Wholesale Hardware Association, which is an association of 387 
independent hardware wholesales. 

The Cuarmrman. General, can you complete your statement in the 
10 minutes allotted to you? 
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Mr. Royau. Yes. 

Mr. Harrison. Mr. Chairman, I wonder if he would identify those 
with him. 

The Cuamman., Yes. Would you identify the gentleman with you? 

Mr. Royatu, I think I will use him for the conclusion of this talk. 

This association, as I say, has 387 hardware wholesalers doing busi- 
ness with approximately 40,000 local independent hardware retailers. 

Gentlemen, the hardware wholesalers are having an awful hard 
time. They are faced with an unfair discrimination against them and 
in favor of cooperatives. You have heard that time and time again 
and generalities won’t add anything to your fund of knowledge, but 
in our case, as with others, we are in serious trouble and that trouble 
is increasing. These businessmen, as has been said to you before, are 
really the cornerstone of our system of free enterprise and as has also 
been pointed out, there is another facet to this situation. It is a 
matter of Federal tax revenue. 

Today, as we all know and regret, we are faced with a special sit- 
uation in this country with the need for more national revenue. It 
is not only necessary to bolster defense, but it has now gotten to the 
state where it is a question of avoiding increased taxes on those people 
who are already paying their full share. 

In trying to find a new source, one method, and a method that has 
been generally approved, I believe, is to find those sources which are 
now escaping their normal tax burden at the expense of others. I 
do not know a better example than the cooperative situation. It 
seems to me today as never before we have to establish equality among 
taxpayers before we start levying taxes against other people who are 
now paying as much as they should. 

In our case, the private hardware business and the cooperative 
hardware business operate substantially in the same manner. They 
have the same type of customers, they stock the same type of mer- 
chandise, and they are subject to the same competitive factors. 
Therefore, a difference of 50 percent of their income in taxes makes 
all the difference. Maybe some others have called it to your attention, 
but this cooperative exemption started when the income tax rate was 
2 percent. That did not make much difference. 

Two percent was not going to make or break anybody. However, 
taxes grew larger and larger and they have reached their present 
state and it makes all the difference in the world. 

You have had a lot of cases and I will give you a couple of them 
if you would like to hear them. 

There is a cooperative named “Our Own Hardware Co.,” in Min- 
neapolis. It includes 600 hardware retailers as owners and is lo- 
cuted in a 7-State area. From 1945 to 1956 its annual sales in- 
creased from $7.8 million to $16.6 million. : : 

Its net worth has practically doubled and in the year 1956 its 
earnings amounted to $830,000. 

How much income tax does it pay on that? 

They paid more than most cooperatives and that is the reason we 
took it as an example. We did not want an extreme case. They 
paid $126,000 tax. What would a private wholesaler have to pay? 
He would have had to pay $426,000 tax, a difference of $300,000. In 
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other words, the private man would have to pay 314 times as much tax 
as the cooperative paid. Many cooperatives pay no tax by merely 
allocating to its patrons instead of making a payment to them. 
Another example is the Cotter Co., of Chicago. There is a rather 
extreme instance. 

It increased its sales 500 percent in 6 years. During that same 
period the wholesale hardware people with the increasing economy 
we had increased theirs 12 percent. Their profits were $400,000 and 
they paid $10,000 in income tax. 

could multiply those examples again and again. That has raised 
havoc, and I mean havoc, with the private wholesale hardware 
companies. They average less than 2 percent profit on their sales 
insufficient to pay any fair dividend and of course insufficient to build 
for the future. 

Those sale figures on taxation also give an illustration of just how 
much taxes we are losing from those cooperatives. 

As I said before, the Government could and should take part of 
their revenue as they do from other corporations and they would 
serve two purposes. They would diminish the chance of additional 
taxes and they would at the same time correct a manifest injustice. 

I am not going to discuss unless I am asked to do so the question 
on the tax on the dividends or the distributions. There is a bill pend- 
ing and a number of suggestions have been made. I will say just in 
general we think in fairness that the rule ought to be the same. The 
members and the stockholders ought to pay the same tax, but that 
does not directly affect us. However, I do want to say this: What- 
ever you do, if you do anything about the taxes on distributions, we 
say emphatically that no such provision should affect in any way the 
payment of full income taxes by the cooperative organizations them- 
selves. That is where the contact is, the cooperative organization 
and the independent merchant. Any attempt to mix those two prob- 
lems will make it administratively difficult, if not impossible, and it 
will open the door, as it has in the past, to an evasion of the tax. 
We believe that cooperatives have as much a right to grow and 
prosper on their own merits as independent taxpayers do, but we 
say that that growth should not be based on an unfair advantage 
over independent businessmen. If we are given equal tax treatment 
an independent hardware wholesaler can deliver to his retailers, who 
can in turn deliver to the consumers the same type of merchandise 
that he gets from cooperatives, and at a price that is competitive with 
the cooperatives, provided only you treat him fair from a tax 
standpoint. 

Every businessman, whether he be large or small, in this country 
if we are going to preserve our economic system of free enterprise, 
must have an unencumbered chance to make a fair profit and to build 
for the future. That chance is synonymous with our American 
economy. 

I thank you, gentlemen, for the time. I would like an opportunity 
to file a statement with the committee. 

The Cuamman. Without objection that will be included in the 


record. 
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(Mr. Royall’s prepared statement follows :) 


STATEMENT OF GEN. KENNETH C. ROYALL TO THE WAYS AND MEANS COMMITTEE 
ON BEHALF OF THE NATIONAL WHOLESALE HARDWARE ASSOCIATION 


Mr. Chairman and gentlemen of the committee, my name is Kenneth C. Royall. 
I am a member of the law firm of Royall, Koegel, Harris & Caskey, of New York 
City. At this hearing, we represent the National Wholesale Hardware Asso- 
ciation, an association of 387 hardware wholesalers doing business with approxi- 
mately 40,000 local independent hardware retailers. 

Hardware wholesalers and retailers are faced with the unfair tax discrimina- 
tion in favor of cooperatives, a discrimination that threatens a sizable segment 
of our independent business enterprises. Both the private hardware businesses 
and the cooperative hardware businesses operate in substantially the same 
manner. Both serve the same type of customers, stock the same type of mer- 
chandise, and in general are subject to the same competitive factors. Yet, 
because of the tax inequality, the private hardware wholesalers and retailers 
find it increasingly difficult to meet cooperative competition. 

The same situation exists as to independent hardware retailers. While we do 
not represent hardware retailers, the competitive position of hardware whole- 
salers is affected by anything that affects the competitive position of hardware 
retailers. If the local independent hardware retailer loses business to coop- 
eratives, the business of the independent hardware wholesaler necessarily suffers. 

To meet the unfair competition of cooperative hardware wholesalers, the 
independent trade has been forced to cut their margins to an unhealthy level 
with volume rebates, direct-from-factory deals, and the payment of freight 
charges. This has raised havoc in the wholesale hardware field and has re- 
sulted in reducing profits to less than 2 percent of sales. This is insufficient 
to supply funds necessary for normal expansion of facilities or to give a fair 
return to ownership. Thus, the ability of an important segment of our dis- 
tributive system to perform its functions adequately is threatened. 

The plight of the independent hardware wholesaler arises entirely from the 
fact that whereas his profits are reduced 30 to 52 cents on each dollar by 
Federal income taxes, his more fortunate cooperative competitor can, in most 
situations, retain all of its dollars of profit to enhance the cooperative’s capital 
position and to permit its constant expansion. The cooperative can also attract 
more customers by returning a portion of its increased earnings to the customer 
in the form of a patronage dividend. 

The unfair tax advantage granted to cooperatives originated in the early days 
of income taxation. At that time the income tax rate on corporations amounted 
to only 2 percent and most cooperatives were not incorporated. Complete 
exemption from the payment of Federal income taxes was granted in 1916 
to farmers’ cooperatives that met certain requirements designed to indicate that 
they operated on a cooperative basis. Subsequent Treasury rulings permitted 
all cooperatives, including consumer and retailer-owned cooperatives, to avoid 
the payment of income taxes if they distributed their profits as patronage divi- 
dends. The Treasury ruling, however, did not require that such patronage 
dividends be in the form of cash or convertible to cash. It permitted the exclu- 
sion from taxable income patronage dividends in the form of capital stock, 
scrip, book credits, or any form designating a potential claim against the profits 
of the cooperative corporation based on patronage. The 1951 amendment did 
nothing to ameliorate the situation. 

In the early days when tax rates were low, the competitive injury to inde- 
pendent business was slight and in some cases almost negligible. Then came the 
higher tax rates, culminating in those of World War II. These high rates have 
substantially continued even up to the present time, the maximum now being 52 
percent. These high rates completely changed the picture and resulted in the 
injury which we have mentioned. 

Cooperatives are profitmaking corporations. They buy and sell for their own 
account, build up inventories from which to supply merchandise to their members 
and others, engage in advertising and other promotional activities, pool the 
capital of many individuals to provide funds to carry on their business activities, 
and expand out of earnings—all without paying any income taxes. 

These large cooperatives are no longer local in scope but extend their opera- 
tions across the Nation. Large chains of consumer cooperative stores are being 
established, and independent hardware retailers have moved into the wholesale 
business in many fields with their retailer-owned wholesale cooperatives. Co- 
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operatives of all types are expanding into practically every field of manufacturing, 
marketing, processing, wholesaling, retailing, and service trades. This expansion 
was made possible largely by cooperatives’ ability to avoid the payment of Federal 
income tax. 

Some idea of the scope of unfair competition generated by consumer and farmer 
cooperative wholesalers in the hardware field can be garnered from the following 
data published by the Farmer Cooperative Service Section of the United States 
Department of Agriculture. These figures collected from those cooperative 
wholesale establishments doing more than $5 million a year in business shows 
that their annual sales in the category of hardware, paint, lumber, and mainte- 
nance material increased from $5,271,000 in 1945 to $24,454,000 in 1955, a much 
greater increase than that of independent hardware wholesalers. 

The hardware business is not the only business affected. The growth of tax- 
free cooperative competition extends across the board. For example, the co- 
operative wholesalers increased their tires, tubes, and auto accessories business 
from $4,862,000 to $16,588,000 during the same 10-year period. Sizable gains 
also were indicated for steel products, petroleum and petroleum products, elec- 
trical equipment, and farm machinery and equipment. Annual sales of all items 
by all cooperative wholesalers for the period increased from $362,326,000 to 
$918,825,000. 

No information is available on the total business conducted by retailer-owned 
cooperative hardware wholesalers who, in addition to the consumer and farmer 
cooperative wholesalers, have become very formidable competition for inde- 
pendent hardware wholesalers. Retailer-owned cooperative hardware whole- 
salers are to be found in many States. 

The usual type of cooperative about which we principally complain is retailer- 
owned cooperative hardware wholesalers that operate just like any other hard- 
ware wholesaler and return their profits to their members in patronage dividends 
in proportion to their purchases from the wholesaler. Patronage dividends may 
take the form of stock, equity certificates, or may represent credits to the account 
of the dealer member. All profits of these wholesalers should be subject to full 
Federal income taxation before distribution, as is the case with independent 
hardware wholesalers. 

Typical of the usual situation is the company named “Our Own Hardware 
Co., of Minneapolis, Minn. Formed in 1913 by 33 hardware retailers, it has 
grown until it is considered the largest cooperative hardware wholesaler in the 
Middle West. Its owners now include about 600 hardware retailers located 
throughout a 7-State area. The company operates for profit but escapes a sub- 
stantial amount of Federal income taxes by returning such profits to its retailer- 
owners as patronage dividends in the form of preferred stock. 

This “Our Own Hardware Co.” presents an excellent example of growth out 
of tax-free profits. From 1945 to 1956, its annual sales increased from $7,780,000 
to $16,608,000. At the same time net worth increased from $1,541,000 to $2,773,- 
000, largely represented by preferred stock issued as patronage dividends. Net 
earnings on 1956 operations amounted to $829,992, of which $121,388 was used 
to pay a 5-percent dividend on outstanding preferred stock and $580,422 was 
paid out in a noncash patronage dividend in the form of preferred stock. 

As a cooperative, Our Own Hardware Co.’s income-tax liability amounted to 
$126,315. This compares to an income tax of $426,095 that a regular taxpaying 
business making the same profit would have to pay. If the cooperative had 
not paid dividends on its outstanding preferred stock, as many cooperatives 
failed to do, then payment of all taxes would have been avoided. 

Let me give you an even more startling example of growth. Cotter & Co., Inc., 
of Chicago, TL, is a retailer-owned cooperative wholesaler. Its annual dollar 
volume of sales increased approximately 500 percent from 1950 to 1956. For 
the same period of time, the dollar volume of sales for hardware wholesalers 
who belong to our independent National Wholesale Hardware Association in- 
creased only 12 percent. Cotter & Co.’s apparent profits approached $400,000 
in 1956; yet, its indicated Federal income-tax payment amounted to only $10,600. 

We wish to point out that we believe that cooperatives have as much right to 
grow and prosper on their own merits as regular taxpaying business. We simply 
say that their growth should not be based upon an unfair advantage in the form 
of freedom from taxes. 

Given equal tax treatment, we believe that an independent hardware retailer 
working closely with an independent hardware wholesaler can deliver to con- 
sumers the type of merchandise they desire at a price that is competitive with 
other forms of hardware distribution. We also believe that every small-business 
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man deserves the opportunity to go into business on a small scale and build this 
business—hardware or other business—up out of profits. That is inherent in a 
free-enterprise system. Meeting the competition of tax-favored cooperatives 
makes this impossible at the present time. This opportunity should be restored 
by subjecting cooperatives to the same taxes as those paid by regular business 
concerns. 

The CHatrmarn. Are there any questions of General Royal ? 

_ If not, General Royall, we thank you for your appearance and the 
information given the committee. 

Our next witness is our colleague, the Honorable Sid Simpson. We 
are glad to have you with us today, Mr. Simpson. For purpose of the 
record, will you identify yourself by giving your name and the capac- 
ity in which you appear? 


STATEMENT OF HON. SID SIMPSON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF ILLINOIS 


Mr. Sumpson of Illinois. My name is Sid Simpson, and I represent 
the 20th Illinois District. 

Mr. Chairman, this is the first time in my 15 years as a Member of 
the Congress that I have ever attempted to inflict my words of wisdom 
on this committee. I am a member of the Agriculture Committee and 
we have some minor difficulties on that committee right now. 

On September 11, the late Chairman Cooper of this committee put 
out a news release and in part he said that: 

The hearings will be conducted for the purpose of reexamining the basic 
policies underlying our tax laws and will be utilized as a source of information 
which will guide the Committee on Ways and Means in formulating proposals 
looking toward revision of our internal-revenue laws in order to obtain a revenue 
system which is fair and equitable. 

The reason I asked for time for the Associated Veterinary Labora- 
tories, of which Mr. Guy H. Williams will be the next witness, is that 
I think that this association can qualify under exactly that provision 
which Jere Cooper put in that news release. Another reason that I 
ask for the time to introduce Mr. Williams is because the Gregory 
Laboratories in Greene County, Il., is a member of this association. 
It is a serum-manufacturing plant in the county in which I live, in 
existence many years. 

Chairman Cooper further stated that— 


Added relief from our present burdensome taxes can be achieved by two 
pr ar governmental expenditure through elimination of nonessential 
and wasteful outlays, and by spreading the burden of taxes equitably and fairly 
among the various groups of the taxpaying public. 

That is another reason I asked for time, because we think that this 
Associated Laboratories is not getting an equal shake on these taxes. 

In 1952 the Iowa Cooperative Association, of which Dr. H. E. 
Hanna is president, sent out this letter and I ask consent to enter it 
into the record. 

The Cuarmman. Without objection, it will be included. 

(The letter referred to follows :) 


Mary 5, 1952. 
Dear Doctor: The Iowa Cooperative Association is progressing very satis- 
factorily, and now has grown to the point where only 20 more members are 
needed to place us in a position to start doing business, 
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The basic idea behind this cooperative is to be able to give the veterinarian a 
much more complete service, and with its profits being tax free, means that the 
veterinarian, with his yearly patronage dividend, will be purchasing his products 
at cost. 

Although we will be buying a serum plant in the first year of operation as a 
cooperative, and holding back 20 percent of the profits for running capital, it 
is believed that this organization should still have sufficient profit on serum and 
virus alone to return in patronage dividends between 15 and 20 percent on your 
total serum and virus purchases. In other words, even the first year with your 
returned dividend, you would be purchasing serum for around $0.90 per 100 
cubic centimeters, This organization will obtain a bull line of biological, phar- 
maceutical and vaccine products. The returned dividend on these products are 
at present unknown, however, believe they would net around a 25 percent refund. 

Membership stock will be $2,500. This membership stock to be paid back to 
any member not purchasing merchandise from the cooperative in a 2-year 
period, or upon being voted out of the cooperative by the board of directors. 

Doctor, I do not know how long you intend to stay in practice, however, if 
you practice for another 10 or 15 years, being a member of this organization 
could save you enough money to buy one of the best farms in your area, for a 
temporary investment now of only $2,500. 

This organization is going to be limited to 50 members, and unless there is a 
drastic change of attitude of its members, I doubt if this membership will be 
expanded in future years. 

The temporary board of directors of the Iowa Cooperative Association has 
appointed Mr. Virgil Nidy to secure new members, and to collect membership 
money. As the forthcoming vaccinating season is just around the corner, and 
time is becoming the essence, we are asking all those interested in becoming 
members of this organization to send their membership check for $2,500 made 
payable to the Iowa Cooperative Association to either Dr. R. R. Griffel, Eldora, 
Iowa, who is secretary treasurer of this organization, or to myself. Within the 
next 10 days Mr. Nidy will call on you to answer any question you have, and to 
let you read the articles of incorporation. 

I think we all agree, that this veterinary cooperative is just what the veter- 
inarians have been needing, so let’s do something about it. 

With kindest regards. 

Yours very truly, 
/s/ Dr. H. BE. Hanna, 
President, Iowa Cooperative Association, Springville, Iowa. 


We can make big profits because we pay no taxes, support no expensive 
depots, no advertisements to pay, no big bunch of salesmen to pay salaries and 
commissions. This co-op group is just too good for you to pass up. We can 
produce serum for 75 percent per 100 cubic centimeters. We get a 40 percent 
profit on pharmaceuticals, 25 percent on biologics. We can purchase if and when 
we want to produce a cholera vaccine, a unit to make the MLV type for $30,000. 

Let me know right away if you're really interested and you'd be crazy not 


to be. 
Mr. Simpson of Illinois. I would like to read a couple of para- 
graphs from it. [Reading:] 


The basic idea behind this cooperative is to be able to give the veterinarian 
a much more complete service, and with its profits being tax-free, means that 
the veterinarian with his yearly patronage dividend, will be purchasing his 
products at cost. 

One other paragraph: 


Doctor, I do not know how long you intend to stay in practice. However, if you 
practice for another 10 or 15 years, being a member of this organization could 
save you enough money to buy one of the best farms in your area for a temporary 


investment now of $2,500. 

This cooperative started in May 1952. That is 6 years, so if they 
took the ote of this doctor and bought the farm they would have 
it over half paid for. 

Back in 1933 this group of which I am talking about was organized. 
In 1934 the Agriculture Department of the United States caused 
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them to go into a marketing agreement in which they would agree 
to keep a certain stockpile of hog serum as of May 1 of every year. 
That has created a financial hardship on these cooperatives. 

This organized cooperative in 1952 can do the same thing but they 
take the same advantage on a tax reduction or tax exemption. 

I am not an expert on hog serum. I am not an expert before this 
committee. I simply think that these people are being unjustly 
treated and I ask your permission to introduce Mr. Williams. 

The Cuarrman. Come forward, Mr. Williams. 

Mr. Suwpson of [llinois. Thank you. 

The Crarrman. Mr. Simpson, we want you to know how much we 
appreciate your coming to the committee and the information you 
have given the committee. 

Mr. Srmpson of Lllinois. Thank you very much. 

The Cuarrman. Mr. Williams, for the purpose of the record, will 
you please identify yourself by giving your name, address, and the 
capacity in which you appear. 


STATEMENT OF GUY H. WILLIAMS, IN BEHALF OF THE ASSOCIATED 
VETERINARY LABORATORIES, INC., KANSAS CITY, MO. 


Mr. Wiu1ams. My name is Guy H. Williams. My home is in 
Omaha, Nebr., where I was president of the Corn States Laboratories 
for 35 years. 

The Cuarrman. Could you complete your statement in the 10 
minutes allotted to you, sir? 

Mr. Wuiu1aMs. I think I can, sir. 

The Cuatrman. You are recognized for 10 minutes. 

Mr. Wiiu1aMs. I am speaking here today for the Associated Veter- 
inary Laboratories, a nonprofit corporation, membership in which is 
limited to representatives of companies engaged in research, produc- 
tion and sale of anti-hog-cholera serums, virus, vaccines, biologicals, 
pharmaceuticals and similar compounds used for the prevention, 
treatment or eradication of animal diseases. At present there are 
some 13 companies holding membership in the organization, prin- 
cipally small corporations. Our members limit sales of their products 
to licensed veterinarians and do not sell through retail outlets, farm 
supply stores or otherwise direct to livestock owners. The market 
of the group I represent is therefore restricted to members of the 
veterinary profession. 

Mr. Chairman, I would like to digress from the printed statement 
on file with you to introduce a newspaper clipping from the Des 
Moines Register Tribune under date of January 12, and to quote ex- 
cerpts from it. 

he Cuarrman. Would you like it to be in the record ? 

Mr. Wiiu1AMs. Yes, sir. 

The CxHarrman. Without objection it will appear in the record. 

(The newspaper clipping follows:) 


BACKING OF VETERINARIANS SENDS Des Mornes Firm To Top 


Harold L. (Bud) Hansen, 33-year-old manager of Diamond Laboratories, 
heads an unusual cooperative corporation that has increased its sales more than 
tenfold in the last 5 years. 

The industry is unique in that it is owned by 130 practicing veterinarians, 
mostly in Iowa. 
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RESEARCH FACILITIES 


The group was established in May 1952, largely through the efforts of Hansen. 
Sales of veterinary products in the first year of operation were $214,000. Last 
year they were in excess of $2,500,000. 

The firm produces 120 pharmaceutical items used in the treatment of animal 
and poultry diseases. These include powders, liquids, injectables, antibiotics, 
ointments and tablets. 

It makes more than 50 vaccines, serums, and bacterins for the immunization 
and treatment of both large and small animals. 

Hansen said that the plant has the most up-to-date research facilities in the 
industry and spends thousands of dollars annually endeavoring to improve exist- 
ing products and to develop new ones. 

The technical staff includes biochemists, bacteriologists, microbiologists, en- 
gineers, pharmacists, chemists, veterinarians and laboratory technicians. 


NEW PRODUCT 


Daily morning conferences are held by Hansen to discuss and solve depart- 
mental problems and coordinate production. 

Also a 5-man new products committee composed of practicing veterinarians, 
meets every 8 weeks to discuss the needs of veterinarians in the field. 

The committee organized by Hansen, passes on its collective ideas to the lab- 
oratory research staff for development and refinement. Research staff meetings 
also are held periodically. 

The most important research development made in the field of killed antigen 
virus in the last 20 years recently was realized through the joint efforts of Dia- 
mond’s biological and pharmaceutical research staffs. It is a new concentrate 
used in vaccines and bacterins. 

The product, called Neojel, provides a longer lasting immunity without unfav- 
orable reactions and it can be administered in much smaller doses, Hansen said. 


DIAMOND SERUM CO. 


Neojel was first tested in an erysipelas bacterin on 8,000 swine by Iowa vet- 
erinarians. Its production and sale has been approved by the United States 
Bureau of Animal Industry and a patent has been applied for on the process. 

Diamond Laboratories grew from the original plant of the Diamond Serum 
Co. at 1635 Maury Street of which Hansen became manager in 1948. The com- 
pany operates that building for production of anti-hog-cholera serum and virus. 

Its modern new plant is on a 30-acre tract at 2550 SH. 43d Street, across 
Highway 60 from the Great Lakes Pipe Line Co. tank farm. The plant was 
opened in 1953. 

The company has a production and sales staff of 110 persons here. In addition, 
60 salesmen handle Diamond products for 30 wholesale veterinary drug firms in 
the United States and foreign countries. 

Last year the company promoted its products with more than 75 full-page ad- 
vertisements in veterinary publications. Also, it distributed more than a mil- 
lion folders containing instructions on how and when to use its products for 
various diseases in animals and poultry. 


GERMAN LINE 


Diamond recently became exclusive national distributor for two German-made 
veterinary instruments lines—the Hauptner surgical instruments and Permafil 
synthetic suturing materials. 

The group of veterinarians that owns the company is headed by a five-man 
board of directors elected by the members. 

On the board are Dr. Ed Hanna, Springville, president; Dr. Thomas Der- 
mody, Breda, vice president; Dr. Arthur Ruebel, Spirit Lake, secretary-treas- 
urer; Dr. R. H. Griffel, Ackley; and Dr. Ray L. Wiedemeier, Lytton. 

Hansen and his wife, the former Biellie Miller, are 1942 graduates of East 
High School. They live at 3209 St. John’s Road and have 2 children, 
Brenda, 9, and Bobby, 5. Hansen served 3 years in the Army in World War II 
and was graduated from the American Institute of Business in 1947. 
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{Illinois Veterinary Bulletin, August 30, 1957] 
RESOLUTION ADOPTED By ISVMA 


The following resolution was passed by the ISVMA executive board at an 
official meeting held August 8, 1957, at the College of Veterinary Medicine, 
University of Tilinois, Urbana: 

Whereas, the purposes of the Illinois State Veterinary Medical Association are 
to advance the welfare of the animal industry and the veterinary profession, 
to cooperate in obtaining enactment and enforcement of laws designed to promote 
animal and public health, and to disseminate information tending to increase 
the application of scientific veterinary service ; and, 

Whereas a veterinary medical practitioner who associates, by incorporation 
or otherwise, with other veterinary medical practitioners in the production, sale 
and distribution of drugs and/or biologics which are sold and distributed to such 
veterinary medical practitioners by methods, whether utilizing rebates, patron- 
age dividends or other means, which result in such practitioners being producers 
and suppliers as well as prescribers and which accordingly tend to influence the 
prescription of specific types and brands of drugs and/or biologics or to inhibit 
the prescription of other types and brands of drugs and/or biologics, because 
such practitioners may be prevented from giving unbiased advice and service 
to animal owners, is not advancing the welfare of the animal industry, the 
general public good and the veterinary medical profession but, on the contrary, 
is debasing that profession and its high ethical standards: Therefore, be it 

Resolved, That applicants for membership in and members of the Illinois State 
Veterinary Medical Association engaged in the treatment of livestock, animal 
pets and poultry who associate, by incorporation or otherwise, with other veteri- 
nary medical practitioners in the production, sale and distribution of drugs 
and/or biologics which are sold and distributed to such veterinary medical prac- 
titioners by methods, whether involving the use of rebates, patronage dividends 
or other means, which result in such practitioners being producers and suppliers 
as well as prescribers and which accordingly tend to influence the prescription of 
specific types and brands of drugs and/or biologics or to inhibit the prescription 
of other types and brands of drugs and/or biologics shall be considered to be 
guilty of conduct prejudical to the good of the profession of improperly using 
their college degrees of doctor of veterinary medicine, and of failing to uphold 
the honor and dignity of the profession. 


Mr. WriuraMs. The heading of this is “Backing of Veterinarians 
Sends Des Moines Firm to the Top.” 

Then there is a picture of an enterprising gentleman, the manager 
of a concern that is a cooperative, and his name, which is not impor- 
tant, but here are some of the important things. 

Many of our competitors market their products through drug- 
stores, farmers’ supply stores or others who sell direct to the live- 
stock producer. That is to say, the farmer has easy and ready access 
to any of the products of our industry, although the members of our 
association prefer to sell in the professional or ethical channel. 

Members of the veterinary profession fee] that the administration 
of these remedies to domestic animals requires professional training, 
and they prefer not to buy the products of the so-called lay or pro- 
prietary companies but have, in the past, dealt only with ethical com- 
panies which comprise our members. In recent years through the ad- 
ministration of the Federal income-tax law by the Bureau of Internal 
Revenue, a very flagrant discrimination against companies holding 
membership in our organization has arisen which we believe requires 
action by the Congress. 

As I mentioned in this, 130 members of a cooperative organized 
under the Iowa tax laws and obtained tax exemption on the volume 
of business as stated in this. In 5 years they have had increased the 
volume of business from $214,000 to where last year it was $3.5 mil- 
lion. I question why any member of this committee prior to this per- 
haps has increased that a group of veterinarians or trade people could 
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avail themselves of the tax laws that are on record so as to form a 
cooperative and obtain tax exemption. 

I presume that it has been furthest from your thought that such 
would be the case, and yet it is the case. It just raises the question in 
my mind, and perhaps in yours, if veterinarians can avail themselves 
of a tax exemption privilege, who among trade people in the country 
could not do so? 

Another thing that <a me is the fact that Iowa by action of 
its legislature may and has created a class of its citizens that obtain 
tax exemption. Some of my lawyer friends have said over in Illinois 
or Indiana, or some other State, they could not do that. 

I do not understand why, if we are to have a class of citizens who 
are tax exempt, it is not our Congress that establishes all the criteria 
that relate to that special privilege. 

I am not a student of this cooperative subject, but I raise that for 
your consideration. The Legislature of Iowa can establish a class 
of its citizens who are entitled to a tax exemption. I am told that 
in some other States they do so, but I would think that if a tax-exemp- 
tion privilege is granted it should be applicable to all citizens on the 
same basis. Of course, I am told also that in certain States this same 

rocedure is now being prosecuted, that is to say, cooperatives are 
eing considered in four other States to my knowledge, of this same 
kind and pertaining to veterinarians. 

It is perfectly possible that the entire veterinary profession, havin 
a total buying power perhaps of $30 million to $40 million all told, 
could eventually become tax exempt. 

In this Iowa cooperative we have at least a half-dozen veterinarians 
in Nebraska who are members of it, and some in Minnesota. Would 
it not be possible for your Iowa cooperative to expand and take in 
8,000 or 10,000 practicing veterinarians all through the United States ? 

I raise those points just for your thought. 

In 1952 five Iowa veterinarians formed a cooperative organization 
under the law of that State to produce and sell veterinary biologicals 
drugs, and supplies, identical to those products manufactured and sol 
by members of Associated Veterinary Laboratories. 

This organization, while designated as a “cooperative” and “not for 
pecuniary profit” limits its membership to graduate licensed veteri- 
narians only, exacts a “membership fee” of $2,500 and transfers all its 
net earnings into a “revolving fund of patronage dividends,” which in 
the discretion of its directors may be used as working capital or dis- 
tributed to members as patronage dividends in proportion to their pur- 
chases from the cooperative. 

Keep in mind, gentlemen, that veterinarians are neither agricul- 
tural producers nor are they agricultural consumers. They are 
middlemen. They are people that are serving the public, as many 
other classes do. 

Immediately after its organization this so-called cooperative pur- 
chased a serum plant in Des Moines, Iowa, and has greatly expanded 
the operations of the former owner. It sells only to licensed veteri- 
narians and has rapidly built up a large surplus because it pays neither 
Federal nor State income taxes upon that portion of its net earnings 
resulting from business done with its members. 

I wish the privilege, Mr. Chairman, to inject that this organization 
may sell 50 percent of its volume of business to nonmembers and as such 
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it is soliciting business from veterinarians in every State in the coun- 
try to my knowledge and also dealing with 60 veterinary wholesalers, 
so it is a going business on a big scale, all built up on tax exemption. 

The Cuarrman. Your entire statement will appear in the record. 

Mr. Wittiams. Thank you. I would like to say this: that this 
may appear to some of you as a small matter. The effects these 13 
companies have taken 30 to 40 years to build up the competence to do 
business that these people have done in 5 years. That is something to do 
think about. They built it up after payment of taxes. 

I thank you very much. This statement here has a suggestion that 
we would like to see amended to the law that at least cut out trade 
people and trade persons and entities from tax favoritism. 

You may think that farmers are entitled to some special considera- 
tion. I will not argue the general, overall merits of this. What 
excuse is there for Seta trade people come in as a cooperative? 
Is there any? I don’t know. I don’t think there is, Mr. Chairman. 

The Cuatrman. Thank you, Mr. Williams. 

Are there any questions ? 

Mr. Mason. om sir. 

The Cuatrman. Mr. Mason will inquire. 

Mr. Mason. Mr. Williams, all you have given us is an illustration 
of the tremendous growth of these cooperatives that are not farm 
co-ops and their effect upon the private industry that is doing the 
same thing and these are nothing but a group of professional men who 
have gotten together in order to avoid the tax and compete with other 
businessmen doing the same kind of work. 

Mr. Wiuu1ams. That is right, sir. This letter that Hon. Sidney 
Simpson read to you says that was their express purpose in organiz- 
ing. 

Mr. Mason. I have a copy of that letter that was sent me a year 
or two ago. 

The Cuatrman. Are there any further questions of Mr. Williams? 

If not, we thank you, sir, for coming to the committee and giving 
us this information. 

(The following statement was received by the committee :) 


Tue TAx EXEMPTION OF COOPERATIVE ASSOCIATIONS 


A Statement by Robert T. Patterson, Associate Professor of Public Finance, 
Claremont Men’s College and the Claremont Graduate School 


The earnings or net margins of cooperative associations are at present largely 
exempt from the corporation income tax. This is because such associations are 
permitted to deduct or exclude from gross income the dividends paid or credited 
to patron-members on the basis of their transactions with the associations. 
It is the purpose of this statement (1) to show that the exemption is inequitable 
and uneconomic, and that it permits a substantial loss of revenue to the Fed- 
eral Government, and (2) to suggest remedial legislation. 


THE SIGNIFICANCE OF THE EXEMPTION 


When, in 1909, the corporation tax statute imposed a 1-percent tax on the 
income of corporations, various organizations, including cooperatives, which 


“operated exclusively for the mutual benefit of their members,” were exempted.! 
There was little objection to so slight a tax advantage for this particular 


form of business. The exemption was of small significance, either for the 


136 Stat. 11, 113, 
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accumulation of capital through tax savings or for competitive price advantage 
over the cooperatives’ corporate rivals. 

Successive Federal revenue acts exempted certain farmer cooperatives, and 
the income of all others was made largely tax exempt by liberal rulings of the 
Treasury Department and court decisions. These rulings allowed them to deduct 
from their earnings the patronage dividends paid or credited to their members. 
This meant, in most cases, that only a small part of the earnings need be subject 
to tax. 

As tax rates on corporation income rose, what had been a slight tax saving 
to the cooperatives became a source of funds which afforded many of them a 
marked financial advantage over their corporate competitors. The differential 
gave leverage to cooperative expansion, enhancing the ability of such organiza- 
tions to retain earnings as additional capital and to compete vigorously and some- 
times destructively. The increment from tax-free income enabled many not only 
to increase their facilities and services, but, in some instances, to buy out their 
competitors. 

Moreover, where surplus accrued to a cooperative through tax savings, it could 
offer better prices and pay larger patronage dividends than would otherwise 
have been possible. The attraction of patronage to a business that has such an 
advantage can, of course, be irresistible, particularly if the business is reason- 
ably efficient and is able therefore to approximate the cost of operations of its 
strongest competitors. 

In recent years the trend of cooperative business has been markedly upward. 
Estimates of the Department of Agriculture, made solely for farmer cooperatives, 
show that between 1940-41 and 1953-54 their volume of business increased from 
$2.3 billion to $9.5 billion per year.2 Although this was a period in which the 
value of farm products and the amount of farm income rose substantially, it is 
a fair conjecture that a part of the increase in cooperative business was due to 
competitive advantage through the leverage of tax exemption.’ 

Better data are available for farmer cooperatives than for consumer coopera- 
tives. In 1953-54 there were 10,058 farmer cooperatives having 7.6 million 
memberships‘ and transactions of $9.5 billion. Im 1954 there were some 18,000 
consumer cooperatives having over 20 million memberships and transactions well 
over $1 billion.® 

The present tax on the income of ordinary corporations begins at 30 percent 
and rises to 52 percent. According to estimates of the Joint Committee on 
Internal Revenue Taxation the average rate that would apply to the earnings 
of cooperatives, were they taxable on the same basis, would be about 40 percent. 
But it is possible for the cooperatives, through disbursement of patronage divi- 
dends, to reduce their taxable income to a nominal amount. Besides this tax- 
favored status of the cooperatives themselves is the tax treatment of their 
members. Under present judicial determination, patronage dividends can be 
distributed in such forms that they are not currently taxable income to the 
recipients. 

This opportunity for double escape from income taxation is in marked con- 
trast with the tax situation of ordinary corporations and their dividend-receiving 
stockholders. In their case most of the earnings which are distributed as divi- 
dends are subject, also, to the personal income tax. Thus the income of ordi- 
nary corporations can be taxed at two levels—corporate and individual—while 
the earnings of cooperatives can be largely tax free at both income levels. 

Under the present tax exemption of cooperatives and their patron-members 
at least $150 million is lost to the Federal Government each year. That amount 
of added revenue could, of course, lighten somewhat the burden of other tax- 
payers or permit some reduction of the Government’s debt. 

A cooperative, when it lacks monopoly power or special privilege, is a com- 
petitive business entity. Its survival and growth depend, then, upon its effi- 
ciency, which in turn depends upon the wisdom of its directors in larger matters 
of decision and upon the ability of its management at the operational level. Its 
value to the Nation is determined by the real costs at which it provides its serv- 
ices. Like any firm in a freely competitive situation, its survival depends upon 


2Anne L. Gessner, Statistics of Farmer Cooperatives, 1058-54 (Washington: Farmer 
Coo erative Service, U. Department of Agriculture, 1956 , 69. 
‘arm income rose — $5.5 billion (1940-41 aan: a = $12.1 billion (1953-54 


average). U. 8. Department of Commerce, Bureau of the Census, ‘Statistical Abstract of 
the United States: 1956 (77th edition; Washington: Government Printing Office, 1946), 
p. 295. Comparable data for the value of farm roducts are not available. 

4 Many individuals belong to two or more association 

5 Data are based on Gessner, op. cit., p. 65; Statistical Abstract of the United States: 
1956, p. 868 ; and the author's estimates. 
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relatively low unit cost of output; that is, upon the economical application of 
labor, capital, and managerial effort to the particular productive processes in 
which it engages. The cooperative way of doing business is as good a way as 
any other when it has no special privilege and can survive under competitive 
conditions. In fact, in some instances the cooperative may be a superior form of 
enterprise.® 

If, however, to a greater or lesser extent a firm—whether it is a cooperative 
or any other form of enterprise—is subsidized by tax exemption, a part of its 
real costs of operation is borne elsewhere in the economy, directly by government 
and indirectly by all who contribute to pay the expenses of government. The 
subsidization of cooperatives by tax exemption is conducive to the establishment 
and survival of higher cost, less efficient business units throughout the economy 
than would otherwise be possible. This is not to say, however, that all coopera- 
tives, because they enjoy tax exemption, are high-cost, inefficient businesses. 
Subsidization of one particular form of business organization, whether by tax 
exemption or by other means, is certain to cause the displacement of other forms 
by the one favored. Businesses that are superior through efficiency and economy 
may succumb to those which are aided by an arbitrary tax advantage, To what 
length the cooperative movement may be carried by the impetus given it from 
the present tax laws, court decisions, and regulations cannot be clearly predicted. 
If cooperatives were to continue to broaden the scope and increase the volume of 
their business, thereby displacing the business of ordinary corporations, there 
would be a correspondingly larger area of revenue loss to the Government. 

All businesses—including cooperatives—that operate above the break-even 
point, before equity capital is rewarded, have earnings. It simply cannot be 
said that cooperatives, because of the nature of their organization, do not have 
income. As Albert W. Adcock has pointed out— 

“When comparisons are made, it is clear that cooperative corporations possess 
all of the essential attributes of ordinary business corporations except as to the 
basis of distribution of their net earnings. * * * The patronage dividends dis- 
tributed by a cooperative corporation are in the usual case distributions of cor- 
porate income which only superficially resemble refunds or additional price 
payments.” ” 

The member-patrons of a cooperative are the owner enterprisers of a business 
seeking a profit. They are attempting through the transactions of their mutual 
organization to save or to gain. Though their savings may be hidden or obscured 
by the complex relationship of owner-patron, prices, and patronage dividends, 
those savings or earnings are there, nevertheless, to the extent that the associa- 
tion operates economically. It is in no true sense a nonprofit association, for it 
has none of the typical characteristics of nonprofit organizations. As Prof. 
Lorne D. Cook has expressed it: 

“The gains from cooperative enterprise are found to be in the nature of corpo- 
ration profits, which, although they are distributed according to patronage, 
accrue to member-patrons in proportion to investment and entrepreneurial risks 
undertaken.” ® 

According to Prof. O. Glenn Saxon: 

“There is no basis in law, equity, economics, or logic for any cooperative corpo- 
ration to deny that it absorbs risks, creates economic capital, income, and profits 
through the use of its own management, labor, and capital. If successful, it 
has both gross and net profits which are not its members’ profits, and, if unsuc- 
cessful, has gross profits less than its operating costs, or net losses which are not 
it members’ losses. Nor can it deny that it creates, in addition to profit and new 
wealth, new jobs, as does any ordinary corporation, unless it merely replaces 
other organizations. It, therefore, produces dollar income, economic income, 
and taxable income, * * * The ownership of the income or profits of a coopera- 
tive corporation or any other legal entity turns not upon how that income or 
profit is distributed, but how it is produced and by whom it is produced.” ® 


*There are three conditions, each of them essential, which must prevail to make the 
establishment of a cooperative practical: ‘‘First, there must be geographical contiguity 
among the members; second, it is necessary that the members have significant economic 
interests in common; and third, the patron relationship should be a continuing one and 
one involving regular exchanges with the enterprise” (Lorne D. Cook, An Economic 
Analysis of the Federal Taxation of Income From Cooperative Enterprise, doctoral 
dissertation, University of Michigan, 1954 (typewritten, on microfilm), pp. 50-51). 

7 Patronage Dividends: Income Distribution or Price Adjustment, Law and Contemporary 
ee 1948), pp. 524, 525. 

. » DHie 

® Statement of Prof. O. Glenn Saxon, U. 8. Congress, House of Seen Committee 
aa and Means, hearings, Revenue Revision of 1951, pt. 8, 82d Cong., 1st sess., 1951, 
p. 
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The tax exemption has a substantial capital value to the cooperatives. It can 
be observed when a cooperative desires to buy up an ordinary corporate firm. 
Let us assume, for example, that the firm’s net earnings after taxes are $1 million 
annually and that the capitalized value of those earnings is $10 million (the 
going rate of return for that kind of an investment being assumed to be 10 
percent). 

Let us assume, also, that before payment of the corporation income tax its 
earnings were $2 million. If the cooperative regards a 10-percent return as 
satisfactory it can afford to pay as much as $20 million for the firm, because it 
can receive tax-free the full $2 million of annual earnings. Another ordinary 
corporation seeking to buy this firm could wisely pay no more than the after- 
tax capitalization value of $10 million. This illustrates why it is possible, in 
many cases, for cooperatives to compete ordinary corporations out of business 
or buy them up at far less than the full capital value of their earnings before 
taxes, 

THE STATUTORY AND ADMINISTRATIVE NATURE OF THE EXEMPTION 


Until 1951, farmer cooperatives which met certain requirements were exempt 
both from filing returns and from paying Federal income tax. From the elabor- 
ate definition of those that qualified as fully tax exempt it might be supposed 
that cooperatives, whether farmer or otherwise, which did not meet the re- 
quirements would be fully subject to the corporation income tax. That was not 
the case, however, for the dividends which they paid or allocated on the basis 
of patronage were excludable from gross income, and only the remainder— 
whatever that might be—was subject to the income tax. 

Associations that did not comply with the statutory requirements for tax 
exemption—the nonexempt cooperatives—were obliged to file income tax re- 
turns and, under certain circumstances, to pay some tax, although such payments 
ordinarily were small compared with those that would have been made by 
similar ordinary corporations. The fact is that the nonexempt cooperatives were 
almost as fully exempt from the Federal income tax as those that met the con- 
ditions for exemption. Their nearly tax-exempt position was ascribable not to 
any act of Congress but to rulings of the Treasury Department which had for 
many years permitted them to deduct or exclude that part of their earnings 
which was paid or allocated as dividends to their patrons. The courts simply 
confirmed this administrative practice. 

In the Revenue Act of 1951 Congress undertook to end the fully tax exemption 
privilege of the exempt cooperatives and to place them more nearly, but not 
exactly, on the same basis as the nonexempt associations.” ‘This legislation 
made the exempt cooperatives subject to the income tax to the same extent as 
the nonexempt cooperatives, except that they were allowed to deduct from gross 
income dividends which they paid on their capital stock and the amount of 
nonpatronage income which they allocated to patrons. The statute made it clear 
that the patronage dividends of both exempt and nonexempt cooperatives should 
be treated alike; that is, should be deductible or excludable in computing in- 
come. This, rather oddly, was done merely by reference to the prevailing tax- 
exempt status of the patronage dividends of the nonexempt cooperatives, which 
had come about not through legislation but by means of administrative deter- 
minations upheld by court decisions. The present law merely declares that the 
patronage dividends of the exempt cooperatives “shall be taken into account in 
computing taxable income in the same manner as in the case of a cooperative 
organization not exempt under section 521.” ” 

The Treasury Department is helpless to revise its practice. As far back as 
1914,” it had allowed nonexempt cooperatives to deduct or exclude from their 
taxable income amounts paid or allocated according to patronage. A _ long- 
accepted administrative practice is regarded as having congressional approba- 
tion, and only the most exceptional circumstances can justify its reversal.” 
Thus the Treasury Department is obliged to wait upon Congress to block this 
avenue of escape from the Federal income tax. Until Congress acts, it eannot 
be denied, the managers of cooperatives are legally justified in taking the ex- 


1° Sec. 101 (12) of the Internal Revenue Code of 1939, which provided for the exemption 
of certain farmer cooperatives, was left unchanged except that it was redesignated 
sec. 101 (12) (A). In the Internal Revenue Code of 1954 it became sec. 521. The exemp- 
tion that it granted, however, had been to a great extent removed by sec. 314 (a) (2) of 
the Revenue Act of 1951, which became sec. 101 (12) (B) of the amended Internal Revenue 
Code of 1939, and subsequently sec. 522 of the Internal Revenue Code of 1954. 

11 Internal Revenue Code of 1954, sec. 522. 

4 Treasury Decision 1996 (1914). 

18 Cf. Farmers’ Cooperative Co, vy. Birmingham, 86 F. Supp. 201 (D. C. Iowa, 1949). 
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emption; and in terms of their duty to their organizations they are bound to 
make the most of this tax privilege. 


THE “PRICING OUT” PROBLEM 


The possibility of minimizing earnings or net margins if they were made 
taxable raises a problem that has long troubled those who favor taxing the 
cooperatives in some way similar to that in which ordinary corporations are 
taxed. The process is sometimes referred to as “pricing out.” There seems to 
be no practicable way of preverting it as a means of tax avoidance. Cooperatives 
cannot be compelled to set prices at such a level that their net margins will be 
just the equivalent of the earnings of ordinary corporations operating under 
like circumstances. 

It has sometimes been suggested that a theoretical market price could be 
established at the time the cooperative’s transaction with its patron takes place 
and that any deviation from that price in the direction of “pricing out” would 
be regarded as an advance distribution of the cooperative’s earnings and the tax 
liability of the cooperative would be adjusted accordingly. Such a method, 
however, would be highly impractical. Any attempt to put the idea into practice 
would certainly be a failure. 

But the possibility of “pricing out” is probably not as great an obstacle to the 
taxation of cooperatives’ income as it at first seems. Undoubtedly the method 
would be used to some extent to avoid taxation, and the management of coop- 
eratives would have to take it into consideration in formulating their organiza- 
tions’ policies. Enlightened cooperative management knows, however, that 
“pricing out,” if carried very far, can be extremely dangerous. It can lead to 
the destruction of a cooperative if the margin of earnings allowed for uncertainty 
and error is too small. Some cushioning excess of receipts over expenditures 
must be assured if, sooner or later, through unanticipated changes in costs and 
prices as well as in general economic conditions the business is not to find itself 
in financial straits. The history of the cooperative movement is replete with 
failures due to pricing that resulted in too small a difference between recepits and 
expenditures. That price policies would be adopted, to some extent, to mitigate 
the taxation of net margins seems certain, but it is unlikely that the change 
would be extreme or that it would by any means do away with net margins. 

Not only would sound financial policy require the achievement of net margins, 
but the personal motives of coperative management would also be conducive to 
it. Their salaries, positions, and careers depend upon the financial strength and 
stability of their associations. And the improvement of their positions may de- 
pend upon the capacity of their firms to expand. Motivations of managerial 
power, too, would be favorable to price policies which resulted in substantial net 
margins that, even though subject to the income tax, could be plowed back into 
the business by merely allocating the net margins after taxes to the patrons. 


THE EXEMPTION FOR RECIPIENTS OF ALLOCATED PATRONAGE DIVIDENDS 


With respect to patronage dividends, whether paid in cash or credited to the 
patron in one form or another, the Treasury has consistently held that the re- 
cipients are subject to tax in the same way that other income is taxed, As many 
cooperatives allocated their earnings to patrons in paper that was far from being 
the real equivalent of cash, and as the recipients were expected to pay tax on 
such dividends in actual cash, the unreality of the Treasury’s theory that such 
payments represented immediate reinvestment was evidenced by many protests 
and much evasion. Nonnegotiable certificates payable at some far distant and 
indefinite time appeared to farmers and others as anything but cash, and certifi- 
cates or credits for small amounts were regarded as practically worthless. 

In recent years the theory, as it was applied by the Treasury Department, 
has not stood up under the scrutiny of the courts. They have upheld the more 
realistic view that such payments, under definitely described conditions, do not 
meet the test of realization that determines taxable income.“ Certificates which 
allocate cooperatives’ earnings to patrons, but which have no fair market value, 
were held not to be taxable income to the patrons at the time the certificates 
were issued. If later they were to acquire a fair market value they would then 
become taxable income. 


4 Carpenter v. Commissioner, 219 F. 2d 685 (5th Cir. 1955; Caswell’s Estate v. Com- 
missioner, 211 F. 24 693, 9th Cir. 1954) : Joplin vy. Commissioner, 17 T. C. 1526 (1952); 


Farmers Grain Dealers Association v. United States, 116 F. Supp. 685 (D. C. Iowa, 1953) ; 
Phillips v. Commissioner, 17 T. C. 1027 (1951). 
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The Carpenter case, which was decided by the Tax Court in 1953 and by the 
court of appeals in 1955," is a good example of the attitude of the judiciary. In 
its decision the Court of Appeals declared : 

“It is abundantly clear that the taxpayer’s receipt of revolving fund certifi- 
cates was not the equivalent of the actual receipt of cash, because the certificates 
had no fair market value. Furthermore, it is obvious that the funds withheld 
by the cooperative were not subject to the demand of the respondent. The 
respondent could control neither the amount of the funds that he would ultimately 
receive nor the time at which he might receive them.” 

The effect of these decisions has been to make it possible for cooperatives to 
allocate their earnings in such forms that they are not taxable income to their 
patrons. Even where the assumption is made that cooperatives’ income should 
not be subject to tax, the question has been raised whether cooperatives should 
be allowed to exclude from gross income the patronage allocations which are in 
such form that they are not currently taxable as income to the patrons. 


ESTIMATES OF REVENUE LOSS 


There is no accurate way in which the loss of revenue to the Federal Govern- 
ment through the tax exemption of cooperatives can be calculated. Estimates, 
however, give some indication of the magnitude of that loss in grossly approxi- 
mate figures. Much depends, of course, upon the assumptions which underlie 
the calculations. 

If, for example, we assume that the total annual volume of cooperative busi- 
ness, after adjusting for duplications, is $11 billion, that 5 percent of this amount 
becomes net margins of $550 million, that the average corporation income tax 
rate that would be applicable is 40 percent, and that no price adjustment to 
minimize net margins occurs, the revenue yield, if the net margins were subject 
to tax, would be $220 million. If it were assumed too that the remainder of the 
net margins—$330 million after tax—were distributed or allocated to owner- 
patrons and were subject to an average 20-percent personal income tax there 
would $66 million additional revenue. The total revenue to be obtained through 
the double taxation of cooperatives’ income, under these assumptions, would be 
$286 million. 

If, to be conservative, we assume that 3 percent (instead of 5 percent) of 
cooperatives’ net transactions became net margins of $330 million and that that 
amount became subject to the corporation income tax at an average rate of 40 
percent, the revenue yield would be $132 million. And if the remaining net 
margins of $198 million, after tax, were to become income to the patron-owners 
and subject to an average tax rate of 20 percent to them, $39.6 million additional 
revenue would be obtained. Through taxation at both levels of income, a total 
revenue to the Federal Government of $171.6 million would be obtained. 

But cooperatives now pay some income tax, and patron-owners (except in 
consumer cooperatives) are taxable on the cash distributions and the allocations 
having fair market value received by them. In 1953 the revenue yield from 
farmer cooperatives alone was $9.8 million.” Something more was derived 
from nonfarmer cooperatives. Personal income tax paid on patronage dividends 
is conjectured at $5 million, although probably this is a high figure since the 
Carpenter and other decisions, before which $10 million would have been a fair 
estimate. Thus a present total revenue yield under the prevailing exemptions 
must be allowed for. This should be subtracted from the estimates made above. 
Under the assumption that net margins average 5 percent the present revenue 
loss would approximate $271 million, while under the assumption that net mar- 
gins are 8 percent of transactions the estimated revenue loss would be $156.6 
million. These figures can, of course, be adjusted in accordance with the accept- 
ability of the assumptions upon which they are estimated. 

One need not be highly critical to perceive that these estimates are rough 
figuring. They take no account of the pricing out possibility. Also, not all 
recipients of patronage dividends will report them as income. But whatever 
method of estimate is used, the fact is that the loss of revenue to the Federal 
Government is a fairly considerable amount. 


18 Carpenter v. Commissioner, 219 F. 2d 635 (5th Cir., 1955). 
%U. S. Treasury Department, Internal Revenue Service, Public Information Division, 
news release, January 19, 1957. 
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SUMMARY AND RECOMMENDATION 


In summary, we may note several points. Cooperatives are not eleemosynary 
associations, but are businesses seeking gain for their members; they are not 
partnerships or agencies, but are corporate enterprises; they have income of the 
same kind as ordinary corporations have, and Congress has the power to tax 
it in the same way that other corporation income is taxed. The exemption can- 
not be shown to be in the public interest, for it leads to less than the fullest use 
of the Nation’s resources by permitting the survival of inefficient business units. 
It is inequitable because it permits heavy taxes to be taken from one form of 
corporate business and not another, giving a marked competitive advantage to 
businesses that assume the cooperative form. Also to be taken into account is 
the loss of revenue to the Federal Government. 

Since the corporation income tax, under present circumstances, cannot be 
done away with, the next best solution to the problem is to levy that tax on coop- 
eratives’ earnings or net margins. A bill which undertakes to do this was 
introduced by Representative Mason, of Illinois, in the 1st session of the 85th 
Congress. The measure (H. R. 501) is described as “A bill to equalize taxation 
and provide revenue.” Its purpose is to tax cooperative corporations, their 
stockholders, and their patrons in exactly the same manner as ordinary cor- 
porations and their stockholders are taxed. It provides for the repeal of sec- 
tions 521 and 522 of the Internal Revenue Code and disallows the deduction of 
patronage dividends for tax purposes. Under its provisions a cooperative would 
pay tax at the corporate rates on all its earnings before any distribution of divi- 
dends on stock and dividends on patronage. Stockholders and patrons would 
pay tax at the full individual rates on their receipts of dividends on stock and 
dividends on patronage, with the exclusion of $50 and the tax credit of 4 percent 
which is now given to the recipients of dividends from ordinary corporations. 
The objectives and provisions of this bill are recommended to your committee. 

Enactment of H. R. 501, or similar legislation, it must be acknowledged, would 
not establish full tax equality, for cooperatives could adjust their prices in order 
to reduce net margins, and patronage dividends having no fair market value 
would not be taxable to patrons until some indefinite future time. Nevertheless, 
it would provide the most practicable and equitable treatment of cooperatives’ 
earnings and dividends that is possible within the present tax structure. 


The Crarrman. Our next witness is Mr. Joseph J. O’Connell. 
_ Mr. O’Connell, will you give us your name, address, and the capacity 
in which you are appearing for the benefit of the record, please, sir? 


STATEMENT OF JOSEPH J. 0’CONNELL, JR., ON BEHALF OF THE 
NATIONAL TAX EQUALITY ASSOCIATION 


Mr. O’Conneti. Mr. Chairman and members of the committee, my 
name is Joseph J. O’Connell. I am an attorney, with offices in New 
York and in Washington, and I appear before this committee today 
as the spokesman for the National Tax Equality Association, an asso- 
ciation of businessmen of some 6,000 members who for some years 
have been giving a major portion of their attention to what they 
consider to be instances of lack of equality in our tax system. 

The Cuarrman. Mr. O’Connell, is it possible for you to complete 
your statement in 5 minutes? 

Mr. O’Connett. It is not, Mr. Chairman. May I suggest that my 
statement be accepted for the record without my reading it? I made 
a few notes which I am sure I can complete within less than 5 
minutes. 

The Cuarrman. Without objection, the entire statement will appear 
in the record. 

(The statement is as follows :) 
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STATEMENT ON BEHALF OF THE NATIONAL TAX EQUALITY ASSOCIATION BY JOSEPH 
J. O'CONNELL, JR. , 


PART I. STATEMENT OF POSITION 


All taxpayers have a large stake in an equitable solution of the vexatious 
problem of determining the proper tax treatment of cooperative corporations. 
The wisdom of a taxing policy which accords a large segment of American busi- 
ness treatment which is preferential to their competitors is a matter of grave 
concern to such competitors. Even more important, a taxing policy that opens 
the door to the decimation of the Federal income tax by the cooperatization of 
more businesses and industries is a matter of deepest concern to all taxpayers. 
This committee should take the lead in restoring equity and protecting the 
revenues. 

It would be well to summarize the position that the National Tax Equality 
Association is taking and the basis for that position, as hereinafter more par- 
ticularly set forth. 

First, and-foremost, it should be emphasized that it is not the purpose of the 
proponents of cooperative taxation to destroy or punish the cooperative move- 
ment, Their purpose is merely to bring about equality of taxation and to elimi- 
nate competitive inequities. It cannot be seriously disputed that the coopera- 
tives are not dependent upon their tax privileges to exist and prosper. Nor will 
taxation prevent cooperatives from growing and expanding; they will merely be 
limited to a rate of growth and expansion more comparable to that of their 
business competitors. Cooperatives can grow and prosper under tax equality to 
the same extent as their business competitors. Tax equality does not imply dis- 
approval of the cooperative movement. Cooperatives are performing a necessary 
and desirable function. They can still perform it without their unfair tax 
advantages. 

Second, the inequity which is sought to be remedied is that which allows the 
deduction of patronage dividends paid to cooperative members and applies to 
the exempt and nonexempt cooperatives alike. While there are certain special 
privileges enjoyed by exempt cooperatives, these are relatively minor compared 
to the patronage dividend loophole. 

Third, any solution that would have the small individual farmer-member bear 
the brunt of the taxation of cooperative earnings would be obviously unfair. 
The Revenue Act of 1951 was aimed in that direction. It granted to cooperatives 
the right to deduct patronage dividends merely allocated to patrons without 
giving such members anything of real value. The result has been, in many cases, 
that patrons have been required to pay tax on worthless paper or mere book 
credits without receiving cash to pay the tax. Recent court decisions have 
overruled the Treasury regulations on this point and the patron has escaped 
taxation where his allocable share of cooperative earnings has been assigned to 
him in a form without market value. Now, some cooperative leaders are support- 
ing proposals to get around these court decisions and tax patrons on distributions 
deductible to the cooperative whether such distributions have value in the 
patrons’ hands or not. The interest of the individual farmer are not served by 
this legislation. A recent observation by the Court of Appeals for the Fourth 
Circuit in Long Poultry Farms, Inc. v. Comm, (F. 2d (4 Cir., Nov. 8, 1957) ) is of 
real significance in this regard: 

“* * * Anart from the question of constitutionality of such a requirement, 
which would be a serious one, it is a safe assumption that Congress never intended 
to impose upon the patrons of cooperatives the hardship and burden which the 
taxability of these contingent credits would involve.” 

The NTEA believes the proper solution is tax equality. If this cannot be 
achieved, then the essential element of any compromise solution is tax equality 
at the corporate level with any concession being given to the member. 

Fourth, the heart of the cooperative problem is the retention of earnings which 
have never been subjected to the Federal corporate income tax. Cooperatives 
are permitted to escape tax on retained earnings by issuing capital stock, and 
these earnings are never taxed to it. Cooperatives can escape tax on retained 
earnings merely allocated to members by “letters of advice,” and these earnings 
are never taxed. And while their corporate competitors are paying 52 percent 
on their earnings, cooperatives are using theirs to purchase new capital facilities, 
modern machinery, equipment, expanding vertically and horizontally and acquir- 
ing taxpaying competitors. Taxpaying businesses cannot keep up with tax- 
privileged businesses whose accumulation of additional capital is twice as great 
as their own. 
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Fifth, the rapid expansion of cooperatives poses a serious problem of loss of 
revenue. Each year additional business income is being taken off the tax rolls 
and placed under tax-sheltered protection of the cooperative form. A list of 
some cooperative outright acquisitions of previously taxable businesses is set 
forth in a succeeding section of this statement. In addition, cooperatives are 
acquiring a consistently larger share of the national market by their ability to 
modernize, equip, and finance themselves with tax-free dollars. This, too, 
results in lower revenue from the Federal corporate tax. Such losses, perhaps as 
much as $400 million can only result in higher taxes for everyone else. 

Sixth, a clear precedent exists for imposing a tax to cure competitive inequal- 
ity and protect the revenues. The Revenue Act of 1950 contained a series of 
provisions designed to revoke the exempt status of certain income of religious, 
educational and scientific organizations. Despite the worthy nature of these or- 
ganizations and their high standing, the Congress determined that they should 
not be permitted to earn unrelated business income without the payment of a 
tax. The essential thinking behind this change in law was that serious competi- 
tive inequalities were produced by a tax-exempt organization competing with a 
taxable organization. Then, too, Congress was not unmindful of the substantial 
revenues which were escaping the tax collector’s net. The Revenue Act of 1950 
was corrective rather than punitive legislation and did not represent congres- 
sional disapproval of the business activities of exempt organizations. It merely 
decreed that as businesses they must pay the same tax as any other business. 

The same considerations apply to cooperatives. 

Seventh, there exists no genuine justification for the present exempt status 
of cooperatives. 

A whole host of distortions and half-truths have been advanced. Perhaps the 
most plausible justification is purely ‘historical—they have never been taxed, 
so why start now? However, history also provides an ironic insight into the 
need for a change in this area. One need only compare the rate of tax, revenue 
needs, the size and strength of cooperatives when the exemption was first 
granted with these same factors as they exist today to realize how essential it 
is to give this problem a completely new look. 

Another so-called justification is the claim that cooperatives pay the same 
taxes as anyone else and that taxable businesses are in a position to do the same 
thing by distributing their profits to their customers. This is absurd on its face. 
Ordinary corporations are run primarily for the benefit of their stockholders— 
who supply the necessary capital. The cooperatives are able to distribute their 
profits to their patrons because their patrons are also their owners. Where this 
identity between ownership and patronage does not exist, the profits in our system 
must be distributed to the owners. This so-called right of business to do the 
“same thing” is an empty one indeed. 

A number of quasi-legal arguments have been advanced. Some have questioned 
the constitutionality of taxing net margins. Others claim that cooperatives are 
merely agents of partnerships. The most commonly advanced legal argument is 
that patronage dividends are mere price adjustments made to customers. These 
arguments are all taken up in detail in a later portion of this statement. They 
do not provide a basis for the exemption as a matter of law or policy. 

Finally, as a matter of policy, every corporation doing business in this country 
should be expected to bear its share of the tax burden and should not oppose tax 
equality. This is a time of international crisis and the revenue needs are great. 
This is no time to continue outmoded historical exemptions which have long lost 
whatever validity they once had. No one should want such an exemption and 
certainly Congress should not grant it. 


PART Il. LEGAL ANALYSIS OF THE PROBLEM 


The legal bases upon which the cooperatives have enjoyed special tax privi- 
leges have their origins in both statutory and “Treasury made” law. Coopera- 
tives are generally divided into two categories for the purposes of the internal 
revenue laws—the exempt and the nonexempt, although these terms are no longer 
completely descriptive. The statutory tax privileges of the exempt cooperatives 
are now contained in section 522 of the Internal Revenue Code. These privileges 
consist of the right to deduct dividends on capital stock and patronage alloca- 
tions of income not derived from patronage, as well as to enjoy the nonstatutory 
privilege of patronage dividends. 

The nonexempt cooperatives, like exempt cooperatives, enjoy the nonstatutory 
privilege of deducting patronaged dividends. They do not derive their special tax 
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treatment from any provision of the Internal Revenue Code but solely from a 
longstanding administrative determination that allocations to members pursuant 
to patronage dividend contracts are deductible from gross income. This de- 
termination rests on the assumption that these contracts give rise to bona fide 
price adjustments between seller and buyer which must be reflected in gross 
income. The same assumption apparently underlies the allowance of the patron- 
age dividend deduction to exempt cooperatives. 

The succeeding portions of this discussion are devoted to a demonstration of 
the invalidity of that assumption. 

It is essential to a proper understanding of the exemption and its effect on 
the whole fiscal structure to trace the history of the current co-op tax exemption. 
Two points may be observed from this brief historical summation: 

First, the present virtually complete exemption of cooperative enterprises 
from a 52-percent corporate tax rate goes far beyond the intent and purposes of 
the framers of the original exemption. That original exemption, which pro- 
vided a shelter against a most modest rate of tax, was intended to assist small 
groups of individual farmers struggling to exist in a hostile economic and politi- 
cal climate. The totally different tax structure and economic condition of 1957 
demand a new approach to cooperative taxation. 

Second, the exemption has been spread to nonagricultural cooperatives by 
means of liberal Treasury regulations permitting the deduction of earnings dis- 
tributed to members as patronage dividends. This phase of the problem has 
never been passed on by the Congress and cannot be said to represent congres- 
sional intent, unless it be by mere congressional inaction. 

The earliest ancestor of the present exemption is found in the Corporate Excise 
Tax Act of 1909 which imposed a tax of 1 percent on net income above $5,000. 
Section 38 of that act provided for the exemption of “labor, agricultural, or 
horticultural organizations,” This provision was carried over into the income-tax 
laws enacted in the Revenue Act of 1913. 

The Revenue Act of 1916 made the first specific reference to the cooperative 
form. Section 11 (a) (11th) of that act exempted “Farmers, fruitgrowers or 
like associations, organized and operated as a sales agent for the purpose of 
marketing the products of its members and turning back to them the proceeds of 
sales less the necessary selling expenses, on the basis of the quantity of produce 
furnished by them.” 

The tax provided in the 1916 act was 2 perecent of net income and, as noted 
above, the exemption was limited to associations, acting solely as sales agents, 
returning the proceeds of sales to their members. This language apparently 
contemplated the remittance in cash of the entire proceeds less necessary 
expenses. 

The exemption continued to broaden. In 1921, the exemption was extended to 
include purchasing cooperatives which operated as purchasing agents of supplies 
and equipment for the use of members at cost. The statutory exemption was 
even further broadened by the Treasury regulation promulgated thereunder.’ 
These regulations provided that the maintenance of reasonable reserves for de- 
preciation or possible loss or a sinking fund or surplus to provide for added 
facilities or to pay indebtedness would not terminate the exemption. It was 
also provided that cooperatives would not lose their exemption by virtue of 
having capital stock upon which they paid dividends not exceeding the legal 
rate of the state of incorporation or 8 percent per annum whichever was greater, 
or by doing business with nonmembers. Thus, the regulation took several steps 
away from the single original agency concept. Reserves for depreciation, ex- 
penditures, indebtedness and capital stock dividends all contributed to the recog- 
nition of the cooperative as an independent business entity. It was not merely 
the sum of its members. Even more explicit recognition of this was provided 
by that portion of the regulation which permitted business with nonmembers. 
The Revenue Act of 1926 in effect ratified the extension made to them by the 
Treasury Regulations. It also eliminated the agency concept and referred 
simply to associations organized and operating on a cooperative basis for market- 
ing or purchasing activities. Substantially all the stock of an exempt coopera- 
tive had to be owned by producers and, in the case of a purchasing cooperative, 
not more than 15 percent of its business could be transacted with persons who 
were neither members or producers. 


2 Regulation 63, art. 522. 
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The exemption remained in the form enacted by the Revenue Act of 1926 for 
25 years. The requirements for exemption might be summarized as follows: 

(1) An exempt cooperative must be organized on a cooperative basis. 

(2) It must operate on a cost basis, ultimately turning back net proceeds to 
members and nonmember patrons. 

(3) Substantially all stock, except nonvoting, non-profit-sharing preferred 
stock, must be owned by producers or member patrons. 

(4) Dividends could not exceed 8 percent or the legal rate in the State of 
incorporation, whichever is greater. 

(5) Reserves required by State law, or alternatively reasonable reserves, 
could be accumulated. 

(6) Neither the cooperatives nor its member patrons may gain a discrimina- 
tory advantage over nonmember patrons. 

Before going in to the changes wrought by the Revenue Act of 1951, it would 
be well to trace briefly the parallel development of the patronage dividend 
deduction. The establishment of this deduction is of the greatest importance in 
that it accorded all cooperatives most of the benefits enjoyed by exempt co- 
operatives without the necessity of qualifying for the statutory exemption. The 
principal consequence was that the cooperative movement spread from the farm 
to the factory, mine, retailer, wholesaler, service enterprise and indeed into 
every conceivable type of business enterprise. 

Prior to 1951, the patronage-dividend deduction had never been recognized in 
any congressional action. It originated in administrative grace and without 
the benefit of court decisions or statutory enactment. In a series of rulings 
from 1914 to 1930, the Treasury spelled out the theory upon which patronage 
dividends paid to members have been eliminated from the taxable income of 
cooperatives.*? Sometimes this elimination takes the form of a deduction and 
in other cases it is included as “cost of goods sold” or excluded from gross 
receipts. The Treasury’s idea has been that patronage dividends are to be 
regarded as discounts or rebates and it entertains the theory that their reality 
is that of an adjustment, contractually required, in the prices of goods sold to or 
purchased from the cooperative. The contractual requirement may be in the 
form of an express contract with the patron or merely a provision in the State 
corporation statute, articles of incorporation, bylaws, or published rules. 

The theory of the patronage dividend appears to be that the cooperative is 
doing business at cost. The cooperative arrives at cost by charging or paying a 
tentative price above or below cost, as the case may be, depending on whether 
it is a purchasing or a marketing cooperative, and then paying a patronage 
dividend at the end of the year to arrive at “true cost.” The fallacies in this 
theory are many and are discussed in a later portion of this memorandum. 
Suffice it to say at this point that if ordinary business corporations were to 
attempt to do business with their stockholders at cost, even by agreement, the 
Treasury would disregard such agreement as not at arm’s length disguising a 
distribution of its earnings to its stockholders. 

The forms which the payment of patronage dividends may take are many and 
varied. It is clear that under the regulations payments need not be in cash, 
merchandise, or in the form of paper with a readily realizable market value. 
Dividends may be “paid” in the form of scrip, stock, certificates, of indebtedness, 
revolving-fund credits, letters of advice, or mere book allocations. These can 
be nontransferable, nonnegotiable, and, for all practical purposes, without mar- 
ket value. Actual payment of dividends can easily be deferred indefinitely or 
at least until the cooperative is ready to be liquidated or dissolved. 

The courts have never had occasion to make an independent analysis of the 
validity of the Treasury’s regulations in this area. In such litigation that has 
arisen, the taxpayer and the Treasury have been in agreement that the regula- 
tions should be applied and the only issue is their application to the individual 
ease. The courts have honored the well-established regulations without passing 
upon them. For example, in Cooperative Oil Assn. v. Comm. (115 F. 2d, 666) 
the court stated, at page 668 : 

“* * * petitioner points to no statute authorizing any deduction whatever, and 
we are in effect asked to hold that a practice of respondent permitting a deduc- 
tion not authorized by statute, is not liberal enough. We know of no manner 


2T. D. 1996 (1914) ; T. D. 2737 a); 64, 1 CB 208; I. T. 1499, I-2 CB 189; 
I. T. 1566, II-1 CB 85; SM 2288, III-2 op 233 SM 2595, IlI-2 CB 238 ; Abe 9967, 
scaie Ge aor GCM 12393, XII-2 CB 398; GCM 13895, 1937-1 CB 56; I. 3208, 
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in which such liberality may be reviewed in this court * * * Whether respond- 
ent should have allowed the deduction he did allow is a question upon which 
we express no opinion.” 

The courts have been extremely generous toward cooperatives in applying 
the constructive receipt and reinvestment doctrines. They have allowed deduc- 
tion for patronage dividends “paid” where the cooperative never distributed the 
money but applied it, pursuant to a bylaw, to the purchase of capital stock for 
the patron. In United Cooperatives (4 T. C. 93) the court stated: 

“The fact that member patrons were under obligations with regard to the 
purchase of petitioner’s stock under certain circumstances and that petitioner 
had the right to apply a part of the ‘patronage dividends’ to a satisfaction of 
such obligations, is immaterial. It does not affect the right of the member 
patrons to receive ‘patronage dividends’, but merely constitutes a permanent 
directive as to their application. The result of the procedure set up by peti- 
tioner’s bylaws was as if the stockholder member who was under obligation 
to purchase additional stock had received, in cash, the ‘patronage dividend’ and 
had thereupon applied this sum to the payment of his stock. The stock, when 
thus paid and issued to him, was not in the nature of a stock dividend, but 
represented an additional investment. * * *” 

Other decisions have permitted the allocation of reserves set aside out of 
earnings to be treated as patronage dividends, where the patrons’ interests were 
evidenced in certificates of indebtedness or “revolving fund” certificates.’ At 
least one case has gone so far as to allow the exclusion of net proceeds or earn- 
ings from corporate income where such earnings were placed in general reserves 
without a pretense of distribution. Moreover, the courts seem to hold that 
patronage dividends have been “received,” even where certificates evidencing 
such dividends are nontransferable, nonmarketable, and give no right to assets 
of the cooperative until the liquidation of the cooperative. 

The Revenue Act of 1951 put the patronage-dividend deduction into statutory 
form albeit in a somewhat oblique manner. It permitted the exempt cooperative 
to take patronage dividends into account in computing taxable income “in the 
Same manner as in the case of a cooperative organization not exempt under 
section 521.” Patronage dividends could be paid in the form of cash, mer- 
chandise, capital stock, revolving-fund Certificates, retainer certificates, certifi- 
cates of indebtedness, letters of advice or “some manner that discloses * * * 
the dollar amount of such dividend, refund or rebate.” Moreover such dividend 
need not be paid until 844 months after the close of the taxable year. 

The avowed purpose of the Revenue Act of 1951 was to impose a tax on the 
so-called exempt cooperatives on their unallocated earnings and to impose a tax 
on the member patrons on the allocated earnings. If this was indeed the pur- 
pose of the 1951 act, it has substantially failed on both counts. On the first count 
it has proved to be a relatively simple matter for a farmers’ cooperative to 
make book allocations of all its earnings and leave little, if anything, to the tax 
collector. As indicated by the statute, a mere “letter of advice” informing the 
patrons of the amount allocated to them is sufficient to support the deduction. 
There is no certainty as to whether the patrons will ever receive it. On the 
second count, the member-patrons have continued to successfully resist taxation 
on allocations without market value (Comm. v. Carpenter, 219 F. 2d 635; Cas- 
well v. Comm., 211 F. 2d 693; Bernard B. Carter, par. 57,005 P-H Memo TOC; 
F. Wendell Miller, par. 57,098 P-H Memo T. C.; Mary Grace Howey, par. 54,125 
P-H Memo T. C.). In short, the objective of taxing all cooperative earnings 
either to the cooperative or to the patron has been thwarted. Indeed, it would 
be a relatively simple matter for a cooperative to so arrange its affairs that 
none of its earnings would be taxable either to it or to the patron while still 
retaining all the cash representing its earnings. One of the proposals to remedy 
the 1951 law has been to provide specifically for the taxation of the patron 
wherever the cooperative is entitled to a deduction, regardless of the market 
value of the distribution. Not only would this be grossly unfair to the patron 
but probably be unconstitutional as well. When there is no value received, 
there is no income to be taxed. See Long Poultry Farms v. Comm., supra. 

The failure of the 1951 law to operate as it was perhaps intended should not 
obscure its more basic defect. For the first time, it provided a semblance of 
statutory recognition to the wholly fallacious idea that patronage dividends 
are essentially price adjustments or rebates which should be deducted. 


8 Midland Cooperative Wholesale (44 B. T. A. 824). 
1948)). Joaquin Valley Poultry Producers’ Assn. vy. Comm. (186 F. 2d 382 (C. C. A. 9th, 
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In the final part of this section it would be well briefly to examine such legal 
‘justifications” as have been advanced to defend the present state of the law. 
Most of them can be disposed of by merely stating them. For example, at one 
time it was frequently said that it was not constitutional to tax cooperatives on 
their net margins. This theory was finally and effectively exploded by a study 
prepared in 1951 by the staffs of the Treasury and the Joint Committee on Inter- 
nal Revenue Taxation entitled “The Power of Congress to Tax Cooperatives on 
Net Margins.” It was found that cooperatives were corporate entities and that 
their net margins were income which could be reached by the Federal taxing 
power under the 16th amendment. One need look no further than the legion of 
cases denying deductions to corporations making so-called contractual payments 
to their stockholders to see that net margins can be constitutionally reached as 
income. If the agreement is not at arm’s length and is intended to give the en- 
tire profit from the transaction to the stockholder, it is crystal clear that the 
payment is in substance a mere distribution of earnings. These factors exist 
with respect to patronage dividends. 

It has also been asserted that cooperatives, although corporate in form, are 
really agencies, partnerships, or trusts and are not subject to tax in their own 
right. ‘Cooperatives are incorporated under State statutes, have all the legal 
characteristics of corporations and have none of the legal characteristics of true 
partnerships, or trusts. This contention can be best answered by a brief quotation 
from Moline Properties v. Comm. (319 U. 8S. 486), as follows: 

“The doctrine of corporate entity fills a useful purpose in business life. 
Whether the purpose be to gain an advantage under the law of the state of 
incorporation or to avoid or to comply with the demands of creditors or to serve 
the creator’s personal or undisclosed convenience, so long as that purpose is the 
equivalent of business activity or is followed by the carrying on of business by 
the corporation, the corporation remains a separate taxable entity. * * * In 
Burnet vy. Commonwealth Imp., Co. 287 U. S. 415, 53 S. Ct. 198, 77 L. Ed. 399), this 
Court appraised the relation between a corporation and its sole stockholder 
and held taxable to the corporation a profit on a sale to its stockholder. This 
was because the taxpayer had adopted the corporate form for purposes of his 
own. The choice of the advantages of incorporation to do business, it was held, 
required the acceptance of the tax disadvantages. [Emphasis added. ] 

Two other contentions of even less weight that have been advanced are: 
(1) Cooperatives do not really enjoy any special tax privileges as regular busi- 
ness corporations can do the same thing as cooperatives, i, e., reduce their 
taxes by rebating their profits to their customers; and (2) If cooperatives were 
to be taxed on their net margins, they could frustrate such program by doing 
business at cost. 

The first contention is obviously absurd in view of the fact that business cor- 
poration lack the identity between their patrons and their owners maintained by 
cooperatives. It is beyond the realm of reason to cite this as a real possibility. 
Moreover, if all business were to be done in this form, little, if any, income would 
remain subject to the corporate income tax and a new system of taxation would 
be in order. Furthermore, to the extent ordinary business corporations do busi- 
hess with their stockholders (particularly closely held corporations), they are 
held to a standard of arm’s-length dealing that would preclude the usual patron- 
age dividend from being treated as a reduction of income. 

As to the threat to do business at cost, it is economically impracticable for 
any business. Any cooperative attempting it would court certain bankruptcy. 
In any event, competitive businessmen would welcome such a turn of events as 
: would eliminate the power of cooperatives to expand and grow on tax-free 

ollars. 

Only one contention remains to be discussed. Considerably more space is 
devoted. to it than the others not because of any great intrinsic merit but only 
because the Treasury appears to have embraced it. This is the “price- 
adjustment” theory. 

The cooperatives maintain that patronage dividends are properly excludible 
or deductible from the gross income of a cooperative corporation on the theory 
that such dividends represent rebates, discount, price adjustments or refunds 
made pursuant to contract by such corporations to their member-patrons. In 
fact, patronage dividends are not substantially akin or even similar to bona fide 
price adjustments; to the contrary, they are earnings of cooperatives dis- 
tributed as profit to members. 

Many differences between a price adjustment and a patronage dividend can 
be noted even on the most cursory examination. 
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(1) Price adjustments or rebates are generally regarded in the commercial 
world as payments made for the encouragement of quick cash payments, quantity 
purchases, or continued future patronage. These considerations are obviously 
absent in the case of patronage dividends which serve solely as a vehicle for 
the distribution of profits. 

(2) Patronage dividends are paid only in the event of profit; price rebates 
are generally independent of profit. 

(3) Patronage dividends are paid months and even years after the sales 
involved. 

(4) Patronage dividends are paid in the form and the amount selected by 
the cooperative in its discretion, a discretion not available to ordinary business- 
men Called upon to make a price adjustment. 

(5) Patronage dividends are subordinated to the payment of creditors and 
even of dividends on capital stock. 

(6) Patronage dividends are not recognized as price adjustments under vari- 
ous pricing laws. 

(7) Patronage dividends bear no relation to the profit realized by the corpora- 
tion in its transaction with the‘individual member to whom the dividend is 
dstributed. The price adjustment or rebate theory assumes a calculation of 
profit on each individual member’s business, but in fact, no such calculation 
ever takes place. An individual member’s transaction may result in a loss to 
the coaperative but he still receives a dividend based on profits gained in another 
wholly unrelated segment of the business. His transaction may result in profits 
much greater or much smaller than the average margin and yet his dividend 
is determined by reference to the average margin. The cooperative may realize 
profits upon transactions with its members and such profits may become non- 
distributable due to corporate losses in other enterprises. These factors point 
up the fact that patronage dividends are paid not out of profits from each mem- 
ber’s dealings, but out of corporate earnings as a whole. 

(8) As previously noted, the contractual agreements pursuant to which 
patronage dividends are paid are not entered into or carried out at arm’s length. 
Tax-avoidance is a dominant motive for these agreements. 

(9) Patronage dividends reflect the earning power of activities carried out 
solely by the cooperative itself. A marketing cooperative will not only market 
but it may store, process, and manufacture. All their activities have commercial 
value, the profits from which belong to the cooperative and the cooperative alone. 
To treat these amounts as price adjustments is plain nonsense. 

Thus, the price adjustment theory, the only semblance of support to the patron- 
age dividend deduction, disintegrates on examination. Adopted by the Treasury 
some 40 years ago and never tested in the courts, it is overdue to be eliminated 
from the tax system. 


PART III. THE DEVELOPMENT OF COOPERATIVES IN THE AMERICAN ECONOMY 


Cooperation in the United States has been largely an agricultural movement. 
It originated a century ago in response to the need of farmers to find an efficient 
method of marketing their crops. Since many crops were produced for distant 
markets, individual farmers could not ship in carlot quantities and had little 
chance of attracting buyers for their small quantity of produce. By engaging 
in group selling, farmers could attract buyers and obtain better prices for their 
produce. The goal of cooperation has always been to obtain a larger share of 
the consumer’s dollar for the farmer. 

There have been five definite stages in cooperative development in the farm 
field. The first period, in the years preceding 1870, was one of experimentation 
which met with little success. The second period was largely promoted by 
the National Grange as a solution to the agricultural depression which followed 
the Civil War. The Grange contemplated cooperation in both the sale of the 
farmer’s produce and the purchasing of his supplies. The third period was one 
of gradual expansion and lasted until World War I. 

The fourth period of development occurred during World War I and lasted 
through the 1920’s. This period was characterized by favorable Federal legis- 
lation as cooperation had come to be considered a cure for the farmer’s economic 
ills. Federal income-tax exemption was granted cooperatives in 1913 and 
was soon followed by section 6 of the Clayton Act of 1914 which removed 
certain authorized cooperative activities from the antitrust laws. In 1922 
Kentucky adopted the Bingham Cooperative Marketing Act which became the 
pattern for similar acts in other States. In the same year the Capper-Volstead 
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Act authorized the formation of cooperative associations and clarified their 
status under the antitrust laws. 

The Federal Farm Board, predecessor to the present Farm Credit Adminis- 
tration, was created by the Agricultural Marketing Act of 1929 “to promote, 
protect, and stabilize the marketing of agricultural commodities.” A revolving 
fund of $500 million was available for lending to cooperative businesses. The 
board organized many national cooperatives to sell commodities purchased 
from farmers by local cooperative associations. Under this impetus the number 
of associations increased from 5,424 in 1915 to 12,000 in the 1929-30 season and 
their volume of business jumped from $635 million to over $2.5 billion in the 
same period. Following this period of expansion, the cooperatives were beset 
by economic failure during the depression years of the early thirties in spite 
of Government aid and encouragement. 

From 1929-30 to 1938-40 the number of farmers marketing and purchasing 
associations declined from 12,000 to 10,700; and their total business fell from $2.5 
billion to $2.0 billion. 

The final period, from World War II to date, has been one of great coopera- 
tive growth and expansion. It is significent that the expansion began during 
a period of high excess-profits tax and continued during a period of relatively 
high corporate tax rates. 

Since 1940 the number of co-ops has declined from 10,700 to 9,887 at the 
end of the 1954-55 marketing season. For the most part this decline repre- 
sented a consolidation of the movement through mergers. In the same period 
of time business volume increased from $2 billion to $9.6 billion. In the past, 
cooperative business volume reported by the farmer cooperative services of 
the United States Department of Agriculture has been confined to transactions 
at the local cooperative level. It has not included the business volume of 
cooperative wholesales and in many cases manufacturing plants. Recent data 
show that this business amounted to $2.8 billion in the 1954-55 season, making 
total farmer business volume $12.4 billion. 


Statistics of farmer cooperatives: Number and annual business volume, 1913-55 


Volume of Total volume 


Period ! Number business at of business ? 
farm level 

a ed titenal 3, 099 $310, 313, 000 Q 

I ee ete ee nia te een kekee 5, 424 635, 839, 000 3 
et ee eel el slbsedbe 7, 374 1, 256, 214, 000 () 

ER ea elias cake nes gak tap iedade tee 10, 803 | 2, 400, 000. 000 () 

LM hay cada ewacdascoohadesokbcuaidinenbwesdkabad 12, 000 2, 500. 000. 000 (3) 
a a el 10, 700 1, 530. 000, 000 () 
a ik ct a he hg ae 10, 700 2, 087, 000. 000 @) 
A a a ne eet ham hte ee 10, 150 5, 645, 000, 000 {3 

te ee Re 10, 035 8, 726. 000 0N0 @ 
Pe ae ee sh seks ek ccna cutee dddacdecéuas 9, 887 | 9, 593, 258, 000 | $12, 413, 349, 000 


1 Beginning 1925, data compiled for marketing seasons, 

2 Includes successive business volume as products pass through multiple ownerships in the channels of 
opgpeiine peameding and distribution. 

3 Not available, 


Source: Farmer Cooperative Service, USDA General Report 31, 


GROWTH OF COOPERATIVE COMPETITION 


Under the present income-tax law, cooperative corporations escape all or 
nearly all of the Federal income taxes which regular corporations are required 
to pay. This favoritism in the payment of taxes gives them a tremendous 
advantage over their fully taxed competitors. 

The difference in the treatment of proprietary corporations and cooperative 
corporations lies largely in the difference in the methods of determining their 
taxable income. Treasury regulations, having the force of law, permit coopera- 
tives to exclude from taxable income the profits allocated to members on a 
patronage basis. Since the cooperative can retain its earnings in cash when it 
allocates its earnings to its owners, it can retain 100 percent of income for 
expansion. This ability to retain 100 percent of earnings tax free for expansion 
and acquisitions is obviously reflected in the growth of cooperative competition 
during the past years. 
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In marketing 


In the marketing of farm products, total business has increased from $1.7 
billion in 1940 to $7.4 billion in 1955, a rate of increase in excess of the agri- 
cultural economy generally. It is estimated that they now handle nearly 25 
percent of commercial production at one or more stages in the distribution 
process as compared to 16 percent in 1940. For various commodities the pro- 
portions are approximately as follows: Citrus, 60 percent; milk and butter, 
45 percent; grain, 35 percent; apples, 20 percent; livestock, 12 percent; and 
cotton, 10 percent. 


In purchasing 


In the purchase of farm supplies, the business volume of cooperatives has 
increased from $358 million in 1940 to $2 billion in 1955. This represented 12 
percent of farm supplies in 1940 and nearly 16 percent in 1955. Among the 
more important items the proportion is about as follows: Feed, 20 percent; 
petroleum, 20 percent; fertilizer, 18 percent; seed, 12 percent; farm machinery, 
2 percent ; and other farm supplies and equipment, 5 percent. 


In wholesaling 


During World War II, and the postwar period, cooperative farm supply 
wholesale organizations, which supply local cooperatives, have increased their 
volume of business tremendously. Seventeen of these major organizations had 
total sales of $170 million in 1941. By 1954 there were 23 of these major co- 
operatives and their business volume had increased to $1,278 million, or more 
than 650 percent. This increase far surpasses that of taxpaying business. 


In dairy products 


Cooperatives have advanced greatly in the marketing of dairy products. 
Official data show that the total business done by cooperatives in this field 
advanced from $693 million in 1941 to $2,408 million in 1954, an increase of 
247 percent. During this same period of time the value of dairy products sold 
at the farm level increased only 116 percent, rising from $1.9 billion in 1941 to 
$4.1 billion in 1954. Thus it can be seen that the portion of dairy products 
marketed by cooperatives increased much more rapidly than that marketed by 
their competitors. 


In grain 


The abnormal growth of cooperatives in the marketing of grain is well reflected 
by the volume of business handled by 17 large regional grain cooperatives who 
operate on terminal sales markets. These grain cooperatives showed an increase 
in total assets of more than $104 million from 1940 to 1951, during which period 
their assets increased from $8 million to more than $112 million. Net worth 
of the 17 regional organizations for the same period advanced from $3.4 million 
to $51.4 million, largely throvgh the “plowing back” of tax-free earnings. Ter- 
minal and subterminal capacity for the grain cooperatives increased from 20 
million bushels in 1940 to more than 90 million bushels in 1952. 


In petroleum 


Cooperatives have also made great advances in the refining of petroleum. 
The first cooperatives refinery was opened in January 1940. It had an average 
daily volume of approximately 4,000 barrels. Today cooperatives own 20 coopera- 
tive refineries with a daily capacity of 144,000 barrels, which supply a major 
portion of petroleum fuels and products sold by more than 2,000 local coopera- 
tives. These local cooperatives supply more than 20 percent of the fuel consumed 
by farmers. In some regions they supply as much as 40 percent of all fuels 
used on the farm. 


In fertilizer 


Great strides have been made by cooperatives in the distribution, mixing, and 
manufacturing of fertilizer. In this field they have gradually moved back from 
the distribution of fertilizer to the mixing of fertilizer, to the manufacture of 
basic fertilizer ingredients. Cooperatives entered the field of fertilizer dis- 
tribution in the early thirties. By 1942 they were distributing nearly 10 percent 
of all fertilizer consumed on American farms. In 1950 their share of fertilizer 
distribution had increased to 20 percent and was still rising. 

From distribution, cooperatives moved into the mixing of fertilizer materials. 
In 1942 they had 40 mixing plants, which accounted for approximately 6 percent 
of total fertilizer mixing capacity in the United States. By 1952 the number 
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of plants had increased to 100 with total capacity representing nearly 20 percent 
of the capacity of the industry. 


In cotton 


Cooton cooperatives have increased their share of the marketing of cotton and 
cotton products from 11.5 percent in 1951 to 15 percent in 1954. A total of 573 
cooperatives handled cotton and cotton products in 1954, with a gross farm value 
of almost $453 million and a net value of about $395 million after adjusting for 
duplication resulting from sales made by regional cooperatives for local 
cooperatives. 

Cotton cooperatives own and operate approximately 600 gin plants, 15 oil mills, 
4 oil refineries, 8 compresses, 12 State or regional cotton marketing cooperatives, 
and 3 planting seed associations. 


FIELDS OF COOPERATIVE BUSINESS ENDEAVOR 


High tax rates of World War II and the postwar years were accompanied 
by unprecedented expansion of cooperative business. Out of this period has 
emerged a network of local, regional, and super-regional cooperatives operating 
as marketing, manufacturing, wholesaling, retailing and service establishments. 
This expansion has not been confined to the field of agricultural cooperation but 
has also been promoted by urban consumer cooperatives, retailer-owned coopera- 
tive wholesalers and to some extent by labor cooperatives. 

It can no longer be said that cooperatives primarily represent groups of indi- 
viduals organized to market their products or to buy their supplies and needs. 
A modern cooperative may carry products from the hands of the farmer into those 
of the ultimate consumer, performing not only the marketing function but also 
engaging in processing and manufacturing, wholesaling and retailing. A pur- 
chasing cooperative, on the other hand, may carry the supply function back to 
the extraction of raw materials to be used in the manufatcure of products for 
distribution. In many cases the marketing and purchasing functions are com- 
bined and may be financed by cooperative lending institutions. In addition, 
supplementary services are performed by service cooperatives such as the opera- 
tion of trucking lines, telephone or electric systems, irrigation system,s hospitals 
and even funeral parlors. 

Many large cooperatives are federated associations whose members are not 
individuals but other cooperatives which in turn may be federations or central- 
ized associations. Some large centralized associations operate over a wide area 
and own various subsidiaries. Their members are individuals. Many of these 
cooperatives have reached a high degree of vertical and horizontal integration. 
Their operation may be regional, national, or international in scope. 

The modern cooperative tends to be a powerful organization with large amounts 
of capital engaged in a multiplicity of actvities, many of which are far removed 
from the farm level. They employ land, labor and capital for the avowed pur- 
pose of making a profit. Their activities include the packing, canning, dehydrat- 
ing, processing and marketing of virtually all kinds of farm products; wholesaling 
and retailing of most of the commodities used on the farm and in the farm 
home, and many commodities used by urban dwellers; manufacturing of many 
articles, ranging from heavy farm machinery, fertilizer, and electrical appliances 
to face powder and insecticides; oil well drilling, petroleum, lumbering opera- 
tions, mining, banking, insurance, publishing, operation of service establishments 
of various kinds and even wineries. 

A list classified by industries shows these co-op businesses : 


Cotton 

Marketing, ginning, compressing, warehousing; cottonseed crushing. 
Dairy 

Milk marketing, cream marketing, milk distribution, butter marketing, cheese 
making, milk condensing and drying, butter making, ice cream manufacture. 


Fruits and Vegetables 


Packing, warehousing, canning, drying, and marketing apples, cherries, pears, 
plums, prunes, peaches, apricots, oranges, lemons, grapefruit, blackberries, blue- 
berries, raspberries, dewberies, gooseberries, loganberries, currants, grapes, 
rasins, cranberries, strawberries, olives, asparagus, celery, cucumbers, lettuce, 
radishes, cantaloups, cabbages, cauliflower, onions, white and sweet potatoes, 
tomatoes, watermelons, beans, peas and others. 
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Grain and dry beans 


Marketing, elevator operating, terminal grain marketing, seed marketing, 
cleaning, milling, warehousing. 


Liwestock 


Shipping, auctions, terminal selling, breeder stock, trucking, slaughtering, 
processing meat products. 


Nuts 


Marketing, hulling, cleaning, packing and warehousing almonds, pecans, pea- 
nuts, walnuts and filberts. 


Wool and Mohair 
Marketing, warehousing, scouring. 


Poultry 


Marketing poultry and eggs, terminal marketing, marketing turkeys, ducks, 
and geese, raising breeding stock, hatcheries, handling, packing. 


Special crops 


Flax forage crops, forest products, honey, maple products, rice, seed, sugar 
beets, sugar cane, tobacco. 


Supplies 


Building materials—paint, lumber, lime, cement, brick. Fuel—coal, wood, etc. 
Feed—grain, hay, cottonseed meals. Hardware—glass, paint, oil, harness, ex- 
plosives, etc. Fertilizer, petroleum products—gasoline, grease, etc. Trucks, 
implements and machinery. Containers—boxes, baskets, twine, sacks, etc. 
Fencing—posts, barbed wire. Biologics, serums, seeds. Spraying materials— 
poisons, weed killers, etc. 


Consumer retail 


General merchandise, groceries and produce, meats, clothing, shoes, dry goods, 
bakery goods, furniture, coal and wood, dairy products, electrical appliances, 
hardware, household supplies, books, students’ and office supplies, drugs, cos- 
metics, luggage, gasoline, kerosene, fuel oil, motor oil, grease, tires, tubes, bat- 
teries, automobile accessories, automobiles, radios, notions, propane and butane 
gas, caskets and funeral supplies. 


Other consumer services 


Automobile repair, barbershops, beauty parlors, cold storage, funeral service, 
laundry, dry cleaning, insurance, medical care, shoe repair, printing, tailoring, 
auditing and accounting, steam heat, hospital, parking lot, and electric power. 


Manufacturing and processing 


Bakeries, coffee roasters, farm machinery, feed mills, fertilizers, flour and 
cereals, insecticides, lumber, meat packing, paints, petroleum refineries, greases, 
publishing, bottling, forage dehydration, creameries, fruit and vegetable can- 
ning, cheese, cotton gins, cottonseed oil and poultry dressing, sorghum mills, 
sugar refineries, wineries. 


COOPERATIVE ACQUISITION OF TAXPAYING BUSINESSES 


Much of the expansion of cooperative businesses has been and continues to he 
accomplished through the purchase of businesses that previously had been 
fully taxable upon their earnings. 

The effect is to remove these formerly taxable businesses from the business 
income tax base upon which the Federal Government depends for much of its 
revenue. 

Should this trend continue, its implications are very clear. Carried to its 
extreme, under the present income-tax status of cooperative businesses, the 
eventual result could be the complete elimination of corporate business income 
as a source of Federal revenues. 

This trend is very definitely encouraged by the fact that a cooperative obliged 
to contribute little or no Federal income tax can afford to pay a higher purchase 
price for a given business than the business is worth on a fully taxed basis, 
In other words, a cooperative can well afford to capitalize prospective tax 
savings in reaching a decision as to the price it is willing to pay, and the history 
of such purchases in recent years shows that this has been done. 
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No definite information is available as to the full extent of the absorption of 
taxpaying businesses by cooperatives, but the following examples are indicative: 

In 1945, the town of Westwood, in Lassen County, Calif., was purchased from 
the Red River Lumber Co. by the Fruit Growers Supply Co., a cooperative 
affiliate of Sunkist Growers, formerly known as the California Fruit Growers 
Exchange. Westwood was a flourishing lumber town. It had lumber mills, 
sawmills, veneer mills, and box factories. Included in the purchase of the town 
by the cooperative, were a railroad, the telephone, water, electric and sewage 
systems of the town, and 100,000 acres of standing timber. The Fruit Growers 
Supply Co. paid $11 million for the entire town. 

In 1943 five large regional cooperative associations organized the National 
Cooperative Refinery Association to purchase the Globe Oil Refinery at Mc- 
Pherson, Kans., for $5 million. The Globe Refinery was built in 1932 as a 
7,500-barrel plant but had been enlarged from time to time and when purchased 
had an extreme capacity of 17,500 barrels of crude per day. The purchase 
included a 6-inch, 229-mile pipeline from McPherson to Council Bluffs, Iowa. 

In 1954, Embassy Dairy, Inc., of Washington, D. C., was purchased by the 
Maryland-Virginia Milk Producers Association at a reported cash consideration 
of $3,850,000. This purchase was followed by the purchase of the Olney Acres 
Farm for about $1 million. This gave the Maryland-Virginia Milk Producers 
Association a dairy-products plant for disposal of its surplus milk. 

In 1952 the Welch Grape Juice Co. entered into a contract for the sale of its 
properties to the National Grape Cooperative for an indeterminate price, the 
purchase to be paid for out of the earnings of Welch which would be paid 
to the producers as patronage dividends under a profit-sharing agreement 
designed to free such profits from Federal income taxes. 

Under the terms of this agreement, the cooperative received 10 percent of the 
net proceeds of the Welch operation in the form of 20-year promissory notes. 
This represented the profits of the Welch operation which normally would be 
subject to the Federal income tax. The notes received by the cooperative were 
pledged as security for allocation certificates (patronage dividends) which were 
distributed to individual grapegrowers. 

When the total of Welch notes reached $15 million (this occurred in 1956) 
the National Grape Cooperative was entitled to purchase the Welch plants, as 
they existed August 31, 1952, for $100,000. At the time the option to buy these 
plants was exercised September 1, 1956, the Grape Cooperative also acquired 
the noncash assets of Welch Grape Juice Co. at cost. This obligation amounted 
to approximately $13%4 million, which brought the total cost of the Welch 
purchase up to approximately $29 million. The additional $1314 million, of 
course, will be paid for out of tax-free earnings. 

A contract to purchase 12 oil mills, 3 gins, and an elevator from the tax- 
paying Mississippi Cottonseed Products Co. was executed in 1957 by the Mis- 
sissippi Oil Mills, Inc., calling for a purchase price of $3,525,000 payable over 
a period not to exceed 15 years. The Mississippi Oil Mills, Inc., which was 
formed primarily to purchase these properties, will operate on a cooperative 
basis for its owners who are engaged in ginning or producing cotton and soy- 
beans. 

Mississippi Cottonseed Products Co. continues to operate the mills under a 
management contract. The company will also continue to provide capital loans 
to ginners in the regular course of business. 

There have been many other cases of the same kind, including the following: 

The St. Anthony & Dakota Elevator Co., included 135 line elevators and 38 
lumberyards, purchased by Farmers Union Grain Terminal Association for 
$2,700,000. 

The Crabb-Reynolds Taylor Co., grain, feed, seed, plants, and supply stores, 
bought by the Indiana Farm Bureau Cooperative Association, Inc., for $750,000. 

Four hundred and forty acres of oil lands in the Seminole field of Oklahoma, 
including 21 producing wells, purchased from Wrightsman Oil Co. by Midland 
Cooperative Wholesale for over $1 million. 

A 4 million bag plant of the Maine Potato Bag Co. at Caribou, Maine, bought 
by the Maine Potato Growers, Inc., a cooperative. 

Thirty-three retail lumber yards and 24 coalyards of the C. M. Youmans Lumber 
Co., Winona, Minn., purchased by the Farmers Lumber & Supply Co., St. Paul, 
Minn. 

Hauk & Schmidt, Bronx, N. Y.; Delancey Milk & Cream Co., Brooklyn, N. Y.; 
El-Cor Dairy, Inc., Elmira, N. Y.; Fernsdale-Nelson, Jamestown, N. Y.; Brunk- 
hurst Dairy, Middletown, N. Y.; Farmers Milk Co., Poughkeepsie, N. Y.; Barthol- 
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omay Dairy Co., Rochester, N. Y.; Korts Dairy, Rochester, N. Y.; Maple Shade 
Dairy, Elmira, N. Y.; Lycoming Dairy, Williamsport, Pa.; Hazle Milk Co., 
Hazleton, Pa.; Farmlea Dairy, Mount Vernon, N. Y.; Cloverleaf Creamery, Inc., 
Troy, N. Y.; Carrigan’s Niagara Dairy, Niagara Falls, N. Y.; Weckerle & Sons, 
Buffalo, N. Y.; Walton Milk & Cream Co., Walton, N. Y.; Matthies Milk, Inc., 
Tonawanda, N. Y.; Masseth Dairy, Rochester, N. Y.; Fred Beers Dairy, Free- 
port, N. Y.; Schiller Park Dairy, Syracuse, N. Y.; Community Ice Cream Co., 
Potsdam, N. Y.; Schriver Dairy, Baldwinsville, N. Y.; International Milk Co., 
Hillside, N. J.; Cloverdale Farms Co., Binghampton, N. Y¥.; Midland Farms, 
Inc., Cortland, N. Y.; Ithaca Ice Cream Co., Ithaca, N. Y.; Town Talk Dairies, 
Syracuse, N. Y.; Cloverdale-Waverly Co., Waverly, N. Y., dairy distributors pur- 
chased over a period of years by Dairymen’s League Cooperative Association of 
New York City. 

The Hans Forster operations of Seattle, Wash., including the Alpine Dairy, 
the Apex Dairy, the Issaquah Creamery, and the Finstead & Utgard Creamery, 
purchased by Consolidated Dairy Products Co., operating division of United 
Dairymen’s Association, for a reported $2,700,000. 

The Coffeyville, Kans., Refinery, purchased by Cooperative Refinery Associa- 
tion, a subsidiary of Consumers Cooperative Association, for $4 million. 

Purchase of the 1,364,000-bushel Great Northern Elevator in Minneapolis 
from Archer-Daniels-Midland Co., by Farmers Union Grain Terminal Associa- 
tion. 

A 2%-million-bushel grain elevator purchased by the Illinois Grain Terminal 
Co., Chicago. 

The Bridgeman Creameries of Minneapolis, including 6 manufacturing plants, 
11 retail stores, and 30 drugstore franchise outlets, bought by Land O’Lakes 
Creameries. 

Operating plants of the Georgia Peanut Co., purchased by the Cotton Pro- 
ducers Association of Atlanta, a cooperative. 

The Chamberlain Bean & Pea Co., Fort Huron, Mich., packaging and ware- 
house plant, purchased by Michigan Plevator Fxchange. 

Springfield Flour Mills, a unit of the Colorado Milling & Elevator Co., Denver, 
purchased by Missouri Farmers Association. 

Montcalm Creamery Co., Greenville, purchased by the Dairyland Cooperative 
Creamery Co., Carson City, Mich. 

Elsie Cooperative Creamery Co., Elsie, Mich., purchased by the Michigan Milk 
Producers Association. 

Lancaster (Wis.) Dairy Products, purchased by Pure Milk Association, Chi- 
cago, Ill. 

Forkin Phosphate Co., located at Green Bay, Wis., purchased by Northwest 
Co-op Mills. 

Shawano Ice Cream Co., purchased by Consolidated Badger Cooperative, Sha- 
wano, Wis. 

Idaville (Ind.) Grain & Feed, Inc., 35,000-bushel elevator, purchased by White 
County Bureau Farm Co-op. 

Arnold Milling Co., 1,350,000-bushel elevator, purchased by Farmers Cooper- 
ative Union, Sterling, Kans, 

Grand Marias Dairy Products Co., purchased by Arrowhead Co-op Creamery 
Association, Duluth, Minn. 

McKenna Grain Co., Vincent, Iowa, purchased by Farmers Cooperative Ele- 
vator Co. 

Davison Dairy, Flint, Mich., purchased by McDonald Co-op Dairy. 

Miller Dairy, Portland, Oreg., purchased by Dairy Cooperative Association. 

Quality Dairies, Haverward, Wis., purchased by the Spooner Cooperative 
Creamery. 

Holt Dairy, Decorah, Iowa, purchased by Rochester, Minn., Dairy Cooper- 
ative. 

The Charlotte Creamery, purchased by the Tri-State Cooperative Association, 
Montgomery, Mich. 

Woods & Sprague Milling Co., Albion, N. Y., purchased by Cooperative GLF 
Exchange. 

Model Dairy of Mankato, Minn., purchased by Rochester Dairy Cooperative. 
National Milk Co. of South Bend, Ind., purchased by Pure Milk Association. 
ji Naan Milling Co., Athens, Oreg., purchased by Pendleton Grain 

rowers. 
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ACCUMULATION OF CAPITAL FROM UNTAXED EARNINGS 


In common practice, cooperatives use tax-free patronage dividends for two 
major purposes: (1) as a means of providing capital funds for business expan- 
sion and acquisition, and (2) as an incentive to attract members and customers, 

It follows that the new co-op member who expects to receive his patronage 
dividend in cash is often doomed to disappointment. Instead, he is likely to 
receive stock or scrip, or other evidence of equity—pieces of paper which gen- 
erally have no immediate value and cannot be cashed except on death or at 
the will and whim of cooperative management. 

When a new cooperative is formed, some investment in common or preferred 
stock is usually made by individuals or other cooperatives responsible for its 
establishment. Once the co-op is doing )usiness its capital needs are generally 
supplied through the payment of non-cash-patronage dividends which enables 
the co-op to retain its earnings tax free in the business. Sometimes this method 
of obtaining capital is augmented by funds borrowed from the Federal Govern- 
ment or private sources, or obtained through the sale of preferred stock to 
the general public. 

The principal devices utilized by cooperative business to retain cash earnings 
in their capital structures without creating Federal income-tax liability are: 

1. Payment of patronage dividends in the form of preferred and common 
stock ; 

2. Issuance of “certificates of equity” or other evidences of equity ; 

8. Allocation of earnings to patrons in the form of book credits usually 
evidenced by a “letter of advice” ; 

4. Establishment of revolving funds through which earnings of the current 
year are set aside for a specified period of years; or 

5. Establishment of special reserves for future expansion or other con- 
tingencies. ‘ , ; ; yrend : 

All of these devices are, in effect, means of deferring distribution 
of the earnings of the cooperative business to its owners—sometimes 
for a specified definite period but usually for an indefinite period with 
no guaranty that the distribution ever will be made to the patron 
owners from whose business the earnings were derived. Ordinarily, 
the patron owner has no choice but to accept the “paper profits” in 
lieu of cash when the management of a cooperative determines that 
earnings of the business are to be retained in the capital structure for 
expansion or working capital. The rapid expansion of cooperatives 
during the war and postwar years demonstrates the ability of co- 
operatives to accumulate capital out of tax-free profits. 

The condensed table which follows shows the consolidated assets 
and liabilities, including the significant item of equity capital of 
9,793 farmers cooperatives surveyed by the Farmers Cooperative 
Service of the United States Department of Agriculture. 


Assets and liabilities of 9,793 farmer cooperatives at close of 1954 fisoal year 





Amount Percent 

B00 ot. a a. Sans 05) VAST). dd $3, 617, 176, 000 100.0 
Liabilities: oe 

RG dect. on skndon cieceobe Us Beat witcscs betes stele. cass ne 2, 087, 181, 000 |.....__.-- 

8 ah a se otksin dat octhin vith see Minddbis aitetcbee OM FT OeR 1.3.80 

OG tcc) ast ot 2 dette Sd wet i paraitline bie anee 615, 624,000 |.-.----__- 


I a a a ee 3, 617, 176, 000 100.0 


Of the 9,793 farmer cooperatives supplying data on assets and liabilities, 1,157 
furnished information on the kinds and amounts of equity capital. They re- 
ported $847 million in equity capital at the close of fiscal year 1954. Only about 
15 percent of the total equity capital of $847 million was purchased by members, 
the other 85 percent represented retained earnings and capital deductions from 
sales proceeds. 


a 
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COMPETITIVE ADVANTAGE OF FEDERAL INCOME TAX FREEDOM 


The ability of cooperative business to escape the payment of all Federal income 
tax on its earnings combined with the privilege of retaining such earnings in 
its capital structure by issuance of non-cash-patronage dividends gives coopera- 
tive businesses the opportunity for a financial and operational growth far in 
excess of the rate of growth which would be possible if its earnings were subject 
to Federal taxation. The reason for this is apparent when it is realized that the 
profits which otherwise would be paid out in taxes are converted instead into 
working capital as the foundation for additional profits. 

The situation was well] recognized by Mr. A. G. Black, former Governor of the 
Farm Credit Administration, in a speech to the American Institute of Coopera- 
tion in 1942, wherein he said : 

“Farmer cooperatives, as such, have been given by the people, through their 
Congress, some very important advantages—advantages not accorded to privately 
or corporately owned business. If no changes are made in laws relating to 
these advantages, they are going to bulk larger and larger. For example, tax 
exemption under certain conditions, if there is no change, will result in a 
tremendous advantage to the cooperative form of organization. As taxes on 
private and corporate business increase, that advantage to cooperatives becomes 
greater. Under conditions of low taxes, of course, it is of some advantage, but 
when taxes are absorbing a large part of the earnings of private business, the 
cooperative form of business really provides an enormous advantage.” 

During the war corporate income-tax rates were increased from a maximum 
of 19 percent to a maximum of 40 percent. This rate combined with an excess- 
profits tax could reach (and in many instances did) 80 percent of the earnings 
generated by corporate businesses. Although the rate was lowered temporarily 
to a maximum of 38 percent following the war, a maximum of 52 percent is now 
collected. 

The degree to which the regular corporation income tax dwarfs the ability of 
a taxpaying corporation to grow as compared to that of a tax-free cooperative 
is well illustrated by a study prepared by Prof. J. Keith Butters, of the Harvard 
Business School faculty, and Mr. John Lintner, of the Society of Fellows of 
Harvard College. Their findings were presented in a book entitled “Effect of 
Federal Taxes on Growing Business Enterprises.” For purposes of this study 
Mr. Butters and Mr. Lintner computed the hypothetical growth of net worth 
of a company subject to a 40 percent tax on its earnings and its hypothetical 
growth of net worth if subject to no tax. The assumed conditions are that the 
company is a new firm beginning operations with a net worth of $100,000, that it 
earns each year an income equal to 50 percent of its net worth, and that its 
entire earnings are retained in the business for a period of 10 years. 

The results are striking. After 10 years of growth with no income tax in 
effect, the company accumulates a net worth of more than $5,750,000. With an 
income tax of 40 percent in effect for the entire period, the company attains 
a net worth of only $1,375,000, or 23 percent of the amount it attains under tax 
freedom. 

General conclusions expressed by Professor Butters and Mr. Lintner were that 
a high corporate income tax, as compared with a low tax, places severe re- 
strictions on the rate of expansion that a growing enterprise can finance from 
its retained earnings, that this restrictive effect is cumulative in character and 
that it will be greater the longer the tax is in effect and the higher the rate of 
the tax. 

While it is recognized there are many other factors that affect the growth 
of a business, it must be conceded that taxation at existing rates does have a 
heavy impact. When that impact is lacking, as in the case of cooperatives, the 
results very readily may be of the startling nature revealed in the instance of 
the Farmers Union Grain Terminal Association, the Consumers Cooperative 
Association, Dairymen’s League Cooperative Association, and the Cotton Pro- 
ducers Association. 


Farmers Union Grain Terminal Association 


The Farmers Union Grain Terminal Association (a cooperative) markets 
grain in 39 States, handling more than 100 million bushels of grain a year. It 
is affiliated with 650 country elevators and, through an affiliate, operates 107 
lumberyards. It began business in 1930 with $30,000 of borrowed capital and 
by retaining most of its corporate profits, has built its net worth to more than 
$31 million. Its total earnings to date were more than $39 million, of which 
about $31 million still remain in the business. 
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Consumers Cooperative Association 

Consumers Cooperative Association of Kansas City, Mo., represents another 
cooperative that has expanded on profits not taxed to the corporation. It began 
business in 1929 with 7 local cooperatives as members and $3,000 capital. It 
has expanded until it serves nearly 1,700 local cooperative associations and its 
net worth is in excess of $30 million. 

Of its total volume of goods sold, approximately 85 percent is produced in its 
own facilities, These facilities include nearly 1,000 miles of pipelines, oil leases, 
and wells, 3 petroleum refineries, 10 warehouses and terminals, 4 fertilizer 
plants, 2 feed mills, a paint plant, and cola-bottling plant. It owns a part in- 
terest in other cooperative processing and manufacturing plants and in the 
International Co-op Petroleum Association which transports, in its own ship, 
petroleum products to members in 20 European countries. 


Dairymen’s League Cooperative Association 

The Dairymen’s League Cooperative Association, operating in the New York 
milkshed, is an example of a cooperative which now controls the complete proc- 
ess of milk marketing from farmer to consumer. Starting as a bargaining 
association in 1907, it reorganized in 1921 and became the largest milk marketing 
association in the country. During the period 1926 to 1931, it greatly expanded 
its activities by the purchase of many country plants and by the acquisition of 
local distributing firms. 

Some idea of the growth of this cooperative is evidenced by the increase in its 
assets and net worth in the last 12 years. On March 31, 1944, the league had 
assets of $20,129,631 and a total net worth of $4,738,518. At the close of its 1956 
fiscal year, its assets totaled $47,431,233 and net worth amounted to $26,314,516, 
largely represented by patronage payments in the form of certificates of indebted- 
ness. During the same period, sales increased from $91,424,940 to $167,472,403. 


Cotton Producers Association 

The Cotton Producers Association of Atlanta, Ga., began operations in 1936 
as a cotton receiving and assembling agent for the American Cotton Cooperative 
Association. In 1941 it began to handle cotton for its own account and branched 
into the farm supply business. 

Its net worth at the end of the first year of operations totaled $416, the 
amount of earnings for the prior year. By the close of the 1946 fiscal year. 
net worth had increased to $1,033,613, all accumulated out of tax-free earnings. 

Since 1946, Cotton Producers Association’s net worth has increased to $7,989,- 
419, all apparently representing tax-free retained earnings in line with the 
corporation’s previous policies. 


THE REVEN UE RAISING POTENTIAL OF TAX EQUALITY 


The full taxation of the net income of cooperatives at the corporate level 
represents a reservoir of untapped revenue which can play an important part in 
the solution of the Nation’s fiscal problems. While we believe that tax equality 
is right because it eliminates special privilege and discrimination among com- 
petitors, additional revenue is its most important “byproduct.” 

Estimates of the amount of revenue to be derived from taxation of cooperative 
corporations on the same basis as regular business have varied and some informed 
guesses arrive at a figure of well above $300 million. Lack of adequate informa- 
tion on the earnings of cooperative corporations makes it highly undesirable to 
estimate the amount of revenue lost to the Treasury each year because of the 
ineffective taxation of this segment of the economy. Official Government agencies 
have adequate machinery to do this job. Thus, in addition to removing com- 
petitive inequities tax equality will provide substantial additional revenues to 
the Federal Treasury. 


PART IV. ALTERNATIVE PROPOSALS 


The theoretically perfect solution to the cooperative tax problem would be 
one that places cooperatives and their members on the same basis as other 
corporations with respect to the Federal income tax. Under full tax equality, 
the cooperative corporations would pay the full corporate income tax without 
the allowance of any deduction for patronage dividends, and their members 
would pay the full individual income tax on such patronage dividends after the 
allowance of the $50 dividend exclusion and 4 percent dividends received credit 
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which are available to stockholders of ordinary corporations. This proposal 
has been embodied in H. R. 501, introduced by Congressman Noah Mason of 
Illinois. This represents the position of NTEA and it does not endorse any 
other solution to the problem. 

However, it would be unrealistic not to recognize that many compromise solu- 
tions have been suggested and it would be well to state our position with respect 
to some of them. Two of these stop short of full tax equality but, at the same 
time, prevent cooperatives from obtaining earnings free of tax for growth, 
expansion, and the acquisition of competitive taxpaying businesses. 

Two principal compromise proposals have been advanced in connection with 
the present legislative consideration of the tax treatment of cooperatives. These 
approaches have been generally designated as the “cash compromise” and the 
“tax credit plan,” as embodied in the Davis bill, H. R. 4265. 

Of the two, the tax credit approach is demonstrably the more practicable and 
is less susceptible to evasive devices. In the following discussion, each of these 
compromise solutions and the basis for the opinion hereinabove stated will be 
briefly described. 


THE TAX CREDIT PLAN 


The tax credit plan is quite simple in its basic outline. The cooperatives 
would be taxed at full Federal income tax rates on all their earnings before 
the distribution of stock or patronage dividends and without regard as to 
whether or not such distributions were in fact made. In other words, they 
would be placed on precisely the same basis as other corporations. If patronage 
dividends are distributed, regardless of form, the recipients would be required 
to include such distributions in their income. In addition, if they desire to 
claim the tax credit available under this plan, they would also include in 
income the corporate tax attributable to such distribution just as if such tax 
had actually been distributed to them. They would then be entitled to claim 
a tax credit for the amount of such corporate tax paid. 

For example, on each $100 of cooperative income the cooperative would pay 
a $52 tax and if it distributed the remaining $48, the members would report 
$100 in income and claim a $52 tax credit representing the corporate tax at- 
tributable to the dividend distribution. If the member were in the 20-percent 
tax bracket, his tax liability attributable to the $100 would be only $20 and 
he would be entitled to use the $32 excess as a credit against other tax liability 
or, if there were none, as a claim for refund. 

In short, the individual's tax liability would not be increased under this plan, 
and for those taxpayers under the 52-percent bracket there would be a positive 
tax benefit. 

In the example discussed above, if the corporation had only distributed one-half 
of the $48 remaining after taxes, the credit would be limited to one-half the cor- 
porate tax, or $26. The member would thus include $50 in income and would be 
entitled to claim a $26 tax credit. 

The tax-credit approach would make no distinction between the dividends with 
market value, whether paid in cash or in other forms. In the event that the coop- 
erative were to make distributions of capital stock, certificates of indebtedness, 
letters of advice, or other “paper distributions” without market value, presumably 
the theory of the Carpenter case would still obtain, and such distributions would 
not be includible in income of the member and there would be no tax credit avail- 
able with respect thereto. Conceivably, this aspect of the Davis bill could be 
amended so as to permit members to include such distributions in income in order 
to obtain a tax credit. In any case, the cooperatives would be paying the full 
corporate tax, regardless of the form of distribution. 

It is not suggested that the present form of the Davis bill is necessarily the only 
form such a proposal could take. For example, it has been suggested that the 
tax credit be limited to the bracket in which the dividend is included in the mem- 
ber’s income up to a maximum of 52 percent. Complete exclusion of the dividend 
from income has also been proposed. There has been put forward a variety 
of other methods of computing the tax credit. It is not the purpose of this state- 
ment to consider the merits or demerits of any.of these variations which do not 
represent major departures from the basic principle of H. R. 4265. Suffice it to 
say, that in its present form the bill provides for full tax equality on the corporate 
level with an extremely generous treatment on the individual level. 
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THE CASH COMPROMISE 


In theory, the cash compromise plan is alse extremely simple in its basic provi- 
sions. Under this plan, the cooperative would be taxed on all its earnings except 
that it would be accorded a deduction for patronage dividends paid in cash. On 
the individual or member level, the recipient of the dividend would be required 
to include his dividends in gross income to the extent of their market value, just 
as any other stockholder, except that he would not receive a $50 exclusion or 
4-percent credit. Under this plan it is proposed that the patronage dividend deduc- 
tion be strictly limited to cash and that no deduction would be permitted for items 
such as notes, however short-term, preferred stock, common stock, debentures, 
certificates or indebtedness, merchandise, or distributions in any other form. 

The effect of the cash compromise, if it could be written to achieve its objec- 
tive, would be to prevent the cooperatives from accumulating tax-free earnings ; 
all earnings would have to be either paid out in cash to members or have tax paid 
on them at the corporate level. Its effect in this regard would be approximately 
the same as under the Davis bill. 

For example, on the same $100 of earnings mentioned in the previous example, 
if the cooperative were to distribute the entire $100 in cash to its patrons the 
cooperative would pay no tax and would have retained no earnings and the mem- 
ber would include $100 in gross income on which he would pay a tax of $20 or 
whatever his bracket required. Thus, both cooperative and member would wind 
up in the same economic position as under the Davis bill except that under the 
Davis bill the member could receive a tax credit in excess of his bracket, which 
would represent an “asset”? which he could apply against other income or receive 
in cash as a tax refund. 


ANALYTICAL COMPARISON 


It is believed that the tax-credit approach is preferable. It is recognized that 
the effect of both plans, operating to perfection, on the ability of cooperatives 
to expand on tax-free earnings is approximately the same. Obviously, there- 
fore, it is not this aspect of the matter which leads us to the conclusion we have 
reached. 

A prime reason for preferring the tax-credit opproach is the great concession 
of principle necessarily involved in the cash compromise. The cash compromise 
implicitly recognizes the deductible character of at least some patronage 
dividends. This gives substance to the incessant cooperative claim that their 
distributions are merely price adjustments. Patronage dividends do not in sim- 
ple fact bear the slightest resemblance to price adjustments, rebates, discounts, 
or similar items, as those terms are used in the commercial world ; they represent 
nothing more nor less than distributions of earnings by a business to its owners. 
To accept the price-adjustment theory as in any degree valid flies directly in 
the face of any hope even of approaching competitive tax equality at the cor- 
porate level. 

Secondly, the tax-credit approach does not lead into the problem of the many 
types of agency arrangements and reinvestment plans which the cooperatives 
now use or might use in the future. Under the Davis bill, full tax equality is 
achieved at the corporate level without any ifs, ands, or buts. It makes no dif- 
ference what the cooperative does with its earnings or what the patron might 
do with his distribution—a 52-percent tax must be paid on all earnings. Under 
the cash compromise, we can expect to find the cooperatives employing a great 
many devices pursuant to which cash payments will be deducted which never 
really leave the cooperative treasury, and where the receipt by the patron is con- 
structive at best or extremely temporary in duration. The Treasury might find 
itself confronted with another Carpenter situation where payments will be de- 
ducted by the cooperative, which the patron will not include in income on the 
ground that there was no real entitlement to or receipt thereof. The Davis bill 
eliminates this problem completely by imposing the 52-percent tax without re- 
gard to distributions or reinvestment. 

Third, as an administrative matter, the Davis bill should have a great deal of 
appeal. It will insure the reporting of patronage dividends on the patron's 
tax return. Under the Davis bill, the patron must file a return and include the 
dividend in gross income or he will forfeit his right to the tax credit. A feature 
of the tax-credit plan is that it should have considerable appeal to the Treasury 
in obtaining more complete tax returns from a large group of taxpayers. 

Before closing, a word should be said about the proposal made by former 
Secretary Humphrey, in a letter to the chairman of the Ways and Means Com- 
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mittee, dated July 26, 1955. This proposal represents a sincere effort to bring 
about a solution satisfactory to business. Unfortunately, it does not achieve 
this result. 

The Humphrey proposal does nothing more than patch up the 1951 law and 
repair the damage done by the Carpenter decision. It does not tax cooperatives 
on their full earnings nor does it restrict the patronage dividend deduction to 
those dividends paid in cash. It proposes merely that all earnings should be 
taxed orce, either at the coooerative or the member level. It would enable the 
cooperative to distribute patronage dividends in the form of paper, taxable to 
the members, and to continue to retain a major portion of their earnings tax 
free. 

The entire tax burden would continue to rest on the patron. This is the most 
unfair solution of all. 

The best feature of the Humphrey proposal is the proposal for a 20-percent 
withholding tax on patronage dividends, to be paid by the cooperative. This 
would somewhat restrict the accumulation of earnings tax free and is a step 
in the right direction. If any consideration is to be given to the Humphrey 
proposal, the withholding tax feature must be treated as an integral part there- 
of. If that is eliminated, no progress at all will have been made. 

In summary, on the basis of the foregoing discussion and for the reasons set 
forth therein, in our belief, the tax credit approach, as embodied in the Davis 
bill, H. R. 4265, is definitely superior to the cash compromise. It is more con- 
sistent with general principles, it has fewer loopholes and it is more workable. 
The Humphrey proposal is clearly the least acceptable of the three, and does 
not, in any event, purport to do much more than plug an unanticipated loop- 
hole in the inadequate 1951 law. 

CONCLUSION 


It is important to restate, for emphasis, that the so-called tax credit approach 
is itself a compromise, just as the so-called cash compromise. Tax equality 
involves, at the least, taxation of cooperatives at the corporate level, regardless 
of the type of relief the Congress may see fit to give at the individual level. The 
position of the NTEA is for a treatment of cooperative corporation earnings in 
the same manner as other corporate earnings are, and we espouse none of the 
compromises described above. 

Mr. O’Conne tt. Thank you, sir. 

At the outset I should like to emphasize the fact that neither I nor 
those I represent have any avowed or secret purpose of destroying or 
unfairly penalizing the cooperatives or their operators. We recog- 
nize that they fill an important place in our economic scheme of things, 
have made and are making substantial contributions to our economy, 
and are doubtless here to stay. 

Our concern is solely to urge upon this committee the real desirabil- 
ity and necessity of ¢ hanging the basis for their taxation from the sys- 
tem that now exists, and I won't elaborate in the time available to me 
on how we believe that should be done. 

In speaking about our desire, I would like to have it completely 
understood that we are talking only about a tax policy matter and are 
not concerning ourselves nor do we have any doubt about the desir- 
ability of cooperatives as such. 

I would remind the committee and maybe some of you have heard it, 
that I rarely listen to television for any length of time in W ashington 
without being assured by one of the local commentators that Embassy 
Dairy people are fine people to do business with. 

I have not the slightest doubt as to that. What concerns me is the 
Embassy Dairy operations is a division of the Virginia-Maryland 
Milk Producers Association. It is of concern to me that in 1954 Em- 
bassy Dairy had operated as a private corporation operated for profit, 
making a profit, and returning a profit by way of income tax at the 
corporate level to the Federal Government. 
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At the present time, Embassy Dairy is a division of the Maryland- 
Virginia Milk Producers Association and whether and to what extent 
that operation pays Federal income tax is entirely dependent upon the 
patronage dividend policy of the Virginia-Maryland Milk Producers 
Association. 

Stated another way, should the management of Virginia-Maryland 
Milk Producers Association decide that the margins of profit of the 
Embassy Dairy division of their organization should be distributed to 
the members of the Virginia-Maryland Milk Producers Association 
as patronage dividends to them, they would by that simple fact escape 
Federal income taxes on the earnings, operations of which I am re- 
ferring to as the Embassy Dairy operation. 

It seems to me that that is something ponderable because here we 
have a typical profit-sharing type of operation which has been oper- 
ated for a profit and by a mere change of management and by coming 
under the guise of a cooperative, however well meaning and however 
nice the people are, it is possible for that operation to be completely 
removed from the tax roles. 

I do not have the information available to me as to what the policy 
of the Virginia-Maryland Milk Producers Asso. is as regards earnings 
from the Embassy Dairy operation. Suffice it to say that it is entirely 
within the patronage dividend policy of the cooperative should they 
so decide to remove the earnings of the Embassy Dairy division from 
the impact of the Federal income tax. 

There has been quite a bit of discussion during the day of alterna- 
tive suggestions or varying ways in which this problem can be met. 
Mr. Reed talked at length about a cash compromise type of proposal 
where, to the extent that patronage dividends were paid in cash to 
patrons, a deduction would be available to the cooperative at the cor- 
porate level. 

Mr. North talked about the cash credit proposal which proposes 
complete taxation at the corporate level with a credit given to the 
farmer patrons. The Secretary of the Treasury, Mr. Humphrey, a 
while back made a proposal to this committee in the form of a letter 
in which he suggested that the way to meet a problem which arose 
under the 1951 law was to provide that noncash distribution of divi- 
dends to patrons be considered as earnings to them, coupling his sug- 
gestion with the withholding tax in order that for the amount distrib- 
uted to the patrons which presumably would be without cash value, a 
provision would be made by withholding at the cooperative level such 
as would permit the payment of tax without unduly burdening the 
farmer who otherwise would be taxed on a noncash, non-market-value 
security. 

I wish to make it clear that from where I sit and the people for 
whom I speak, while they recognize there are varying degrees of desir- 
ability in the proposals to which I have referred, of the three it seems 
to us that the tax credit proposal is much the best since it does accept 
as proper the imposition at the corporate level of the standard corpo- 
rate tax on the cooperative. 

Any benefits which are available under the tax credit proposal 
would, of course, go directly to and be available only to the farmer 
members. The cash compromise proposal we take a relatively dim 
view of because it accepts, as does the Humphrey proposal, the propo- 
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sition that in some fashion patronage dividends are akin to price 
adjustments or rebates. 

It is at that point that I take a direct issue with the cooperative 
view. It is our view, and I have supported it at some length in the 
detailed statement I have prepared, that there is literally no similarity 
between the typical patronage dividend and price adjustment. 

Uniformly they are made only after the end of the fiscal period and 
only if earnings are available. They have no relationship as to 
whether or not a transaction with a particular patron was profitable 
or not. No patronage dividends are paid unless the margins of all the 
cooperatives permit it, and last but not least the distributions are made 
to the owners of the enterprise, not the patrons. 

I suggest to you that there is little or no difference between a 
patronage dividend paid to a patron-owner of a cooperative and a 
dividend paid to a stockholder of the United States Steel Corp. 

I would like, as an illustration of what I am trying to get at, to refer 
to a corporate report of a corporate cooperative which Congressman 
Mason referred to. I think it is rather interesting. 

This is the Mississippi Chemical Corp., a large, reasonably large, 
and thriving fertilizer company which has been in business since 1932. 
It has been prosperous and it has grown. It has grown from a dollar 
volume of sales of $4 million in 1952 to $12 million in 1956 and 1957. 

Its margins and what it calls its net profits have grown from roughly 
$1 million to just short of $4 million in 1956 and 1957. In the year 
ending June 30, 1956 the Mississippi Chemical Corp., which is a coop- 
erative, although I cannot find the word in this pamphlet, earned 
$3,812,000 and it called them profits. In 1957 it earned $3,827,000. 

It pointed out that its sales were less in 1957 than in 1956 by virtue 
of something over $1 million in price adjustment in the sale of ferti- 
lizer to its member-owners. It is a very profitable and very successful 
company. 

The thing that intrigues me is that there is a little note at the bottom 
of page 9 which says, “No provision has been made for current income 
taxes.” The answer to that is perfectly obvious. There are no income 
tax requirements to be taken care of for the Mississippi Chemical Co. 
because after they have arrived at a figure of $3,827,000 net profits dur- 
ing the fiscal year 1957, at some time during the next 9 months after 
that they distribute that by way of cash or allocated dividends to their 
patrons. 

Their patrons are their stockholders. Their patrons are their stock- 
holder owners and for the life of me I can see little basis for dis- 
tinguishing this type of operation from an income tax standpoint than 
any other corporation which also has owners and no corporation which 
has owners can enter into a bargain purchase with its owners without 
the difference between the fair market value of the transaction and the 
bargain purchase price being considered as income. 

I have a twofold feeling. I see little reason why they should not, as 
a matter of principle, be treated as other corporations. Looking at a 
successful operation such as this, which is becoming more and more 
successful, undoubtedly contributing to the area in which it operates, 
why should it not pay some portion of the burden of Federal income 
taxes which are generally operative against the corporate structure of 
our country. 
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I can see little, if any, reason why Mississippi Chemical Co. or any 
other of a number of cooperatives should be treated other than as 
other corporations are. 

I have referred to the Humphrey proposal. I do not think it is 
necessary to refer to that again. My suggestion is quite simply to do 
one thing: Deny the cooperatives, exempt or nonexempt, the right 
to deduct cash or noncash distribution to their members by way of 
patronage dividends, and we will have done two things. We will 
have put the corporate enterprise on exactly the same basis as corpo- 
rate competitors. We will have contributed to the needs of our coun- 
bf in terms of needed revenue, and we would have created a degree 
of equity in our tax system above and beyond what we now have. 

I know we all struggle to have more and more equity. This, it 
occurs to me, is an area in which things may be done. 

Thank you very much. 

The Cuarrman. Are there any questions of Mr. O’Connell ? 

Mr. Reed will inquire. 

Mr. Reep. Are you opposed to farmer cooperatives? 

Mr. O’ConneELL. No. 

Mr. Reep. Do you mind putting in the record the amount of money 
that your organization collected from businessmen last year ¢ 

Mr. O’Conne tt. I will be glad to do that, sir. 

Mr. Reep. All right. Will you put in the amount of income taxes 
that you paid ? 

Mr. O’ConneE -. I can tell you that. We have not paid any income 
tax. 

Mr. Reep. I thought probably that was true. 

Thank you very much. 

The CuHarrman. Without objection, the information requested by 
Mr. Reed will be inserted in the record at this point. 

(The information to be furnished follows :) 

CHAPMAN, WALSH & O'CONNELL, 
Washington, D.C., January 31, 1958. 
Hon. WILBUR D. MILLs, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 

My Dear MR. CHAIRMAN: You may recall that on Thursday, January 23, 1958, 
I appeared before your committee as a spokesman for the National Tax Equality 
Association. 

At the end of my presentation Congressman Reed requested that I supply a 
bit of additional information for the record, which I, of course, agreed to do. 

Mr. Reed’s question was as follows: “Do you mind putting in the record the 
amount of money that your organization collected from businessmen last year?” 

Answering that question, the National Tax Equality Association in the cal- 
endar year 1957 received contributions from its members and supporters in the 
amount of $425,111.75. 

Sincerely yours, JOSEPH J. O'CONNELL, Jr. 


The CHatrman. Thank you, Mr. O'Connell, for your appearance 
and the information given the committee. 

Our next witness is Mr. Shirley Tark. 

The CHammMan. Will you please give your name, address, and the 
capacity in which you appear for the record, please ? 
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STATEMENTS OF L. SHIRLEY TARK, PRESIDENT, MAIN STATE 
BANK, CHICAGO, ILL., AND COCHAIRMAN, BANKERS COMMITTEE 
FOR TAX EQUALITY; R. E. GORMLEY, VICE PRESIDENT, INDE- 
PENDENT BANKERS ASSOCIATION OF AMERICA; ALAN DOLLIVER, 
CHAIRMAN, LEGISLATIVE COMMITTEE OF THE AMERICAN IN- 
DUSTRIAL BANKERS ASSOCIATION, WASHINGTON, D. C.; RALPH L. 
ZAUN, CHAIRMAN OF RESEARCH AND LEGISLATION COMMITTEE, 
WISCONSIN BANKERS ASSOCIATION, GRAFTON, WIS. 


Mr. Tark. Mr. Chairman and members of the Ways and Means 
Committee: My name is L. Shirley Tark. I am president of the Main 
State Bank of Chicago, Ill. To my left I have seated here Mr. Ralph 
Zaun, who speaks for the Wisconsin Bankers Association ; to my right 
is Mr. Emmett Gormley, vice president of the Independent Bankers 
Association, who will speak a moment for them, and Mr. Dolliver, 
who speaks for the industrial bankers. 

I speak today as a representative of the Bankers Committee for Tax 
Equality. They consist of approximately 4,000 banks engaged in the 
commercial and savings field located throughout the United States. 
This is not the first time I have had the privilege of appearing before 
this committee to testify on this subject. I deeply appreciate this 
further opportunity of appearing before you. 

Today, 1 appear before you with the request that you approve the 
Curtis bill, H. R. 8737, which would have the effect of taxing savings 
and loan associations and mutual savings banks on a more equitable 
and realistic basis. The issue involved may be divided into two parts. 

One concerns itself with bringing in revenue to our Government at 
a time when it is sorely needed. If this was accomplished by merely 
increasing the tax liability of an industry that is already overburdened 
with taxes, it might be objectionable. But, when it can be accom- 
plished by taxing the income of institutions that have resources in 
excess of $75 billion—have incomes before taxes of $2 billion—and 
pay only a token tax of $18 million—then it is not only proper, but 
essential—it is a must. 

The other facet of this issue concerns itself with unfair competitive 
burdens imposed upon the competitors of these tax-favored businesses. 
These competitors—the smaller banks through the Nation—pay full 
corporate taxes on their profits, and thereby are handicapped and 
shackled in a manner that may ultimately spell their doom. 

Some bankers—usually the spokesmen of very large banking insti- 
tutions—have decried our efforts to have associations and mutual 
savings banks taxed, on the theory that you would not look with 
favor at a bank presentation based upon unfair competition. In lieu 
thereof, they suggest that we should devote our energies to attempting 
to get for the banks the same favorable treatment that is now accorded 
to associations. In short, do not increase their tax burdens—as if they 
had any—but rather reduce ours. 

Please permit me to state our position on this rather delicate sub- 
ject. I speak for the smaller banks of the country—mostly banks 
with resources of less than $5 million. They’re hurt by this unfair 
competitive tax subsidy. They, unlike the giant banks of the large 
metropolitan centers of the country, do not benefit by huge deposits 
of savings and loan associations and mutual savings banks. 
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We are not critical of the services rendered by associations and 
mutual savings banks. They constitute an excellent medium for the 
financing of homeow nership. In the process of performing their serv- 
ices, they seek savings in competition with taxpaying ‘commercial 
banks. They operate at profits which are commensurate with their 
vast resources and the character of their investments. We believe 
these profits should be taxed. We seek only justice for ourselves and 
for our Government through rightfully obtained increased revenues. 
We therefore ask for tax equality and hence, ask that the Curtis bill be 
approved. 

Their spokesmen say they serve a useful purpose in our economy. 
Right. So do commercial banks: That they serve small savers. So 
do commercial banks. In fact, their average savings accounts are 
larger than in commercial banks, and they are less active: That there 
is a risk of loss inherent in the making of real-estate loans, and to 
reduce the 12-percent reserve to 5 percent might at some time affect 
their solvency. Commercial banks also make real-estate loans, term 
loans, and capital goods long-term loans, and so forth, and yet, they 
are not granted a Joss reserve of 12 percent of deposits in order to 
assure their solvency. There is nothing inherently risky in the mak- 
ing of amortized real-estate loans. Of course, if they are recklessly 
made, or made simply as a result of an avaricious desire for profits, 
then they are risky. These characteristics do not justify tax subsidies. 
They should accumulate their reserves after taxes. 

Even with the present discriminatory law, are they filling up their 
allowable reserves? On the contrary, they have a lower percentage 
of reserves now than when the 1951 Revenue Act was approved. 
Why? Because as their spokesmen have repeatedly said their reserve 
problem comes from paying too high a return for money. Should 
poor management be rewarded with tax subsidy at the expense of other 
taxpayers ? 

I would like to dwell a bit longer on this point, because it has been 
one of the basic objections raised to taxing them realistically. The 
Senate Finance Committee report relative to the Revenue Act of 1951, 
as it pertained to mutual savings banks, at page 23 states: 

In any case, the investment of funds in real estate today is not a sign of 
insecurity in view of the fact that an important segment of such loans are 
backed by the Federal Government. * * * About 33 percent of the real-estate 
loans held by these banks were either insured by the Federal Housing Adminis- 
tration, or guaranteed by the Veterans’ Administration. Moreover even the 
other real-estate loans are more secure than formerly was the case because of 


the present general use of declining-balance loans in lieu of the older fixed- 
amount loans. 


And at page 27 of that report the committee states: 


It should also be noted that, as in the case of the mutual savings banks, nearly 
one-third of the mortgage loans of the building and loan associations, in terms 
of value, are insured or guaranteed by the Veterans’ Administration or the 
Federal Housing Administration. 


I brought that out for the purpose of showing there is nothing 
inherently risky in the making of real-estate loans. We have several 
million of them in our little bank. Never a default. If they are 
properly made, they are perfectly good. 

In his state of the Union message, President Eisenhower recom- 
mended a budget of almost $74 billion and further said: 
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Since the Korean armistice the American people have spent $225 billion in 
maintaining and strengthening this overall defensive shield. 
Referring to our retaliatory power. 

What share of this $225 billion was contributed by associations? A 
pittance—almost nothing. Doesn't the American budget belong to all 
Americans—to all of us?) What manner of men are these who come 
before you and the American people, and persist in demanding the 
continued privilege of not participating or contributing, to our Na- 
tion’s safety and our people's welfare. 

They frequently act like civic and social minded citizens, but only 
up to the point where it affects other people’s pocketbooks, but not 
their own. They speak of sacrifice, of a balanced budget, of how and 
what to tax, but tenaciously cling to their tax subsidy. 

Gentlemen, in the Chicago Daily News of Saturday, January 18, 
1958—5 days ago—appeared an item quoting from a publication of 
one of the largest—if not the largest—savings and loan associations 
in Chicago, wherein was proposed the levying of a city income tax 
of about 2 percent to pay for Chicago’s ies renewal program. 
Think of it. They propose a new city income tax, for others to pay, 
while they are still enjoying virtual tax freedom under present Fed- 
eral tax laws. 

Should they be tax-favored on the theory that they distribute all 
their earnings to their members? That is not so. They retain earn- 
ings in various reserve accounts. The report of the Committee on 
Finance of the United States Senate in 1951, at page 28 stated: 

An individual member has no claim to a share of the accumulated earnings 
unless he remains in the organization until its dissolution. The idea that 
income of a savings and loan association belongs to a member even though it 
it not paid to him, or allocated to his account, is a more extreme concept of 
cooperative ownership, than that used by cooperatives. 

Who gets these accumulations? Certainly not the members of 
either the traditional type, nor more recent type, of associations. My 
own State of Illinois followed the lead of many other States in 1955 
by adopting a new Illinois Savings and Loan Act, which permits State 
associations to issue guaranty shares. 

This stock in associations is similar to the common stock of a bank- 
ing corporation. The retained earnings of associations so organized 
will belong to the holders of the guaranty shares in the same way 
that the retained income in banks belongs to their shareholders. There 
is one major difference, however: The owners of the guaranty shares 
will own their retained income without any deductions for the Federal 
corporation income tax, while the bank stockholders will only own 
that portion which is left after the bank has paid its Federal income 
tax. I do not believe that Congress ever intended that the overgen- 
erous reserve for bad debts granted savings and loan associations 
would be used as a device to accumulate tax-free funds for stock- 
holders. 

Let me cite a concrete case: In 1955, a sale was made of all the 
guaranty stock of a California association, together with the stock of 
22 small escrow companies. The sales price was about $1014 million. 
On December 31, 1947, the association’s net worth was $293,000 and 
at June 30, 1955, it was over $7 million. The prospectus issued in the 
resale of this stock disclosed that this increase in net worth was accom- 
plished through the accumulation of untaxed profits. 
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Did these profits accrue to the public—the so-called mutual mem- 
bers? No. They went to the private owner of the guaranty stock. 
He got the benefit of this untaxed retained income. This was only 
possible because of our present discriminatory tax laws. 

Though the bankers committee is pleading for tax equality, it is not 
asking at this time that this be accomplished by raising our permitted 
loss reserve to equal that granted to savings and loan associations. 
We believe the Government’s need for revenue is so great, that the 
banks should not seek equality by this method now. On the contrary, 
we believe that equality and justice to both institutions should be ac- 
complished with greater revenue being received by the Government. 
We therefore urge that this be accomplished by permitting a maxi- 
mum loss reserve of 5 perecnt of loans to savings and loan associations 
and mutual savings banks alike. 

Since most associations and mutual savings banks now have re- 
serves in excess of 5 percent, the passage of the Curtis bill would 
make effective the income tax imposed on associations and mutual 
savings banks by the Revenue Act of 1951. If savings and loan asso- 
ciations and mutual savings banks were taxed just like commercial 
banks, that is, before the distribution of earnings to owners in the 
form of dividends, the United States Treasury would receive $1,170 
million in revenue. However, if the dividends of associations and 
mutual savings banks may be deducted from net income in the deter- 
mination of tax liability, the Treasury would collect $225 million, if 
the Curtis bill were enacted into law. 

In conclusion, I would like to point out that there is no economic 
or social justification for allowing the net income of these institutions 
to be virtually tax free. The fact that this income is retained for the 
benefit of the members makes it analogous to the income retained by 
an ordinary taxable corporation for the benefit of its stockholders, 

There is no reason why commercial banks competing for the savings 
of the community should have to pay 44 times the income taxes paid 
by associations and mutual savings banks, when the net operating in- 
come of commercial banks is less than that of associations and mutual 
savings banks. 

There is not justice in tax laws that extract a tax of $5 from a 
charwoman or a stenographer employed by an association with re- 
sources of over $100 million to $300 million, when that association 
pays nothing in Federal income tax. 

I might also at this point say this to you, gentlemen. I am sure 
you realize it. It is important. The savings and loan associations 
under our present laws are also exempted from transportation tax, on 
transportation paid by them. That is Federal savings and loans. 

When they use armored-car service, such as Brinks, which we and 
they use, they pay no tax on the bill. We do. If they come down 
here to appear before you on association business, they need not pay 


the tax on their transportation. I do. 
_ Another thing, they are exempt from excise taxes. They are exempt 
on excise taxes on telegraph, telephone, radio, cable, and box rentals. 
We pay taxes. Thev are exempt from documentary stamp tax. 
In my own country, where Congressman O’Brien comes from, they 
do not pay personal property taxes in Cook County, Ill. In a little 
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bank such as mine, with $40 million in resources, we pay approximately 
for $14,000 to $17,000 a year. They do not pay that. 

As pointed out by Senator Kerr during the Senate debate in which 
the tax exempt status of these associations was revoked : 

* * * If we continue to give them an exemption of their earnings at their 
discretion, until their surplus is 10 percent of whatever their present or in- 
creased deposits may be, we shall have a magnet which will draw all the money 
out of the commercial banks * * * 

For economic welfare of our country and in the name of justice 
and equity, please do not let that happen. 

The Cuairman. Thank you, Mr. Tark. 

Mr. Mason will inquire. 

Mr. Mason. Has the American Bankers Association endorsed the 
Curtis bill with certain remedies or amendments ? 

Mr. Tark. Yes, Mr. Mason and gentlemen, they have. They issued 
a statement yesterday to the effect that they endorse the Curtis bill 
for tax equality. 

Mr. Mason. Have you agreed with the amendments? 

Mr. Tark. Do I agree with it? No. Because their amendments 
would have the following effect: Their amendments would have the 
effect of giving unto the commercial banks an increased loss reserve 
We who are sitting here do not think the commercial banks should 
have it. We do not feel that we have a right, nor do we ask you to 
pass any type of legislation that reduces the revenue of our Govern- 
ment. 

We ask for tax equality only on the basis that you get the revenue 
from those who should pay it, but not at any time at the expense of our 
Government. So we do not agree with those amendments. 

The Cuarrman. Any further questions? If not, Mr. Tark, we 
thank you very much and those with you for your appearance and 
the information given the committee. 

Mr. Tark, did you use your time according to your watch ? 

Mr. Tark. I used 18 minutes, according to the time. 

The CuHarrMAn. That was the time allotted to you. 

Mr. Tark. Yes. 

The Cuatrman. Our next witness is Mr. Arthur T. Roth. 

Mr. Roth, will you please come forward and identify yourself for 
the record by giving your name, address, and the capacity in which 
you appear? 


STATEMENT OF ARTHUR T. ROTH, PRESIDENT, FRANKLIN 
NATIONAL BANK OF LONG ISLAND 


Mr. Rorn. Mr. Chairman and members of the committee: My name 
is Arthur T. Roth. I am President of the Franklin National Bank, 
Franklin Square, Long Island, N. Y. 

The Cuatrman. Mr. Roth, you have a rather sizable statement here. 

Mr. Rorn. I have a very sizable statement there. It was 60 pages 
long. I certainly do not intend to present that statement, except I 
do wish that it be made part of the record. 

The CHarrMan. Without objection it will be included in the record 
and you are recognized for 10 minutes. 

(Mr. Roth’s prepared statement follows :) 
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STATEMENT OF ARTHUR T. ROTH, PRESIDENT OF THE 
FRANKLIN NATIONAL BANK OF LONG ISLAND 
BEFORE THE WAYS AND MEANS COMMITTEE 

UNITED STATES HOUSE OF REPRESENTATIVES 


Mr. Chairman and members of the Committee, my name 
is Arthur T. Roth. I am president of The Franklin National Bank 
of Long Island whose principal office is located at Franklin 
Square, County of Nassau, Long Island, New York. 

I deeply appreciate the opportunity to appear before this 
Committee. 

FAVOR CURTIS BILL, TAX EQUALITY 

I am in favor of the Curtis Bill (H.R. 8737). 

I believe in the merits of tax equality among financial 
institutions, namely commercial banks, savings and loan associ- 
ations and mutual savings banks. 

SITUATION GRAVE IN NEW YORK STATE 

Tax discrimination between financial institutions has be- 
come a matter of grave concern in New York State. The mutual 
savings banks -- and I must state that the answer to the question, 
“How ‘mutual’ is a mutual savings bank?” would be a revelation 


to the Committee -- are systematically smothering the commer- 


cial banks with a tax-free surplus-filled pillow. 
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TWELVE PER CENT LOOPHOLE HARMFUL 

Mutual savings banks and savings and loan associations 
are not required to pay Federal income taxes until their surplus 
funds exceed 12 per cent of their deposit and share accounts. 
As long as surplus funds are under 12 per cent of deposits or 
share accounts, not one penny is paid in taxes -- even by billion 
dollar institutions. 

What happens? More deposits mean a lower percentage 
in surplus funds. So the mutual savings banks attract invest- 
ment deposits instead of thrift deposits and seek to establish 
more and more branches to increase deposits, to escape taxa- 
tion. Tax avoidance. 

As a result of the higher dividend rate they are enabled 
to pay through tax avoidance, deposits are siphoned away from 
the commercial banks who pay full taxes. 

In New York State, sovereign to New York City the money 
capital of the world, non-tax-paying mutual savings banks have 
deposits equal to 50 per cent of the total deposits in commercial 
banks (demand, time and government). 

Consider the loss in revenue which, applied nationally, 
amounts to a billion dollars from the time the 12 per cent 


loophole was established. 
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Consider the harm to the economy as deposits are siphoned 
away from commercial banks, hard-pressed to make loans to 
maintain a high level of business. 


TWELVE PER CENT DEPOSIT RESERVE 
EQUAL TO 20 PER CENT ON LOANS 


I straight forwardly say that there is absolutely no basis 
for the 12 per cent tax-free umbrella over the mutual savings 
banks and savings and loan associations. 

The ratio of savings bank surplus funds to deposits is 
substantially higher than the ratio of commercial bank surplus 
funds to deposits, despite the fact that commercial bank risk 
assets are more hazardous due to the unsecured nature of their 
loans. 

Why should mutual savings banks build up tremendous 
tax-free surpluses which they call “perpetual and indivisible 
trusts” to support relatively risk free loans, as compared to 
commercial banks ? 

Why should savings banks be allowed to maintain a reserve 
of 12 per cent of deposits which is equivalent to 20 per cent on 
their risk asset loans, while commercial banks average about 
two per cent under their reserve for bad debts formula? 


Why should savings bank reserves be based on deposits 
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in contrast to commercial bank reserves which are based on 
loans ? 

Confusing? Illogical? Lacking in uniformity? Harmful? 
The answer is “yes” 


GRAVITY OF BANKING FUTURE SPURS 
STUDY IN NEW YORK STATE 


In my State the problem of tax discrimination is a grave 
one, just as it is in all 48 states. The mutual savings banks are 
boring into the banking structure at a tremendous loss in revenue 
to the government. 

The problem in New York State recently prompted the 
undertaking of a special study by the New York State Bankers 
Association at the request of a Joint Legislative Committee to 
Revise the Banking Law. This study presents the commercial 
bank side of the story. 

After 18 months of earnest study and assembling material 
a report was submitted by a committee known as The Committee 
for the Study of the Banking Structure in New York State, con- 


sisting of the following members: 
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COMMITTEE FOR THE STUDY OF THE 
BANKING STRUCTURE IN NEW YORK 
STATE 


By: Grorcr A. Newsury 
Chairman 


President, Manufacturers and Traders 
Trust Company, Buffalo 


By: Frepertck G. Maper 
President, The Bank of Lake Placid, 
Lake Placid 


By: Joseru E. Hucurs 


President, The County Trust Company, 
White Plains 


By: Artruur T. Ror 


President, The Franklin National Bank, 
Franklin Square 
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( ea By: Grorce C. Textor 
President, The Marine Midland Trust 
Company of New York, New York City 


By: Granam B. Buarng 


Vice Chairman, The Chase Manhattan 
Bank, New York City 


By: Howarp C. Sueprerp 
Chairman of the Board, The First 
National City Bank of New York, 
New York City 


By: Joun W. Remincton 
President, Lincoln Rochester Trust Com- 
pany, Rochester 
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TAX EQUALITY NO. 1 PROBLEM STUDY FINDS 

The findings of the Committee, incorporated in a report 
to the New York State Bankers Association, are worthy of con- 
sideration at this time ~~ especially since we are here to discuss 
the problem of tax equality. 

Significantly, Proposal One of the report deals with this 


problem. It reads as follows; 


PROPOSAL ONE 
Equality of Taxation. 


The existing tax discrimination between mutual institu- 
tions and commercial banks should be eliminated. There 
is absolutely no justification for the inequality of treat- 


Exactly ment between these competing institutions. 
ees As pointed out on pages 11 and 12 of this report, the 


mutual thrift institutions are virtually free from federal 
income taxation. Although nominally subject to the fed- 
eral income tax, the provision exempting them from the 
federal income tax until their ‘‘surplus, undivided profits, 
and reserves’’ exceed 12% of their deposit and share ac- 
counts provides a loophole so big that in fact they pay 
virtually no tax. 


Considering the tremendous size of their institutions, 
their economic power, and the fact that they can no longer 
be considered as primarily philanthropic institutions they 
should bear their fair share of the tax burden along with 
the business institutions with which they are in competi- 
tion. 
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PROBLEM IS COUNTRYWIDE 

I feel this report by the Study Committee of the New York 
State Bankers Association can be valuable to the members of 
the House Ways and Means Committee in their deliverations. 
Accordingly, I respectfully present the section of the report 
entitled “Analysis of Problem.” 

Before doing so, however, I would like to point out the 
basic conclusions reached by the Study Committee within the 


Analysis section of their report: 


I 


The problem is countrywide and not peculiar .to 
New York State. 


(sr ) 
Re 
= 0 


The problem is somewhat greater and more trouble- 
some in New York State than elsewhere throughout 


the country. 


Ill 


These problems are of recent origin and were not 
serious until the end of World War II. 


IV 


The last ten years have witnessed a startling change 
in this pattern of growth. 
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Vv 


This raises the question as to where these funda- 
mental changes in our banking and credit structure 
will lead unless the competitive advantages of the 
mutuals are leveled off. 


VI 


The reasons for this drastic change in the growth 
patterns of commercial banks and mutual thrift in- 
stitutions are not hard to find. They are principally 
these. 


(i) The mutual thrift institutions have been largely 
exempt from the payment of taxes. 


(ii) The mutual thrift institutions do not maintain the 
large cash reserves required by law of commercial 
banks and upon which they receive no income what- 
soever. 


(iii) The availability of real estate mortgage investments, 
plus substantial exemption from taxation, plus free- 
dom from maintaining large cash reserves have en- 
abled the mutual thrift institutions to pay a high 
dividend return to their depositors and shareholders. 

(iv) The mutual thrift institutions have used exceed- 
ingly effective high pressure promotional tech- 
niques, some of which are of doubtful propriety. 
Among these are: 


Vil 


The virtually explosive growth of the mutual sav- 
ings banks, savings and loan associations and credit 
unions over the past ten years and the probability of 
continued mushrooming growth in the future poses 
some questions of vital concern to all the people. 
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The analysis section of the report submitted by the 


Committee for the Study of the Banking Structure in New York 


State is as follows: 


( 
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ANALYSIS OF PROBLEM 


I 


The problem is countrywide and not peculiar to 
New York State. 


Since the end of World War II, mutual banking and 
quasi-banking institutions have experienced a phenomenal 
growth. In the seventeen northeastern states where mutual 
savings banks have been established, this growth dollar- 
wise has been largely centered in the mutual savings banks. 
In the balance of the country, it has centered principally 
in the savings and loan associations. In addition, credit 
unions throughout the country are beginning to be an im- 
portant factor. It is noteworthy that even in the seventeen 
northeastern states where mutual savings banks have been 
firmly established for upwards of a century, the growth 
of savings and loan associations percentage-wise has been 
much greater than that of the mutual savings banks— 
though not dollar-wise. 


As will be seen from the statistical data appearing later 
in this report, the growth of these mutual institutions 
throughout the nation has been far in excess of that of 
commercial banks, and if it continues is certain to effect 
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some revolutionary changes in banking and in the credit 
structure which supports our whole economy. 


Consequently, in whatever we do in New York State we 
must be keerily aware of the fact that we are dealing with 


a national problem and not one that is strictly local in our 
own state. 


Il 


The problem is somewhat greater and more trouble- 
some in New York State than elsewhere throughout 
the country. 


A few facts will suffice to demonstrate the accuracy of: 
this statement. 


(i) Of the 527 mutual savings banks operating in seven- 
teen states, 129 are located in New York State. 


(ii) Of the $28.1 billion of deposits held by all 527 of 
these mutual savings banks at the end of 1955, $16.3 
billion were held by the 129 mutual savings banks in 
New York State. 


(iii) Of the $16.3 billion of deposits held by the 129 mutual 
savings banks in New York State at the end of 1955, 
$13.3 billion were held by the 53 mutual savings banks 
in New York City and only $3 billion were held by 
the 76 upstate mutual savings banks. 


(iv) Of the 100 largest mutual savings banks in the nation, 
65 are located in New York State and all but two of 
the largest 42 in the nation are situated in the metro- 
politan New York City area. 


(v) Of the 100 largest savings and loan associations in the 
nation, 12 are located in New York State, of which 
nine are in metropolitan New York City area. 
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The problem of the increasing flow of funds out of com- 
mercial banks and into the mutual savings banks, savings 
and loan associations, and credit unions is substantially 
more critical in New York State than elsewhere throughout 
the nation. 


ill 


These problems are of recent origin and were not 
serious until the end of World War II. 


Table 1 
Deposit and Share Structure—June 30, 1920 
(National Data) 


Commercial Barks 
Demand Deposits Ad- 


Se a $ 19,616,000,000 
Time Deposits ......... 10,509,000,000 
SE acer ares cress $ 30,125,000,000 

Mutual Savings Banks 

Time Deposits ........ $ 5,168,000,000 
Savings and Loan Associa- 

tions 

Share Accounts ........ $ 1,741,000,000 
Postal Savings 

Time Deposits ......... $ 157,000,000 


SEE wa tescaees $ 7,066,000,000 
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Table 2 
Deposit and Share Structure—December 31, 1945 
(National Data) 


Commercial Banks 
Demand Deposits Ad- 


DOE... sshnenavieeds $ 75,851,000,000 
Time Deposits ......... 30,135,000,000 
En ss cmaeasmennes $105,986,000,000 
Mutual Savings Banks 
Time Deposits ......... $ 15,385,000,000 
Savings and Loan Associa- 
tions 
Share Accounts ........ $ 7,365,000,000 
Postal Savings 
Time Deposits ......... $ 2,932,000,000 
TED. 6ennees basnee $ 25,682,000,000 


Note: Postal Savings are included solely for completeness. They are not 
a significant factor and have become less of a one. 
Credit union data for this period is of no significance 


Over this long period of twenty-five years, there was no 
substantial change in the relative relationships of com- 
mercial banks to mutual thrift institutions. Commercial 
banks grew from $30 billion to $106 billion—three and one- 
half times. Mutual thrift institutions collectively grew 
from $7 billion to $25 billion—also almost exactly three 
and one-half times. 


Clearly there was nothing disturbing in this pattern of 
growth of the nation’s financial and credit structure. 
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IV 
The last ten years have witnessed a startling change 
in this pattern of growth. 
Table 3 
Deposit and Share Structure—December 31, 1955 
(National Data) 


Commercial Banks 
Demand Deposits Ad- 
EE ccctiinageenense $109,900,000,000 
Time Deposits ......... 48,359,000,000 
BNE. gbdissatwadase $158,259,000,000 
Mutual Savings Banks 
Time Deposits ......... $ 28,100,000,000 
Savings and Loan Associa- 
tions 
Share Accounts ........ $ 32,305,000,000 
Postal Savings 
Time Deposits ......... $ 1,900,000,000 
Credit Unions ........... $ 2,350,000,000 
OA. is ita nas 90% $ 64,655,000,000 


Over these past ten years commercial banks achieved a 
growth of slightly under 50% (49.3%), while the mutual 
thrift institutions collectively expanded over 150% 
(150.3%). Here is a startling and significant change in 
the nation’s financial and credit structure deserving of 
the most careful study and analysis. 


An analysis of this change on a year to year basis is 
even more startling. 
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Table 4 


Summary Showing Annual Growth of Time Deposits and 
Share Accounts in Mutual Savings Banks and Savings and 
Loan Associations in Comparison to Annual Growth of 
Time Deposits in Commercial Banks 


(National Data) 


Year Mutuals (1) 

SOOO. sec: 2,667 ,000,000 
ee. Feu’. 2,081,000,000 
re 1,853,000,000 
1949...... 2,393,000,000 
oe 2,243,000,000 
eT 2,973,000,000 
BOs etdud 4,769,000,000 
1953...... 5,406,000,000 
> snees 6,501,000,000 
1955...... 6,851,000,000 


Commercials (2) 
3,673,000,000 
1,441,000,000 

555,000,000 

342,000,000 

168,000,000 
1,545,000,000 
2,807 ,000,000 
2,993,000,000 
3,185,000,000 
1,271,000,000 
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Mutuals as a Percent- 
age of Commercials 
(1) divided by (2) 


72.6% 
144.4 
333.8 
699.7 

1,335.1 
192.4 
169.9 
180.6 
204.1 
539.0 


A few facts stand out sharply in the above tabulation. 


(i) During 1946 the growth of commercial bank time de- 
posits and that of share accounts and deposits in the 
mutuals maintained approximately their traditional 
ratio following the growth pattern of many years 


standing. 
(ii) 
(iii) 


In 1947 that traditional pattern changed radically. 
During 1948, 1949, and 1950, the change became even 


more pronounced as virtually all growth went to the 


mutuals. 


(iv) In 1951 the commercial banks began to compete more 
aggressively for time deposits and it appeared that 
the situation might correct itself. 








1646 


( 


Exactly 
as in 
Report 


GENERAL REVENUE REVISION 


(v) The results in 1953, 1954, and particularly 1955 dem- 
onstrate the unquestionable fact that commercial 
banks cannot compete successfully for time deposits 
under the existing legal set-up which so strongly 
favors the mutuals. 


V 


This raises the question as to where these funda- 
mental changes in our banking and credit structure 
will lead unless the competitive advantages of the 
mutuals are leveled off. 


Assuming that the relative rates of growth in time de- 
posits and share accounts of the several types of institu- 
tion continue for another ten years at the rates actually 
maintained over the past ten years, we will arrive at this 
result on December 31, 1965. 


Table 5 


Projected Situation—December 31, 1965 
Time Deposits and Share Accounts 


(000,000 omitted) 


10-year 
rate of growth, Projected Percent of 
1945-1955 Accounts Total 
60.47% Commercial Banks (Time)..$ 77,602 27.28 
338.63 Savings & Loan Ass’ns..... 141,699 49.80 
82.83 Mutual Savings Banks..... 51,428 18.08 
487.50 Credit Unions ............. 13,806 4.84 


$284,535 100.0 % 


It would appear this is where present trends are leading 
unless there is some change in the basic rules governing 
the competition between the several types of institution. 


Why has it come about? Is it good or is it bad for the 
economy of the country and for the people as a whole? 
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VI 


The reasons for this drastic change in the growth 
patterns of commercial banks and mutual thrift in- 
stitutions are not hard to find. They are principally 


these. 
(i) 
(ii) 


(iii) 


(iv) 


The mutual thrift institutions have been largely 
exempt from the payment of taxes. 


The mutual thrift institutions do not maintain the 
large cash reserves required by law of commercial 
banks and upon which they receive no income what- 
soever. 


The availability of real estate mortgage investments, 
plus substantial exemption from taxation, plus free- 
dom from maintaining large cash reserves have en- 
abled the mutual thrift institutions to pay a high 
dividend return to their depositors and shareholders. 


The mutual thrift institutions have used exceed- 

ingly effective high pressure promotional tech- 

niques, some of which are of doubtful propriety. 

Among these are: 

(a) The giving of expensive premiums for new 
accounts. 

(b) The use of non-institutional solicitors, the 
methods of some of whom are certainly open 
to question. 


(c) The implications by savings and loan associa- 
tions 


(1) that their shares are guaranteed by the 
federal government. 


(2) that their shares will be repaid on demand 
(3) that they are ‘‘Banks’’. 
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A few facts will point up the tremendous importance of 
these competitive advantages which have enabled the 
mutual thrift institutions to outstrip commercial banks to 
such an alarming extent. 


Taxes 


A commercial bank is required to pay a federal income 
tax of 30% of the first $25,000 of its net income and 52% 
of all net income over $25,000. For 1954, all of the insured 
commercial banks in the United States paid federal income 
taxes of $862,065,000. This equaled 42.7% of their com- 
bined net income before federal income tax. In addition 
to that, the commercial banks paid large state and local 
taxes. 


Mutual thrift institutions were completely exempt from 
federal income tax until 1952. Today, mutual institutions 
are not required to pay federal income tax until their 
‘‘surplus, undivided profits and reserves’’ exceed 12% of 
their deposit and share accounts. Over the five year period 
1951 through 1955, the insured mutual savings banks in the 
United States paid federal income tax of a relatively in- 
significant amount only. 


Percentage 
of federal income 
Net current Federal taxes to net current 

Year operating income income taxes operating income 
1951 $407,163,000 ~ 0 0.0% 
1952 451,735,000 2,227,000 0.5 
1953 519,731,000 2,110,000 0.4 
1954 581,392,000 3,412,000 0.6 
1955 654,004,000 1,229,000 0.2 


For 1954, as reported by the Federal Home Loan Bank 
Board, all member savings and loan associations paid fed- 
eral income tax of only $5,509,000 on net income before tax 
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of $974,285,000, or an effective rate of only 57/100 of one 
percent of net income. 


These tax payments by mutual institutions of approxi- 
mately one-half of one percent, or 50¢ on each $100 of net 


earnings, are a far cry from the $42.70 per $100 paid by 
commercial banks. 


Moreover, it is extremely unlikely under the ‘‘12% pro- 
vision’’ in the existing Internal Revenue Code that these 
mutual institutions ever will pay their fair share of the 
federal tax burden. The book surplus of all mutual savings 
institutions has not exceeded 12% of deposits since 1942, 
and it has decreased steadily since 1951 when the 12% 
provision was added to the Code. Along the same lines, 
the savings and loan associations’ reserves and undivided 
profits are a smaller and smaller percentage of savings 
capital, declining from 9.15% in 1950 to 8.01% in 1955. 


If commercial banks paid taxes at the same effective 
rates as mutual institutions, commercial banks could in- 
crease their interest rate substantially. 


Reserves 


Under the regulations of the Board of Governors of the 
Federal Reserve System, every member commercial bank 
at present is required to keep reserves consisting of cash 
on deposit with the Federal Reserve Bank in its district 
in the following amounts: 


With respect to its demand deposits 
Banks in Central Reserve Cities 20% thereof 
Banks in Reserve Cities 18% thereof 
Country Banks 12% thereof 


With respect to its time deposits 
All Banks 0% thereof 
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Commercial banks receive no income whatsoever on these 
cash reserves deposited with the Federal Reserve. 


Neither mutual savings banks, savings and loan associa- 
tions, nor credit unions are required to maintain any such | 
reserves for the protection of their depositors and share- 
holders. Nevertheless, they advertise widely that their de- 
posits and shares will be repaid ‘‘on request’’ and do what 
amounts in fact to a virtual demand deposit type of busi- 
ness. More will be said about that later in this report. 

To further point up the importance of this statutory ad- 
vantage given the mutual institutions, at the end of 1955, 
$18,721,000,000 of the deposits in commercial banks in the 
United States were held in cash reserves on deposit with 
the Federal Reserve Banks. 


Earning Assets 


Commercial Banks 

As of December 31, 1954, and 1955, resources of all com- 
mercial banks, including both demand aid time deposits 
were invested as follows: 


1954 1955 

Demand Deposits Ad- 

ia 106,550,000,000 109,914,000,000 
Time Deposits ....... .  46,844,000,000  48,359,000,000 
Total Deposits ........ 153,394,000,000 158,273,000,000 
OM se nc 0h Senna ee ..  48,559,000,000  46,838,000,000 
U. S. Government Ob- 

ligations .......... . 68,981,000,000 — 61,592,000,000 
Other Securities ....... 16,316,000,000 16,688,000,000 
a lh lie 70,619,000,000 — 82,601,000,000 


Nore: Investments include capital as well as deposits. 
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Mutual Savings Banks 


As of December 31, 1954, and 1955, resources of all mu- 
tual savings banks, as shown by the Federal Reserve Bulle- 
tin for August, 1956, were invested as follows: 


1954 1955 
OOS oo cixt scape iacar $14,998,000,000 $17,456,000,000 
U. S. Govt. obligations .. 8,748,000,000 8,460,000,000 
Other securities ......... 4,123,000,000 3,982,000,000 
Total loans & investments 27,868,000,000 29,898,000,000 
Time deposits .......... 26,302,000,000  28,129,000,000 
Ce GONOOR 5s hvaban sass 1,026,000,000 965,000,000 
Total capital accounts .... 2,694,000,000 2,812,000,000 
Savings and Loan Associations 
Senate As of December 31, 1954, and 1955, the resources of all 
a ia savings and loan associations, both state and federally 
( Report ) chartered, were invested as follows: 
1954 1955 
Total Shares Outstanding $27,334,000,000 $32,305,000,000 
Waa went ceveuceseCun 1,980,000,000  §2,087,000,000 
U. §S. Government Ob- 
ge per: 2,021,000,000  2,381,000,000 
Mortgage Loans ........ 26,193,000,000 31,584,000,000 
Real Estate Owned .... 24,000,000 31,000,000 


Nore: Borrowings from Federal Home Loan Banks and 


others included in above investments as of De- 
cember 31, 1954, were $960,000,000 and as of De- 


cember 31, 1955, were $1,558,000,000. 


Credit Unions 
The latest data available is that for 1953. As of De- 
cember 31, 1953, the resources of all credit unions, both 


state and federally chartered, were invested as follows: 
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Total Shares Outstanding ........ $767,000,000 

Cathe: cep ipe del tie cnkt tenn hsie 77,000,000 

U. S. Government Obligations .... 86,000,000 

Savings & Loan Shares .......... 96,000,000 

ES i eR ie es ek ak oo on 2 574,000,000 

i a nial a alk cn nt 21,000,000 
Liquidity 


In respect of liquidity, the percentage of assets of sav- 
ings and loan associations nationally invested in mort- 
gages has steadily increased, while cash and U. S. Govern- 
ment obligations has steadily decreased. 


Percentage of Assets and Savings Capital of Savings 
and Loan Associations in the United States 


Percentage 
Percentage of Assets Percentage 

Percentage of Assets in in General of Savings 

of Assets in Cash & Gov't Reserves & Capital in 
Year Mortgage Loans Obligations Undivided Profits Mortgage Loans 
1945 62.8 33.4 6.9 73.9 
1946 71.9 24.9 6.9 85.0 
1947 77.4 19.5 7.0 92.2 
1948 80.4 16.2 7.1 95.1 
1949 80.5 16.1 7.3 93.9 
1950 81.8 14.6 7.3 98.4 
1951 81.8 14.2 7.4 97.2 
1952 81.9 13.9 7.2 96.3 
1953 82.7 13.0 6.9 96.4 
1954 83.0 12.7 6.8 96.1 
1955 83.8 Ly ie 6.5 98.1 


Note: If current borrowings are deducted, liquidity ratios become still lower. 
Current borrowings at year-end in 1953 were $1,027,000,000—in 1954, 
$960,000,000 and in 1955, $1,558,000,000. 


The same has been true with respect to the mutual sav- 
ings banks in New York State. 
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Percentage of Assets of Mutual Savings Banks in 
New York State 


In Mortgage In Cash & In Bond 
Year Loans Due from Banks Portfolio 
1946 27.97 4.98 65.59 
1947 28.10 5.17 65.20 
1948 30.82 5.07 62.60 
1949 33.86 4.67 60.01 
1950 40.13 3.92 54.37 
1951 46.92 4.07 47.34 
1952 49.71 4.01 44.24 
1953 52.37 3.99 41.32 
1954 56.20 3.84 37.25 
1955 59.76 3.28 34.07 


Even the most casual examination of the foregoing data 
is sufficient to disclose why mutual savings banks, savings 
and loan associations, and eredit unions can pay higher 
interest and dividend rates on their deposits and shares 
than can commercial banks. 


No commercial bank would be allowed to operate on the 
limited reserve and low liquidity ratios currently accepted 
without question for the mutual institutions. Neither 
would any commercial bank be permitted to invest so large 
a part of its depositors’ funds in long term, high interest 
rate obligations. Furthermore, since the Banking Act of 
1933, no commercial bank has been allowed to invest in 
corporate equities. Yet today that is permitted to the 
mutuals in many states, including New York State. 


High Pressure Promotion 


Promotional devices used by the savings and loan asso- 
ciations and by the mutual savings banks to achieve the 
growth they have shown over the past decade would have 
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been universally condemned if used by commercial banks. 
Moreover, these techniques are inconsistent with the objec- 
tives for which mutual institutions have been authorized. 


A few samples, which could easily be multiplied by hun- 
dreds, are as follows: 


Los Angeles Times, July 1, 1956 


Advertisement for Federal Savings and Loan Asso- 
ciation 
‘*You May Win a New Thunderbird Free..... 
‘‘Put your name and address in our giant piggy bank. 
You may win a new Thunderbird. —America’s most 
exciting sports car.’’ 


Wall Street Journal, September 1956 


«CGuaranty Savings Association this month 
is offering a General Electric portable television set 
to anyone who opens a $5,000 account.’’ 


Time Magazine, December 15, 1952 


On_________ Savings Bank Opening 
‘*Eiveryone who showed up got___free chances on 18 
prizes ranging from a new Mercury to a trip to Ber- 
muda and Nassau.”’ 


Business Week, February 2, 1952 


Excerpt from reproduction of advertisement for. 
Savings Bank, New York City. 


‘*Win $1000 Defense Bond or one of these other 
door prizes—$500 Defense Bond, two prizes of $100 
Defense Bonds, nine prizes of $50 Defense Bonds, six 
prizes of $25 Defense Bonds. To get a ticket that may 
win one of these prizes, simply call in person at any 
office of the Savings Bank.’’ 
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Phoenia Gazette, January 23, 1956, and 
Arizona Republic, January 24, 1956, Combination Ad 


‘*Money Worth More at________-”’ 


‘*$50,000 and over—A trip to Mexico City for two, ar- 
ranged by Cahill World Travel Service, Six 
nights and five days in Texas, including tours to 
the Pyramids, Shrine of Guadalupe, Taxco and 
Mexico City.’’ 


Even more reprehensible has been the employment of 
professional soliciting agencies which have used every 
conceivable device to lure deposits out of commercial banks 
and into the mutuals. Here are some statements taken 
at random from the printed matter distributed by these 
solicitors on behalf of the mutual savings institutions: 


‘*To open an account is an easy matter. Select your 
Associations and follow simple procedure on enclosed 
form, ‘How to Open an Account’. Or, if you wish, 
we can afrange to transfer your money from your 
present bank without your leaving the comfort of 
your home or office. 


‘‘When transferring funds from your present bank 
to one of our Associations, fill out and mail us enclosed 
DRAFT with your passbook or certificate. Upon 
receipt, we shall arrange to have your present bank 
mail their check to the Association. 


‘*Your money is insured against any loss by a per- 
manent instrumentality of the United States Govern- 
ment—up to $10,000 in each account in every Insured 
Association. 


‘©All the Associations on our lists pay withdrawals on 
request. No prior notice is necessary. 


‘*By placing your funds in different sections of the 
country, in the event of recession you will have a more 
consistent high yield; in the event of war you will have 
a greater cash availability. 
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‘The Co. will place any amount 
from $100 to $1,000,000—or even more. 


‘*Q. How large an amount can be fully insured-in 
one Association? 

A. Each member account is insured to $10,000. A 
family of three can open seven different accounts in 
the same association—place $10,000 each and be 100% 


insured. 
il Sak RI | $10,000 
a a i Bae ah tng ate $10,000 
Shs cea a tae 04 s'e $10,000 
Man and Wife ........... $10,000 
Man and Child .......... $10,000 
Wife and Child .......... $10,000 


.Man, Wife and Child .... $10,000 
‘‘Our services are free and strictly confidential. 
‘‘P.S. As stated above, our services to you are free.’’ 


VII 


The virtually explosive growth of the mutual sav- 
ings banks, savings and loan associations and credit 
unions over the past ten years and the probability of 
continued mushrooming growth in the future poses 
some questions of vital concern to all the people. 


Question One: 


What will be the effect of draining still further deposits 
out of the commercial banks? 


Outside of our large industrial centers, fully 50% of the 
deposits in commercial banks are represented by savings 
accounts. National data in support of this statement are 
not available. In New York State, however, it is fully 
supported by computations made from data contained in 
Table 52 of the report of Dr. Marcus Nadler. 
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Table 6 


Composition of Commercial Bank Deposits By Counties 
December 31, 1955 


Albany 179,712 28.2 45.7 

Allegany 17,881 56.0 78.5 

Broome 61,010 37.5 60.2 

Cattaraugus 29,265 46.5 114.9 

Cayuga 21,173 24.9 99.4 

Chautauqua 61,597 41.4 141.3 

Chemung 77,018 51.5 68.7 

Chenango 16,853 54.3 84.1 

Exactly Clinton 1,907 43.6 129.5 
oe ) Columbia 4,960 12.6 109.5 

Report 

Cortland 11,373 23.1 92.9 

Delaware 14,072 48.0 108.3 

Dutchess 65,035 31.3 51.0 

Erie 655,118 35.3 66.9 

Essex 4,662 71.7 39.4 

Franklin 11,013 52.2 91.6 

Fulton 15,575 36.9 171.3 

Genesee 14,405 44.8 123.2 

Greene 7,746 25.6 47.6 

Hamilton* 249 41.6 140.2 

Herkimer 17,545 36.3 175.2 

Jefferson 42,122 31.5 82.5 

Lewis 5,900 43.0 132.8 

Livingston 6,178 45.1 121.8 


Madison 11,960 29.5 88.1 
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County 
Monroe 
Montgomery 
Nassau 
New York 
Niagara 
Oneida 
Onondaga 
Ontario 
Orange 
Orleans 
Oswego 
Otsego 
Putnam 
Rensselaer 
Rockland 


St. Lawrence 
Saratoga 
Schenectady 
Schoharie 
Schuyler 


Seneca 
Steuben 
Suffolk 
Sullivan 
Tioga 
Tompkins 
Ulster 
Warren 
Washington 


Wayne 


Demand Deposits 
Percent of 
All Com’! Total Deposits 
Banks of all Commercial 

($1,000) and Savings Banks 
364,831 39.1 
16,360 19.9 
402,562 46.7 
19,750,349 55.9 
1,174 1.7 
87,902 30.9 
222,426 35.1 
12,686 29.6 
60,697 29.6 
916 41.7 
2,254 4.9 
17,912 43.6 
7,696 38.5 
49,659 29.2 
39,938 48.0 
20,340 43.5 
11,290 33.2 
63,437 31.1 
4,055 39.3 
3,425 50.0 
7,785 33.1 
23,152 51.9 
154,279 41.3 
20,677 42.3 
6,985 48.3 
30,363 44.2 
38,480 26.2 
33,197 46.8 
6,624 43.3 
10,256 45.6 


Time Deposits 
of Commercial Banks 
as Percent 
of Demand 
Deposits 


61.0 
193.5 
102.6 

11.8 

99.2 


76.4 
64.0 
151.4 
80.9 
139.7 
225.7 
129.1 
70.8 
108.1 
108.3 


103.3 
200.8 

78.3 
154.8 
100.1 


134.9 
92.7 
73.5 

136.2 

107.0 


60.7 
69.2 
113.8 
130.9 
119.2 
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Demand Deposits Time Deposits 
Percent of of Commercial Banks 

Ali Com’'l Total Deposits as Percent 

Banks of all Commercial of Demand 

County ($1,000) and Savings Banks Deposits 
Westchester 364,124 37.2 64.6 
Wyoming 8,803 36.8 171.6 
Yates 5,819 44.4 125.5 


* The data for Hamilton County is as of December 31, 1950. 


ExpLanatory Note: The column of the foregoing table headed “Percent 
of Total Deposits of all Commercial and Savings Banks” shows the percentage 
relationship of demand deposits in commercial banks to all deposits in all 
banks, both commercial and savings. 


That entitled “Time Deposits of Commercial Banks as Percent of Demand 
Deposits” shows the percentage es of time deposits in commercial banks 
to demand deposits in commercial banks. A percentage of 100 would indicate 
both are equal; of 75 that time deposits are 75% of demand deposits; and of 
125 that time deposits are 125% of demand deposits. 


It will be seen from the foregoing Table 6 that outside 
New York City savings deposits are just as important to 
commercial banks as their demand deposits. Without their 
savings deposits, commercial banks in upstate New York 
would not have adequate resources to finance the business 
of their communities. 


Every student of banking agrees that a commercial bank 
is absolutely essential to the economic welfare of a com- 
munity. A savings bank, a savings and loan association 
and a credit union can be dispensed with and the com- 
munity will still be economically healthy and thriving. The 
commercial bank cannot be dispensed with. Its services 
are essential. Without them there would be no business— 
no savings—and shortly, no modern community. 


As of today, substantially half of the deposits of our 
commercial banks outside of New York City are represent- 
ed by savings deposits. In the large banks in our upstate 
and Long Island industrial centers, the ratio is about one- 
third savings deposits and two-thirds demand deposits. 
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However, outside the largest banks, savings deposits rep- 
resent more than one-half total deposits. State-wide out- 
side New York City the ratio is just about one-half demand 
deposits and one-half savings deposits. 


Savings deposits are of relatively lesser importance to 
commercial banks in New York City than in the remainder 
of the state. Of the appproximate $22,000,000,000 of de- 
posits in commercial banks in New York City on June 30, 
1954, only about 10% were time deposits and only a minor 
part of that 10% represented savings or thrift deposits. 
The reason for this situation is the intense competition 
for savings and thrift funds from the 53 large mutual 
savings banks located in New York City. On June 30, 1954, 
those 53 mutual savings banks in New York City had ag- 
gregate savings deposits of $11,971,321,000. The remain- 
ing 76 mutual savings banks in all of upstate New York 
and Long Island had aggregate savings deposits of only 
$3,009,788,000. This intense competition from mutual sav- 
ings banks in New York City accounts for the relatively 
small percentage of savings and thrift funds in the de- 
posit structure of New York City commercial banks. 


Just what will the banking situation in this state be 
like if the commercial banks upstate lose all or even a sub- 
stantial part of their savings deposits? Will the business 
life of our upstate communities be adversely affected? 
Will their growth and development be retarded? What 


will be the effect on employment? What will be the effect 
on agriculture? 


These questions deserve the most careful reflection be- 
fore anything is done that will tend to drain these savings 
deposits out of our New York State commercial banks, and 
particularly those outside of New York City. 
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Question Two: 


How far can rate competition for bank deposits go be- 
fore it becomes unhealthy? 


We had an example of unbridled rate competition for 
bank deposits in the late 1920’s. It received a major por- 
tion of the blame for the banking difficulties encountered 
in the early 1930’s. The Banking Act of 1933 sought to 
correct it by prohibiting payment of interest on demand 
deposits and by authorizing the Board of Governors of the 
Federal Reserve System to regulate it rigidly as to sav- 
ings and time deposits. This the Board of Governors has 
done insofar as member banks of the Federal Reserve 
System are concerned by Regulation Q which currently 
provides— 

‘*(a) Maximum rate of 21% per cent. No member bank 
shall pay interest accruing after January 31, 1935, 
at a rate in excess of 21% per cent per annum, com- 
pounded quarterly, regardless of the basis upon 
which such interest may be computed,— 


(1) On any savings deposit, 

(2) On any time deposit having a maturity date six 
months or more after the date of deposit or 
payable upon written notice of six months or 
more. 

(3) On any Postal Savings deposit which consti- 


tutes a time deposit. 


‘*(b) Maximum rate of two per cent. No member bank 
shall pay interest accruing after January 1, 1936, at 
a rate in excess of two per cent per annum, com- 


pounded quarterly, regardless of the basis upon 
which such interest may be computed,— 
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(1) On any time deposit (except Postal Savings 
deposits which constitute time deposits) having 
a maturity date less than six months and not 
less than 90 days after the date of deposit or 
payable upon written notice of less than six 
months and not less than 90 days. 


‘*(¢) Maximum rate of one per cent. No member bank 
shal] pay interest accruing after January 1, 1936, 
at a rate in excess of one per cent per annum, com- 
pounded quarterly, regardless of the basis upon 
which such interest may be computed,— 


(1) On any time deposit (except Postal Sav- 
ings deposits which constitute time deposits) 
having a maturity date less than 90 days after 
the date of deposit or payable upon written 
notice of less than 90 days.”’ 


However, this regulation does not apply to mutual sav- 
ings banks, savings and loan associations, or credit unions, 
as they are not members of the Federal Reserve System. 


Some banks are already at the rate ceiling permitted by 
this regulation. Others are likely to go up to it shortly. 
However, the ceiling rate is scarcely competitive with rates 
currently paid by savings and loan associations and mutual 
savings banks are considering going to rates which will 
move them out of competitive range of this ceiling. 


Question Three: 


Are the mutual savings banks and the savings and loan 
associations attracting funds on a rate basis that are not 
savings in any proper sense of the term? 
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Payment of interest or dividends from date of deposit 
together with assurance that deposits and shares will be 
repaid on demand or ‘‘on request’’ are aptly designed to 
attract short term funds. There is ample evidence that 
substantial totals of such short term investment funds are 
being attracted to the mutuals. 


One evidence of this is in the high rate of withdrawals 
to new deposits in the.mutual savings banks and to new 
share capital in the savings and loan associations. ‘The 
Savings Association League of New York State recently 
reported that for the seven months ending July 31, 1956, 
New York savings associations had a new savings in- 
flow of $773,071,266, which was $96,489,242 above that for 
the corresponding period last year, an increase of 14.3% 
and that outflow was $589,237,807, which was $61,781,375 
and 11.7% above a year ago. In addition, savings banks 
in New York in the first nine months of 1955 had deposit 
inflow of $3,882 millions against withdrawals of $3,465 
millions, or a net inflow of only 10.7% of the deposit in- 
flow for the period. Withdrawals of that magnitude are 
scarcely consistent with a contention that the mutuals’ 
tremendous deposit and share gains are ‘‘savings’’. This 
is strong evidence that the mutuals are actually moving 
toward what amounts in fact to a demand deposit type of 
business. The only material difference is that the demand 
is by presentation of a passbook rather than by check, 
and even that has been much simplified through ‘‘Bank 
by Mail’’ programs. 


A study for the years 1951 through 1954 shows the same 
trend and it seems to be on an ascending scale. 
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Table 7 


Net Inflow of Savings as a Percentage of New Savings 
Capital for Insured Savings and Loan Associations in 
Regions With and Without Important Competition from 
Savings Banks, 1951-1954 


(National Data) 


(000,000 omitted) 
States with Important States without Important 
Competition from Competition from 
Savings Banks* Savings Banks” 
New New 
Net Savings Net Savings 

Yeor Inflow Capital %o Inflow Capital % 
1951 742 2,420 30.7 1,151 3,235 35.6 


1952 1,025 2,926 35.0 1,801 4,160 43.3 
1953 1,169 3,427 34.1 2,207 5,212 42.3 
1954 1,465 4,033 36.3 2,674 6,299 42.5 


* Connecticut, Maine, Massachusetts, New Hampshire, Rhode Island, Ver- 
mont, New Jersey, New York, Delaware, Pennsylvania, Maryland, Ohio, Minne- 
sota, Washington. 


* All other states, including the District of Columbia, but excluding Puerto 
Rico, Alaska, Guam, Hawaii. 
Source: Home Loan Bank Board, Savings and Home Financing Source Book. 


Further evidence of the endeavor of the savings and loan 
associations to attract short term investment funds ap- 
peared in a lead article of the Wall Street Journal of De- 
cember 22, 1954. 


‘* At a meeting in Portland, Oregon, not long ago, 150 
builders, real estate men and appliance dealers were 
served this pitch: Help your own business by putting 
your spare funds in savings and loan associations. It 
was explained that these associations invest almost 
solely in home loans, so money put in them directly 
supports the building hoom. 


‘*One impressed builder immediately plunked $20,000 
into Portland’s Benjamin Franklin Federal Savings 
& Loan Association, sponsor of the meeting. An ap- 
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pliance dealer reviewed a $50,000 balance carried in a 
commercial bank without interest and decided to di- 
vide it among two dividend-paying savings ani loans. 
A third businessman persuaded his firm’s directors 
to okay placement in an association of money set aside 
for taxes. 

‘*Such fund shifting is being accelerated on a nation- 
wide scale. Since 1945, assets of savings and loan as- 
sociations have zoomed from $8.8 billion to an esti- 
mated $31.1 billion. Further fueling this growth at 
present is a drive launched last summer by the 
nation’s 6,000 savings and loan associations, led by 
their Chicago-headquartered trade organization, the 
United States Savings and Loan League. 


‘*Carpenters, bricklayers, plasterers and their trade 
unions; home-builders, realtors, manufacturers of 
building materials, makers and sellers of home fur- 
nishings and appliances—these are among the seg- 
ments of the housing industry being urged to shift 
their funds to savings and loan associations as a way 
to prolong the building boom and thus safeguard their 
livelihoods. 


The mutual savings institutions are not designed or 
adapted to handle large volumes of temporary investment 
funds. Their own investments are long term and their 
liquidity ratios are much too low. In boom times such as 
we have experienced since the end of World War II, de- 
mands or ‘‘requests’’ for withdrawal can be met out of the 
inflow of new funds as indicated in this state by the sav- 
ings and loan report for the first seven months of 1956. 
However, if the inflow of new funds should shrink substan- 
tially and the outflow should continue or increase, they 
would shortly be hard put for liquid resources out of 
which to meet it. 


That situation is much less likely to arise so long as the 
mutuals are content to seek strictly savings funds. Such 
true savings funds have great stability, as witness the 
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experience of the mutual savings banks during the bank- 
ing crisis of 1933. With huge holding of temporary invest- 
ment funds which would be withdrawn in any emergency, 


that favorable experience would be almost certain to be 
reversed. 


Many savings bankers will privately acknowledge their 
concern over this trend of the past ten years for short term 
investment funds to flow into their institutions in large 
volume. In the vernacular of the trade it is ‘‘hot money’’. 


This raises a very serious question as to whether the 
practices which encourage the flow of these temporary in- 
vestment funds into the mutual savings institutions ought 
not to be curbed. Among these practices are: 


(i) Payment of interest or dividend from date of deposit. 
(ii) Repayment on demand or ‘‘on request’’. 


It also raises the still more serious question of the neces- 
sity of creating a better public understanding of the nature 
of our types of banking and quasi-banking institutions. 
A savings and loan association is not a bank, nor is it set 
up to do a banking business. Neither is it an agency of the 
government. Nor are its obligations guaranteed by the 
government. All of these misconceptions are widely held 


by the public at large and have been deliberately en- 
couraged. 


Question Four: 


What will be the effect of the continued growth of the 


mutual thrift institutions on our Federal Reserve Banking 
System? 


The Federal Reserve is charged with two primary func- 
tions—- 
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(i) To maintain a sornd banking and currency structure 
in the United States. 


(ii) To promote economic stability and growth by in- 
fluencing the availability of credit. 


Both functions are vital to the welfare of the people of our 
nation. However, with the passage of time, the second 
function—that of promoting economic stability and growth 
by influencing the availability of credit—has assumed the 
greater importance. In ‘‘The Federal Reserve System’’, 
pp. 1-2, Washington, D. C., 1954, it is stated— 


‘‘From the outset, there was recognition that these 
original purposes were in fact integral parts of a broader 
objective, namely, to help counteract inflationary and de-. 
flationary movements, and to share in creating conditions 
favorable to sustained high employment, stable values, 
growth of the country, and a rising level of consumption. 
Acceptance of this broader objective widened over the years 
and today it is understood to be the primary purpose of 
the System.”’ 


How can the Federal Reserve perform this all essential 
function if major sources of bank credit are beyond the 
reach of its credit control powers? Recently while the 
Federal Reserve was endeavoring to place restraint on the 
availability of credit, the Home Loan Bank Board made a 
billion dollars available to the savings and loan associa- 
tions. Regardless of who was right as to whether the pace 
of business should be curbed or stimulated, that kind of see- 
sawing by two powerful government agencies can prove 
disastrous. A regulatory stalemate between two govern- 
mental agencies operating in the same field can never be 
anything but unhealthy and dangerous. 


20675 O—58—pt. 2——25 
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So long as the savings and loan associations were small 
and relatively unimportant sources of credit, no such ex- 
tension of credit through them would have been possible. 
With their growth over the past ten years, it has become 
possible. With their prospective growth over the next 
few vears, unless something is done to level off their com- 
petitive advantages, they may well be able with the assist- 
ance of their supervising agency to completely nullify every 
endeavor of the Federa! Reserve to regulate the availability 
of mortgage credit. 


There is the further likely probability that Federal Re- 
serve may be reluctant to curb the commercial banks under 
their jurisdiction if the only effect will be to drive borrow- 
ers to the competing mutual institutions. 


Similar difficulties are encountered with the other re- 
sponsibility of the Federal Reserve—the maintenance of a 
sound banking and currency structure. With the coopera- 
ation of the Comptroller of the Currency and the state 
supervisory authorities, it can insure that the commercial 
banks within its system maintain a high degree of liquidity 
and are in a position to meet even extraordinary demands 
on them. That will be of little avail if other banking and 
quasi-banking institutions over which they have no control 
are permitted to operate with low liquidity ratios in banking 
fields that call for high liquidity. It is inherently un- 
sound to invest in 20-year, 25-year and even 30-year mort- 
gages, funds that are virtually certain to be called for in 
six months to twelve months. Yet the record of withdrawals 
clearly indicates that the savings and loan associations are 
operating in that manner, and the mutual savings banks 
do not seem adverse to pursuing ‘‘hot money.’’ 

It is the firm opinion of this Association that mutual sav- 
ings and thrift institutions (savings banks and savings and 
loan associations) should be strictly required to: 








GENERAL REVENUE REVISION 1669 


1. Operate in the savings and thrift field only, 


2. Maintain a liquidity ratio and cash reserves similar 
to those maintained by commercial banks against 
savings deposits, and, 


3. Pay the same taxes as the rigidly regulated commer- 
cial banks with whom they vigorously compete. 


Unless equalization is effected in the areas above enumer- 
ated the splendid commercial banking system is virtually 
certain to encounter serious difficulties, and the principal 
sufferers will be the people of the nation. 


SUMMARY STATEMENT OF PROBLEM 


1. There was no problem as between commercial banks, 
the mutual savings banks, savings and loan associa- 
tions and eredit unions until after the end of World 
War II. Each was developing normally with the eco- 


Exactly nomic growth of the country. 
( = ) 2. A serious problem has developed during the past ten. 
e 


years, resulting from the abnormal growth of the 
mutual thrift institutions at the expense of the com- 
mercial banks. 


3. This problem had its origin in the opportunity pre- 
sented by the rapidly expanding economy of the nation 
for the mutual thrift institutions to take advantage 
of governmental favors bestowed on them for the 
avowed purpose of encouraging thrift to draw away 
from commercial banks business which has little if 
any relation to individual thrift. Among these gov- 
ernmental favors were: 


(i) Substantial freedom from taxation. 


(ii) No reserve requirements. 
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(iii) Privilege of borrowing for current needs. 


(iv) Friendly—often solicitous—regulation and sv- 
pervision. 


. The problem consists of (i) the hard fact that for the 


past ten years the mutual savings banks, savings and 
loan associations, and credit unions have been aggres- 
sively using their government bestowed favors to draw 
huge amounts of deposits out of the commercial banks 
on an interest rate basis and under the false assump- 
tion that they are individual savings, and (ii) the fur- 
ther hard fact that this unfortunate trend is accelerat- 
ing. 


. The aggressive competition of the mutual thrift insti- 


tutions over the past ten years has given rise to some 
highly questionable practices by some of them: 


(i) The giving of costly premiums for new accounts 
and additions to old accounts. 


(ii) Flamboyant advertising not in keeping with the 
nature of the banking business and which would 
be severely criticized if indulged in by a commer- 
cial bank. 


(iii) The employment of outside soliciting firms on a 
commission basis whose sales technique is defi- 
nitely high pressure, and verging on misrepre- 
sentation. 


(iv) Excessive advertising of interest and dividend 
rates. 


(v) The steady lowering of liquidity ratios to levels 
which could be dangerous. 
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6. This development of the past ten years, plus the threat 
that it will go much further, gives rise to some most 
serious questions demanding immediate attention. 


Question One: 


What will be the effect on the banking structure of the 
nation of draining still further deposits out of com- 
mercial banks. 


Question Two: 


How far can rate competition for bank deposits go be- 
fore it becomes unhealthy? 


Question Three: 


Exactly Are the mutual savings banks and savings and loan 
a ” associations attracting funds on a rate basis that are 
— not savings in any proper sense of the term? 


Question Four: 


What will be the effect of the continued growth of the 
mutual thrift institutions on our Federal Reserve 
banking system? 


Question Five: 


If the mutual savings banks and savings and loan 
associations desire to encroach further on the powers 


of commercial banks, ought they not to be required to 
surrender their mutual charters and convert to stock. 
holder owned commercial banks? 





*BOX ADDED 
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NEW YORK REPORT UNANIMOUSLY APPROVED 
After the Special Study Committee of the New York State 


Bankers Association submitted its report, within which the 


foregoing “Analysis of Problem” section appears, the following 


statement was added to the report as submitted: 


The foregoing report and Proposals, after full consid- 
eration and study, have been approved unanimously by the 
following members of the Council of Administration of the 
New York State Bankers Association: 


President—Vernon Alexander, President, The National 
Bank of Geneva, Geneva. 


Vice President—Richard S. Perkins, Vice Chairman, The 
First National City Bank of New York; President, City 
(==) Bank Farmers Trust Company, New York City. 
as im 


Past President—William F. Ploch, Vice President, The 
Franklin National Bank, Mineola. 


Report 


Chairman, Trust Division—Herbert A. Jones, Vice Presi- 
dent, The National Commercial Bank & Trust Company 
of Albany, Albany. 


Group I: 


Chairman—Ralph Stoddard, President, Buffalo Industrial 
Bank, Buffalo. 


Representative—Denton A. Fuller, President, Citizens Na- 
tional Bank, Wellsville. 


Member at Large—Anson F. Sherman, President, Citizens 
Bank of Arcade, Arcade. 
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Group II: 


Chairman—William H. Krier, Assistant Vice President, 
Security Trust Company, Rochester. 


Representative—Sanford Bush, Vice President, The First 
National Bank of Marion, Marion. 


Member at Large—John W. Remington, President, Lincoln 
Rochester Trust Company, Rochester. 


Group III: 


Chairman—C. David Wenban, Executive Vice President 
and Cashier, First National Bank of Painted Post, 
Painted Post. 


Representative—Ralph L. Higley, Cashier, The First Na- 
tional Bank & Trust Company of Walton, Walton. 


Member at Large—Burr P. Cleveland, President, First Na- 


Exactly tional Bank of Cortland, Cortland. 
as in ) 
Report Group IV: 


Chairman—Daniel M. Warne, Vice President, Oneida Val- 
ley National Bank of Oneida, Hamilton. 


Representative—W. Niver Wynkoop, Executive Vice Presi- 
dent, First Trust and Deposit Company, Syracuse. 


Member at Large—A. B. Merrill, President, First Trust and 
Deposit Company, Syracuse. 


Group V: 
Chairman—S. Beach Parker, Vice President, Union Na- 
tional Bank of Troy, Troy. 


Representative—Mark H. Peet, Vice President and Trust 
Officer, Glens Falls National Bank and Trust Company, 
Glens Falls. 


Member at Large—Hollis E. Harrington, Vice President, 
State Bank of Albany, Albany. : 
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Group VI: 


Chairman—M. A. Merrihew, Assistant Vice President, The 
. First National Bank of Poughkeepsie, Poughkeepsie. 





. Group VII: 


Chairman—George H. Becht, Vice President and Cashier, 
The Franklin National Bank, Franklin Square. 


Representative—Charles J. Machleid, President, Peninsula 
National Bank of Cedarhurst, Cedarhurst. 


} 
Member at Large—Oscar Gast, President, Bank of Rock- 
ville Centre Trust Company, Rockville Centre. 


Group VIII: 
Chairman—Alex H. Ardrey, President, Bankers Trust Com- 
pany, New York City. 
Exactl 
= oo Representative—George C. Textor, President, The Marine 
Midland Trust Company of New York, New York City. 


Report 
Member at Large—William F. Doyle, Vice President, Irv- 
ing Trust Company, New York City. 


Ex-Officio Member—Albert L. Muench, Executive Vice 
President. 


| Counsel—Leo P. Dorsey. 
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AMERICAN BANKERS ASSOCIATION -- 
OH WHERE OH WHERE? 


At the time this testimony was being prepared, to my 
knowledge, the American Bankers Association had not requested 
an opportunity to express its views on the Curtis Bill (H.R. 8737) 
or tax-equality. 

Quite frankly, the American Bankers Association has been 
a source of disappointment to commercial banks throughout the 
United States for some time. 

I should like to quote from a letter which I recently sent 
to all commercial banks in the United States: 


“I am all for the ABA as a dynamic organ- 
ization fighting for stockholder - owned banks.” 


But the American Bankers Association carries water on 
both shoulders and attempts to be all things to all people. It 
strives to maintain a course of North, South, East and West 
all at one time. It would be both loud and soft, deep and shallow, 
capitalistic and socialistic. 

Why is the American Bankers Association weak? 

Reason One: Its membership includes mutual savings 

banks. A strong position on tax-equality 


would displease the mutual savings banks. 








| 
ti 
| 
| 





1676 GENERAL REVENUE REVISION 
Reason Two: It caters to big city banks with large de- 
posits from mutual savings banks. Many 
big city banks do not take a stand on tax- 
equality for fear of losing mutual savings 
bank deposits. 

The philosophy of the American Bankers Association sug- 
gests that commercial banks, instead of advocating a decrease 
in the tax-free reserves of mutual savings banks and savings 
and loan associations, seek a comparable tax-free reserve for 
commercial banks. 

While uniformity is a desirable thing with respect to bad 
debt reserves, the question is a separate one from basic tax 
equality. 


ABA's LEADERSHIP DEFAULT 
PROMPTS POLL OF BANKS 


As stated earlier, the New York State Bankers Associa- 


tion's report covering “Analysis of Problem” begins by stating, 


The problem is countrywide and not peculiar to New York State.” 


With this basic conclusion in mind and fully conscious of 
the lack of initiative on the part of the American Bankers Asso- 


ciation, I polled the commercial banks of the United States -- 


all 13,407 of them -~- on the question, “Do you favor the 
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American Bankers Association taking aggressive action to tax 
the mutual savings banks and savings and loan associations the 
same as stockholder-owned banks ?” 

In fact I polled the banks twice. Once to see how they felt 
about mutual savings banks as members of the American Bankers 
Association and a second time because the American Bankers 
Association tried to ignore the first poll. It was in the second 
poll that the question on aggressive tax action was included. 
COMMERCIAL BANKS OF AMERICA SPEAK 

Before reporting the results of this poll, I would like to 
express to the Committee the sentiments of commercial banks 


throughout the United States with respect to the Curtis Bill 
(H.R. 8737). 


According to separate remarks expressed time and time 
again by banks participating in the poll, the nation’s commer- 
cial banks are all for enactment of the Curtis Bill (H.R. 8737) 
which would provide substantial equalization of taxes. 
RESULTS OF POLL 

To return to the question asked in the poll, “Do you favor 
the American Bankers Association taking aggressive action to 
tax the mutual savings banks and savings and loan associations 
the same as stockholder-owned banks ?,” here are the results 
as of January 10, 1958; 

“Yes”: 3148 banks 
“No” : 26 banks 
No Reply: 22 banks 


These results represent the views of 25 per cent of the 
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commercial banks polled. You will note that 98 per cent of those 
replying feel that mutual savings banks and savings and loan as- 
sociations should be taxed the same as stockholder-owned banks. 

It is interesting to note that in checking into the replies of 
two commercial banks who voted “No” on the question of aggres- 
sive action for tax-equality, I found that both banks were domin- 
ated by mutual savings banks through stock ownership. 
LEADING RESEARCH FIRM ENGAGED ON POLL 

Although this response in itself is a substantial one, antici- 
pating the reactions of critics, I engaged the services of anationally 
known research firm, A. J. Wood and Co, of Philadelphia to con- 
tinue the sampling and to render a decision on the validity of the 
poll, taking into consideration those who did not respond. 
POLL VALID 

The A. J. Wood and Co. study concurs on the findings of 
the poll. 

The Commercial Banks of America, as a whole, want taxes 
equalized among financial institutions. 

Since the American Bankers Association has not taken a 
stand on tax~-equality, on behalf of these commercial banks, 
I respectfully submit their views onthis subject tothe Committee. 

Incidentally, the number of responses received by mail 


favoring tax equality have increased substantially from 


January 10th to January 20th. 
A memorandum from the A.J. Wood firm dated 


January 20, 1958 showing its procedures, findings and supporting 


statistical data follows: 
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MEMO TO: Mr. Arthur T. Roth, President DATE: Japuary 20, 1958 
Franklin National Bank 
Franklin Square, New York 


FROM : A. J. Wood and Company 


SUBJECT: Commercial Bank Poll - Basic Results 


INTRODUCTION 


It is our purpose in this memo to report 1) procedures employed, 
and 2) the basic results of a poll of the stockholders-owned banks of the 
United States. As you know, the poll was conducted to determine the opin- 
ions of the approximately 13,000 commercial banks in the country on three 
questions relating to policy of the American Banking Association. The poll 
was conducted in two phases. In the first phase, a questionnaire (see 
Exhibit 1 in the Appendix) was mailed to all commercial banks in the United 
States. In the second phase, 1 out of every 18 of the banks who failed to 
fill out and return the mail questionnaire as of January 10th, 1958, were 
contacted by telephone and interviewed. The result of this two-phase poll- 
ing procedure was to obtain a valid representation of the opinions of the 
stockholder-owned banks of the United States with respect to the three 


questions asked, Details of the procedure follows: 


PROCEDURE 
Phase I 
On December 26, 1957, the Franklin National Bank mailed a ques- 
tionnaire (Exhibit 1 in the Appendix) to the chief executive of all stock- 
holder-owned banks in the United States which were listed in the 126th edi- 
tion (September 1957) of POLK'S BANK DIRECTORY. A covering letter explained 


the purpose of the poll. By January lOth, 1958, approximately 25% of the 
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questionnaires had been filled out and returned. It was recognized, as in 
all mail surveys with only a partial response, that the banks which had 
failed to respond as of that date might, as a group, have a set of opinions 
at variance with the response group. Since valid representation of the 
opinions of all stockholder-owned banks was a primary purpose of the poll, 
it was decided, on the advice of A. J. Wood and Company, to remove any 
systematic error of bias in the returns associated with non-response by 
adopting an objective follow-up procedure. 

Phase II 

The mail questionnaires which had been received through Janu- 
ary 10, 1958 were turned over to A. J. Wood and Company. We decided to 
determine the opiniomof the banks which had failed to respond to the mail 
questionnaire by a person-to-person telephone interview with the chief execu- 
tive of a statistically-controlled probability sample of these banks. This 
technique of following-up a sample of the non-respondents to a mail survey 
is accepted practice among sampling statisticians for assuring valid repre- 
sentation of the population of interest, 

Prior to the selection of this sample, all banks which had re- 
turned ea mail questionnaire, all non-stockholder-owned banks and all branch 
offices were deleted from POLK'S BANK DIRECTORY. A sample of 1 out of every 
18 of the remaining banks listed in the Directory were selected from each of 
the 48 states and the District of Columbia. This was accomplished by 
choosing a random number between 1 and 18 for each, as a starting point, and 
including in the sample the bank on the list corresponding to this number 


and every eligible bank thereafter. This is known in technical terms as a 
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stratified systematic sample following a random start. 

These procedures yielded a sample of 561 banks to be contacted 
and interviewed by telephone. The interviewers were instructed to make a 
person-to-person call to the chief executive of the selected bank and to 
state that they were calling for the Franklin National Bank in regard to 
the materials which had been mailed to them on December 26th by 
Mr. Arthur T, Roth (the questionnaire used for this survey is enclosed as 
Exhibit 2 in the Appendix), The interviews were conducted by professional 
interviewers on January 15, 1958 through January 17, 1958. 

FINDINGS 

The basic findings for Question 3, "Do you favor the American 
Banking Association taking aggressive action to tax the Mutual Savings 
Banks and Savings and Loan Associations the same as stockholder-owned 
banks?," have been tabulated and are shown in the following tables, 

Table 1 shows the distribution of answers in numbers and per- 
centages for all commercial banks in the United States. The table is 
based on 3,196 mail returns and 561 telephone interviews with the banks 
selected at random for follow-up. The telephone sample was weighted by a 
factor of 18 and added to the answers received by mail to obtain the per- 
centage distribution based on all replies. 

The decisive result of the survey is shown in this table. More 
than 3 out of 4 of the stockholder-owned banks of the United States definitely 
favor the ABA taking aggressive action to tax the Mutual Savings Banks and 


Savings and Loan Associations the same as stockholder-owned banks. Less than 
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2% are not in favor. 

Projecting the percentage figures to all commercial banks we 
find an estimated 10,565 banks definitely in favor and only 201 not in 
favor. 

If those who did not reply to this question are eliminated, we 
find 98% declaring themselves for aggressive action by the ABA to obtain 
taxation on an equal basis and only 2% against (Table 2). 

In Table 3 we show the projected returns for each state. Finally, 
the results for the mail responses and the telephone interview sample are 


shown separately in Table 4, 
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Table 1 
Question 3: Do you favor the A.B.A. taking aggressive action to 
tax the mutual savings banks and savings and loan 


associations the same as stockholder-owned banks? 


All commercial banks 


No. 

Yes (10,565) 78.8 

No (201) 1.5 

No reply (2,641) 19.7 
TOTAL (13,407) 100 

“a (13,407) (13,407) 


20675 O—58—pt. 2———-26 





i 
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Table 2 


Question 3: Do you favor the A.B.A. taking aggressive action to 
tax the mutual savings banks and savings and loan 


associations the same as stockholder-owned banks? 


All commercial banks* 


Yes 98.1 
No 1.9 
TOTAL 100 


Weighted No. of 
respondents (13,407) 


*On the basis of those who replied 
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Table 3 


Question 3: Do you favor the A.B.A. taking aggressive action to tax 
the mutual savings banks and savings and loan associations 
the same as stockholder-owned banks? 


All commercial banks 


Yee wo Wo reply 

No. No. No. 
Alabama 204 ~ 54 
Arizona - - 18 
Arkansas 234 - - 
California 51 1 90 
Colorado 135 = 37 
Connecticut 1 18 
Delaware 3 1 36 
Districtof Columbia 1 - 18 
Florida 261 - 1 
Georgia 32h - 73 
Idaho 22 + 
Illinois 519 ko 290 
Indiana 4OT 19 37 
Iowa 576 l 91 
Kansas 505 19 72 
Kentucky 276 19 72 
Louisiane 87 2 90 
Maine ko - 19 
Maryland 82 - 54 
Massachusetts 86 1 73 
Michigan 314 - 108 
Minnesota 509 19 145 
Mississippi 132 - T2 
Missouri 586 19 2 
Montana 111 - 18 
Nebraska 368 2 55 
Nevada 2 - > 
New Hampshire 49 1 18 
New Jersey 173 - 90 
New Mexico 35 - 1 
New York 276 2 180 
N. Carolina 126 - 109 
N. Dakota 158 - ° 
Obio 530 18 18 
Oklahoma 385 - - 
Oregon 32 « 18 
Pennsylvania 639 l 39 
Rhode Island 1 1 18 
South Carolina 130 - 36 
South Dakota 154 l 18 
Tennessee 222 18 54 
Texas 789 18 146 
Utah ho 18 
Vermont 11 - 54 
Virginia 223 1 91 
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Washington 
West Virginia 
Wisconsin 
Wyoming 


REVENUE REVISION 


Table 3 (Cont'd) 


All commercial banks 


Yes 
No. 

38 
139 


369 
50 


No 
No, 


ore 8 


No reply 
No. 


54 
36 
73 








Question 3: 


Yes 


No 


No reply 
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Table & 


Do you favor the A.B.A. taking aggressive action to 
tax the mutual savings banks and savings and loan 


associations the same as stockholder-owned banks? 


Respondents to 
mail questionnaire Telephone sopie 
Oe No, 
(3,148) 98.5 (407) 72.5 
(26) 0.8 (10) 1.8 
(22) 0.7 (144) 25.27 


(3,196) 100 (561) 100 
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EXEIBT 1 


PLEASE MAIL TO: Anrruur T. Rots, President 
c/o Franguin Nationat Bank 
P. O. Box 79 
Frankuin Souarnz, New Yore 


This is a second poll of the stockholder-owned banks of the United States. It is being taken 
because the ABA refuses to take the immediate and appropriate action requested by 3,253 
member banks responding to the first poll (for reasons, see accompanying letter). 


DO YOU FAVOR THE ABA BEING AN ASSOCIATION WHOSE OBJECT 
IS THE GENERAL WELFARE OF STOCKHOLDER-OWNED BANKING? 


YES O NO QO 


DO YOU FAVOR AMENDING ARTICLE II OF THE CONSTITUTION OF 
THE ABA TO READ AS FOLLOWS? 


Words Underlined to Be Added. 

“Sec. I Any National Bank, State Commercial Bank, stockholder-owned Sav- 
ings Bank, Trust Company, Private Banker, Banking Firm, or Branch of any such 
institution, any chapter of the American Institute of Banking, and the secretary 
of any State Bankers Association, situated within the territories of the United 


States or its dependencies, may become a member of this Association upon appli- 
cation to the Executive Manager, who in his discretion, may submit such applica- 
tion before acceptance to the Administrative Committee for its approval or 
disapproval.” 


YES O NO QO 


DO YOU FAVOR THE ABA TAKING AGGRESSIVE ACTION TO TAX THE 
MUTUAL SAVINGS BANKS AND SAVINGS AND LOAN ASSOCIATIONS 
THE SAME AS STOCKHOLDER-OWNED BANKS? 


YES O NO Q 





We authorize the submission of the results of this poll to the ABA with the request that 
the ABA take immediate and appropriate action. 


REMARKS: 


Name oF Bank 
LocaTIOn 


a 


Did you answer the original poll? YES () NO 


If yes, are your answers to questions 1. and 2. the same? YES [] NO [J 





RETAIN COPY FOR YOUR RECORDS. 
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EXHIBIT 2 
—— Time interview started: 


A. J. WOOD & COMPANY 
BANK EXECUTIVE TELEPHONE SURVEY 
( INTERVIEWER : 


Ask to speak to THE CHIEF EXECUTIVE OF THE BANK. When the chief executive comes 
on the phone, read the following: 


We are calling for the Franklin National Bank (Franklin Square, New York) in regard 
to certain materials sent to you on December 26th by Mr. Arthur T. Roth. 


A. Have you received those materials? Yes--------- 
(IF "YES," READ SECTION "a" AND THEN ASK QUESTIONS 1, 2, 3, and 4) 
(IF "NO," READ SECTION "b" AND THEN ASK QUESTIONS 1, 2, 3, and 4) 


a. As yet we have not received your reply to the three questions included in that 
material. Would you please answer those questions now? (SKIP TO QUESTION 1) 


b. This material deals with the recent efforts of the Mutual Savings Banks to 
operate in all 48 states. It includes three short questions which we would 
like you to answer. (CONTINUE WITH QUESTION 1) 


Do you favor the ABA being an association whose Yee--------- 
object is the general welfare of stockholder- No---------- 
owned banks? 

2. Do you favor amending Article II of the constitution Yea--------- 
of the ABA so that Mutual Savings Banks are excluded No---------- 


from membership? 


(INTERVIEWER: IF RESPONDENT ASKS FOR WORDING OF CHANGES, READ FOLLOWING PARAGRAPH) 


Sec. I, Article II of the ABA constitution would be changed to read: 

"any National Bank, State Commercial Bank, stockholder-owned Savings Bank, 
Trust Company, Private Banker, Banking Firm, or Branch of any such institu- 
tion, any chapter of the American Institute of Banking, and the secretary 
of any State Bankers Association, situated within the territories of the 
United States or its dependencies, may become a member of this Association 
upon application to the Executive Manager, who in his discretion, may submit 
such application before acceptance to the Administrative Committee for its 
approval or disapproval." 


(Words underlined are to be added) 


Do you favor the ABA taking aggressive action to tax the Yes--------- 
Mutual Savings Banke and Savings and Loan Associations No---------- 
the same as stockholder-owned banks? 








| 
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2 
4. Mr. , ao you authorize the submission of the Yes--------- 
results of thie poll to the ABA with the request that No---------- 


the ABA take immediate action? 
REMARKS: 
i 


i 


Name of Respondent Title 
Neme of Bank 
City State 


Interviewer's Name 
Time interview completed: 


A.M. P.M. 
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Begs RS te ad 


CURTIS BILL WOULD SUBJECT 
“MUTUALS” TO FULL TAXATION 


I began my testimony by saying I favor the Curtis Bill 
(H.R. 8737). 

I entered my views on the merits of tax-equality to show 
the merits run much deeper than taxes just for the sake of 
taxes. 

I reported on the views of commercial banks throughout 
the United States because their views have been ignored by the 
American Bankers Association. I feel you consider these views 
important in your own deliberations. 

The Curtis Bill (H.R. 8737) reduces to five per cent the 
tax-free reserve mutual savings banks and savings and loan 
associations will be permitted to maintain against deposits and 
shares. 

Under the Curtis Bill (H. R. 8737), virtually all mutual 
savings banks and savings and loan associations will pay full 
Federal income taxes. 

Therefore, since commercial banks pay full Federal 
income taxes, under the Curtis Bill (H.R. 8737) Federal income 
taxes among financial institutions will be substantially equalized. 


I URGE THE PASSAGE OF THE CURTIS BILL (H.R. 8737). 
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Mr. Rorn. Gentlemen, I favor the enactment of H. R. 8737, a bill 
to equalize taxation and provide revenue, introduced by Mr. Curtis 
of Missouri. 

Mutual savings banks and savings and loan associations avoid taxes 
through an exempting loophole 12 percent wide. 

Let me show you a specific example of the inequality that exists 
as a result of this 12-percent loophole. Mr. Chairman, I would like 
ome up 1 chart; just 1. 

he CuarrMan. You may doso. 

Mr. Rorn. This chart is entitled “Production of Federal taxes,” 
which compares the taxes paid in 1955 by a single commercial bank— 
and that happens to be my bank, the Franklin National Bank—to 
the taxes paid by all of the insured mutual savings banks in the United 
States for the same year. 

Gentlemen, on your far left, the heavy black portion indicates the 
deposits of all of the savings banks in the United States at the end 
of 1955, a total of $21,200 million of which you will note that the 
State of New York’s mutual savings banks have $161, billion. 

It might be of interest to you to know that these savings banks in 
the State of New York, exclusive of the savings and loan associations, 
today have over 50 percent of the deposits which we have in our com- 
mercial banks in the State of New York, time deposits, demand de- 
posits, Government deposits. 

Now here we are talking about the Empire State with the city of 
New York in it, where our commercial banks have deposits from 
foreign countries, from various States of the Union, from all of the 
big corporations, and here these savings banks, mutual savings banks, 
have deposits equal to over 50 percent of the total deposits of the com- 
mercial banks in the State of New York. 

Now how much in Federal taxes did these mutual savings banks 
in the United States pay for the year 1955? $1,200,000. Take our 
bank, the small black line to the right. We had during that same 
year deposits of $370 million, and our bank alone, as is indicated on 
that chart, paid almost twice the amount of all the mutual savings 
banks in America, a total of $2,300,000. 

Now we have a chart here that is part of the presentation. I would 
like to have that made a part of the record. 

The CuHatrman. Without objection, it may be made a part of the 
record. , 

(The chart referred to follows :) 
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Mr. Rorn. Now, gentlemen, did you ever hear of a method of taxa- 
tion in which the more you make the less you pay ? 

Just as I left for Washington the other day the 1957 Annual Report 
of the Superintendent of Banks of the State of New York arrived. 

Using this and previous years’ reports, I have prepared a schedule 
showing New York State mutual savings banks net operating earn- 
ings, net gain in surplus and reserve funds, and Federal income taxes 
paid. 

On the next page you will see that. This is from a report of the 
superintendent of banks for the State of New York for the years 1954, 
1955, and 1956. 

In 1954 the mutual savings banks of the State of New York had net 
operating earnings of $463 million. They paid taxes of $2,900,000 
in that year. For 1955 they had net operating earnings of $520 mil- 
lion ak paid taxes of $691,000, and in 1956 their earnings grew again 
to $584 million and their taxes were $253,000. 

Why does this occur? Because they have tried to avoid the 12 per- 
cent, keep their surplus under 12 percent of deposits so as to avoid 
Federal income taxes. The commercial banks, as I might state, as was 
said here before, have paid between 35 and 40 percent of their net 
operating earnings in the form of taxes, whereas these mutual savings 
banks in the year 1956 paid one-quarter of 1 percent. 

This schedule shows that the more the mutual savings banks earned, 
the less they paid in taxes. 

I respectfully request that this schedule be entered into the record 
of this hearing. 

The CuHatrMan. Without objection, that will be done. 

(The schedule referred to follows:) 


Comparison of Federal income taxes paid by New York State mutual savings 
banks, 1954-56, as contained in reports of superintendent of banks, State of 
New York 

{Dollars in thousands] 








1954 1955 1956 
Net operating earmings.............-......-.......- _ $463, 160 | $520, 718 $584, 350 
Net gain in surplus and reserves__- ; ; $88, 506 | $81, 100 $88, 948 
Federal income tax--- - -- - 22-2. .222--.- Prt are ites | $2, 902 $691 $253 
Percent Federal income tax to surplus and reserves. -___-....-- 3Ho bs, 4 





The CuatrmMan. Mr. Roth, it is with regret that I have to interrupt 
you at this point. I think it would be better if we suspend so that 
the members can answer the rollcall now in progress on the floor of 
the House and resume immediately upon the conclusion of the call. 

The committee will suspend until the rolleall is completed. 

(A short recess was taken. ) 

The Cuarrman. The committee will resume its session. 

Mr. Roth, I apologize again for interrupting you midway through 
your statement ; you are recognized to complete it. 

Mr. Rorn. I believe I had just gotten through saying that in the 
Empire State of New York the mutual savings banks have deposits 
of over 50 percent of that of the commercial banks. Well, New Eng- 
land is the area where mutual savings banks are numerous and if you 
study the record of these States in New England you will find that 
the mutual savings banks in States such as Massachusetts, Vermont. 
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New Hampshire, Connecticut, Rhode Island, have deposits that are 
50, 60, 80, 90, and 110 percent of the deposits of commercial banks. 
Not only that, but as they grow in size and power, they control the 
commercial banks. And in New England you will find the ownership 
of some of the oldest and biggest commercial banks in the city of 
Boston and other large cities are actually under working control and 
are in the hands of mutual savings banks. 

What is happening to our system of free enterprise and capitalism ? 

In New York State, a committee of leading bankers, representing 
small commercial banks and the largest commercial banks, studied 
the problem of tax discrimination for 18 months and rendered an 
exhaustive report which has been unanimously approved by the New 
York State Bankers Association. 

A section of the New York State Bankers Association report en- 
titled “Analysis of Problem” appears on pages 9 through 40 of my 
statement filed with your committee. 

In this “Analysis of problem” section, three points stand out: 

1. The mutual thrift institutions have been largely exempt from 
the payment of taxes. 

2. The last 10 years have witnessed a startling change in the growth 
pattern of financial institutions which raises the question as to where 
these fundamental changes in our banking and credit structure will 
lead unless the competitive advantages of the mutuals are leveled off. 

3. The problem is countrywide, and not peculiar to New York State. 

Just this past Monday, the New York State Bankers Association 
capped the climax of this report in adopting a resolution declaring 
that it is in the best interests of the national economy and of the nation- 
al defense that H. R. 8737, the bill introduced by Mr. Curtis of Mis- 
souri, be enacted into law. 

Gentlemen, we have a copy of this resolution by the New York State 
Bankers Association. I would like to say to you, Mr. Shirley Tark, 
vou said here a minute ago you represented the small banks of Amer- 
ica. If you do, I represent the banks of New York State and the big 
banks of New York and say we are equally as concerned about the 
future of our country if this condition continues. 

1 would like to have this resolution made a part of the record. 

The Crnamman. Without objection it will be made a part of the 
record. 

(The document referred to follows :) 


New York State BANKERS ASSOCIATION RESOLUTION REGARDING CuRTIS BILI 
(H. R. 8737), Apoprep at MIpYEAR MEETING JANUARY 20, 1958 


Whereas the New York State Bankers Association firmly believes and urges, 
particularly in these perilous times of increased governmental spending neces- 
sary for national defense, that all persons and corporations should pay their 
fair share of Federal income taxes: and 

Whereas, because of the existing Federal income tax laws, savings banks 
and savings and loan associations are substantially exempt from the payment 
of Federal income taxes even though individually they have assets in the 
nillions of dollars and, in some cases, in excess of a billion dollars: Now, there- 
fore, be it 

Resolved, That the New York State Bankers Association, in convention as- 
sembled, does hereby declare that it is in the best interests of the national 
economy and of the national defense that the Curtis bill, H. R. 8737, now 
pending in Congress, which proposes to impose on savings banks and savings 
and loan associations, an equitable Federal income tax, be enacted into law, 
with a change therein permitting savings banks and savings and loan associa- 
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tions to deduct from taxable income, that amount of dividends equal to the 
interest permitted by the Federal Reserve Board, to be paid by commercial 
banks on savings deposits ; and further 

Resolved, That all members of this association be urged to communicate 
with their Senators and Congressmen urging the adoption of the Curtis bill 
with the change above indicated. 

Mr. Rorn. I would like to call to the committee’s attention a 
suggested amendment to H. R. 8737 contained in the resolution 
adopted by the New York State Bankers Association. 

e amendment simply suggests that instead of allowing a maxi- 
mum of 3 percent of withdrawable accounts as a deductible expense, 
the maximum amount of deductible expense dividends be equal to 
the maximum interest rate which the Federal Reserve Board permits 
commercial banks to pay on savings accounts. 

Today that is 3 percent, tomorrow it may be 234 or 314. We 
feel it should be leveled out for both commercial banks, savings and 
loan associations, and mutual savings banks. 

I favor the amendment suggested in the resolution adopted by 
the New York State Bankers Association. 

I appear before this committee on behalf of 98 percent of the 
commercial banks of the United States who favor tax equality. 

You see, recently I polled the commercial banks of the United 
States because the American Bankers Association did not intend to 
speak for them on the Curtis bill. 

When 3,198 banks responded to my poll in favor of tax equality, 
I engaged a nationally known marketing research organization to 
survey the banks that did not respond and to render a statement 
on the opinion of the banks as a whole. 

Incidentally, as of today, 4,000 banks have responded directly by 
mail in favor of tax equality. 

My secretary called me this morning and said there were 532 more in. 

As contained in my statement filed with the committee, the re- 
search firm found that 98 percent of the commercial banks want tax 
pes as provided in H. R. 8737, the bill introduced by Mr. Curtis 
ot Missouri. 

The few banks that are not in favor of tax equality as provided in 
the bill are those seeking the same tax umbrella now covering the 
mutual savings banks and savings and loan associations; or, those 
commercial banks which are dominated by mutual savings banks or 
savings and loan associations through interlocking directors, or those 
banks whose stock is owned by mutual savings banks. 

The more than 1,000 letters and remarks I have received along with 
the poll indicate that. commercial banks throughout the United States 
are upset and fearful over the economic consequences of the unfair 
tax inequality. These consequences are clearly outlined in the report 
of the study committee of the New York State Bankers’ Association 
filed with the committee. 

The Curtis bill, H. R. 8737, reduces to 5 percent the tax-free reserve 
mutual savings banks and savings and loan associations will be per- 
mitted to maintain against deposits and shares. 

Under the Curtis bill, virtually all mutual savings banks and sav- 
ings and loan associations will pay full Federal income taxes. 

Therefore, since commercial banks pay full Federal income taxes, 
under the Curtis bill Federal income taxes among financial institu- 
tions will be substantially equalized. 
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I urge the passage of the Curtis bill, H. R. 8737. 

Thank you. 

The Cuairman. Mr. Roth, Mr. Forand will interrogate. 

Mr. Foranp. Mr. Roth, are you contending that the savings banks 
and loan associations are hurting your business ? 

Mr. Rorn.. Yes, sir, I do contend that. 

Mr. Foranp. What was the growth of your bank from December 31, 
1950, to December 31, 1957 ? 

Mr. Rorn. We, sir, have had tremendous growth in our bank. We 
have had greater growth than any bank I know of in the United 
States and we have fought every bit of the way for that kind of 
growth just as I am fighting here today for our free enterprise capi- 
talistic system. 

Mr. Foranp. Just as the savings and loan banks are fighting for 
their survival ? 

Mr. Rorn. Yes, but with the unequal advantage of being tax-free 
and it will not be long before they will engulf the commercial banks 
of America. 

Mr. Foranp. Is it not a fact that the assets of your banks increased 
during the period I mentioned, December 31, 1950, to December 31, 
1957? You increased from $78,300,000 to $517 million. 

Mr. Rorn. That is correct, partially through consolidation and 
partially through normal growth. That is right. 

Mr. Foranp. Increased to the point where you have taken over so 
many of the smaller banks in your area that you now have 31 offices 
in the greater Long Island area ? 

Mr. Roru. That is absolutely so. We are right outside the city of 
New York and unless we had grown to a size in this tremendously 
growing area to permit us to take care of the needs of this peripheral 
area adjacent to the city of New York the big New York City banks 
would have come and taken over our banks. 

Mr. Foranp. Do you mean to tell the committee it was necessary 
for your bank to take over all the smaller banks in order to render the 
service they were not rendering ¢ 

Mr. Rorn. Yes. To render the expanded banking service needed 
by this fast growing area adjacent to the city of New York. 

Mr. Foranp. These existing banks could not do it ? 

Mr. Rorn. They could not do it properly. 

Mr. Foranp. Oh, properly ? 

Mr. Rorn. Yes. 

Mr. Foranp. In your view? 

Mr. Rorn. That is right. 

Mr. Foranp. What was the growth of your savings deposits from 
1950 to 1956? 

Mr. Rorn. From 1950 to 1956? I would not have the figures, but I 
can say that today our savings deposits are $200 million and that may- 
be half of the growth would be due to consolidations in that period. 

Mr. Foranp. Would you say I am about right when I say that the 
savings deposits increased in the Franklin National Bank from $31 
million to $178 million, from 1950 to 1956? 

Mr. Rorn. I would say you would be correct, yes, sir. 

Mr. Foranp. That isa growth of about 550 percent. 

Mr. Rorn. Yes, that is right. 

Mr. Foranp. I think you ought to be congratulated on that. 
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Mr. Rorn. Thank you, sir. Weare very proud of that record. 

Mr. Foranp. I would like to read an excerpt from your anual report 
of 1954. I quote: 

To clarify the market value picture a little, at the beginning of 1940, for 
example, the bank’s stock, then having a par of $50 was quoted on the market 
at $40, the stock with a registered par at $10 was being traded at $95 per share. 
To carry the comparison to its conclusion the purchase of 100 shares on January 
1, 1940, at the then market price of $40 would have represented an investment 
of 4,000. On December 31, 1954, that 100 shares would have, through stock 
splitups and stock dividend, become 13,223 shares valued at $1,256,285. 

Mr. Rorn. That is a record I am very proud of and I hope that 
American industry and private enterprise, our capitalistic system in 
America, can reproduce that record many times over, but we are fast 
running out of those opportunities when we run in a socialized sys- 
tem of banking such as we are getting into. 

Mr. Foranp. Personally I don’t think you have done very badly and 
I don’t think you have too much ground for complaint and I do not 
agree with your choice of terms. 

Mr. Rorn. Personally, no. 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Mr. Roth, you are here speaking in behalf of the com- 
mercial banks of America particularly, are you not? 

Mr. Rorn. I am, sir. 

Mr. Mason. You did not feel it was necessary to come here to speak 

articularly of your own bank because you have done a pretty good 
job there, have you not? 

Mr. Rorn. Icertainlyhave._. 

Mr. Mason. And I want to say this, that in my opinion you have 
done a mighty fine job today in speaking in behalf of the commercial 
banks of America and particularly of the commercial banks of my 
district. 

Mr. Rorn. Thank you, sir. 

The Cuatrman. Mr. Keogh will inquire. 

Mr. Krocu. Mr. Roth, so the record will show and so that you will 
know, I think I should tell you that for about 13 years I have sat on 
the board of trustees of the East New York Savings Bank in Brooklyn 
which, as you know, is a mutual savings bank. 

Would you be good enough to tell me what is the significance of the 
statement you made several times comparing the ratio of the deposits 
of the mutual savings banks in New York and other States with those 
of commercial banks? What is that intended to bring out ? 

Mr. Rornu. It is intended to show the tremendous growth and size 
of the mutual savings banks as compared with the commercial banks. 
It is intended to show on the other hand the amount of taxes which 
they. pay, which is insignificant as compared with the commercial 

anks. 

Mr. Krocu. You know, as a matter of fact, that that type of insti- 
tution was subject to no tax prior to 1951. Do you know that? 

Mr. Rorn. That is right. 

Mr. Krocu. When you entered the commercial banking field you 
knew exactly what the potential, if not actual, liability of corporate 
ee of business in this country was with respect to corporate income 
tax 

Mr. Rornu. That’s right. 
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Mr. Koen. So in the free enterprise capitalistic system you chose 
to enter the commercial banking system. 

Mr. Rorn. That’s right. 

Mr. Keoeu. Is your principal thesis here today that you as a citizen 
are pointing out to us an area within which groups of citizens seem to 
be favored taxwise or are you, as a citizen, pointing that area out as 
a potential danger in the future to commercia ee the country ? 

Mr. Roru. I would say that I am pointing out both and that these 
areas are a danger to commercial banking in the country. 

Mr. Kroeu. And the dangers spring from the advantages that the 
rs types of institutions seem to you to have over commercial 
banks ? 

Mr. Roru. That is right. 

Mr. Krocu. Now you operate principally in Nassau County, in 
New York? 

Mr. Roru. Nassau and Suffolk Counties. 

Mr. Keroeu. Incidentally, bring me up to date. Have you gotten 
into Suffolk? 

Mr. Roru. We are in Suffolk. That is our banking area and is 
within our banking district as defined by the law. 

Mr. Kroeu. Yours is the first Nassau County bank to be given the 
privilege of operating in Suffolk? 

Mr. Ror. That is right, but it is according to the law. 

Mr. Kroau. What is the population now of those two counties? 

Mr. Roru. 1.6 million. 

Mr. Keocu. How many mutual savings banks operate in Nassau 
County ? 

Mr. Rorn. One in Nassau County plus all of those in New York 
City that are actively competing in that area. 

Mr. Kroon. I appreciate that information, but my question is, How 
many banks—— 

Mr. Roru. Domiciled in the county? One. 

Mr. Kroeu. And in Suffolk County ? 

Mr. Rorn. I don’t knowthenumber. I would say five. 

Mr. Kroeu. We have Patchogue, Riverhead, South Harbor, South- 
port. So you cannot contend that the growth of your institution in 
the last 18 years has been adversely affected by the tax advantages 
of any mutual institution in Nassau or Suffolk County. 

Mr. Roru. I would say it has been. 

Mr. Kroeu. How would it be? 

Mr. Roru. By the very fact that they pay a higher rate of interest 
dividend than we are permitted to pay. 

Mr. Kroeu. Let us go into that. es many times in the last 40 
years has the interest rate paid by commercial banks on their savings 
accounts been the same as the dividend paid by mutual savings banks ? 

Mr. Rorn. Well, we researched the archives of the newspapers going 
back to the early twenties, and we found that during the early twenties 
the interest dividend rate paid by commercial Sader was almost 
exactly equal to that of the savings banks. They were paying about 
4 percent in those years. One savings bank might pay 4 and a com- 
mercial bank 334 and a commercial bank might pay 414, and the sav- 
ings bank on the same date, 4. The reason for that, sir, is the fact 
that taxes were more nearly equal then. In other words, our tax 
burden in those days was very small. Today it is very big. It is 52 
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percent. In those days it may have been 6 percent or 8 percent. 
Mr. Kroeu. During what years was it that the commercial. banks 
in New York State paid no interest on their savings deposits? 
Mr. Rorn. That never happened to us. There were some of the 
big banks in New York City at one time or another that got out of 
the savings business, a few of the banks, if that is what you are re- 


ferring to. 

Mr. Risobast: I mean those banks who were ray. savings de- 
posits or time deposits, and please let us not get technical in our 
terms——- 

Mr. Roru. No; we mean savings. 

Mr. Krocu. I mean deposits other than the normal business in and 
out. 

Mr. Rorn. Savings accounts? 

Mr. Krocu. Over what period did the commercial banks pay no 
interest on that type of deposit ? 

Mr. Rorn. The commercial banks in the County of Nassau have 
always paid interest on that type of deposit. In New York City, as 
I said before, there were 1 or 2 banks that decided to get out of the 
savings business, large commercial banks. 

me: Krocu. When did they decide to go back in the savings busi- 
ness 

Mr. Roru. When they saw the fact that these savings banks were 
making tremendous inroads into their deposit accounts and that has 
been within recent years for the banks in the city of New York. 

Mr. Kerocu. If they were not in the business of receiving savings 
accounts, how would they know that the savings banks were making 
inroads in that type of business ? 

Mr. Roru. They could see what was happening to the overall total 
deposits in the State of New York, as I said before, 50 percent in the 
hands of savings banks. 

Mr. Krocu. When did the Chase Manhattan announce its 3-percent 
rate on savings deposits ? 

Mr. Rorn. They announced that the day after the Federal Reserve 
Board allowed them to go to 3 percent, which was December 1956. 

Mr. Krocx. Do you have any idea by how much the savings deposits 
in that institution increased during the year 1957 ? 

Mr. Roru. I saw the figures. It seemed to be a couple of hundred 
million dollars. Of course, you must remember that in a commercial 
bank whenever we change the interest rate people take money out of 
their checking accounts and they transfer it to their savings accounts. 
We don’t know how much is accounted for in that manner. 

Mr. Kerocu. Will you admit that the reverse process also follows? 

Mr. Rorn. Would you explain that to me? 

Mr. Krocu. Withdrawals are made from mutual types of institu- 
tions to be put in the savings deposits of commercial hanks when the 
interest rates in the latter are more attractive ? 

Mr. Rorn. But you are referring to this recent change by Chase 
Manhattan. They went to 3 percent, which is the maximum which 
a commercial bank can pay in accordance with the ruling of the Fed- 
eral Reserve Board. On the other hand, a savings bank has no maxi- 
mum except it has to file notice with the superintendent of the banks 
and they are now paying in the city of New York, I think without 
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exception, 314 percent, all the savings banks. So you would have no 
change from 31, to 3 percent. 

Mr. Kxoan. I assume that the general rate is 314 but I don’t think 
there are any exceptions. 

Mr. Roru. Commercial banks cannot pay 314 percent; only 3 per- 
cent. 

Mr. Kroau. Historically it seems to me that there has always been 
a differential between the dividend rates paid by mutual savings banks 
in New York and the interest rates paid by commercial banks on sav- 
ings deposits. 

Mr. Roru. Yes, that is so within the last 25 years because of the 
tax advantage and the fact that the savings banks do not have any 
stockholders to pay dividends to, 

Mr. Krocu. Do you have any knowledge of when the last mutual 
savings bank was organized in the State of New York? 

Mr. Rorn. The Flushing Savings Bank was the last mutual savings 
bank organized in the State. I think that was in 1929. 

Mr. Kroeu. It was in the twenties, but I thought it was earlier than 
1929. Is it your opinion that a type of thrift institution that seems 
to be relatively slow in expanding in numbers presents a grave danger 
to the future of commercial banking in this country ? 

Mr. Roru. As long as the tax advantage that we have today exists, 
it is a grave danger because your own New York State savings ba 
want installment loans, they want checking accounts, and they are 
gradually getting more and more into the services of commercial 
banking. 

Mr. She You have indicated that the mutual savings bank in 
New York be permitted to merge with commercial banks, have you 
not ? 

Mr. Roru. I have said this, sir: I said the savings banks have gotten 
to be so big, they are constantly growing faster than the commercial 
banks. The only thing that we can do to cure this problem of their 
constantly asking for additional powers to make installment loans, 
small-business loans, checking accounts, and so forth. Give them 
everything we have in commercial banks. Let them be, for example, 
the East New York Savings Bank and Commercial Bank and let them 
pay taxes the way we do. It will increase competition and increased 
competition is good for us all. They will have everything. They can 
give to their customers all the services of a savings ol and commer- 
cial bank. The State of New York, on the other hand, and the deposi- 
tors would receive the nonownership surplus funds of the savings 
banks which total almost $2 billion. Do you realize you have frozen 
in your savings banks $2 billion in surplus funds that are increasing at 
the rate of a hundred million dollars a year? 

There isno ownership. The surplus does not belong to anyone. 

Mr. Keocu. I am always delighted when I read or hear that state- 
ment of yours. It always is very interesting. 

How many mutual savings banks in the State of New York have 
greater resources than the Franklin National Bank? 

Mr. Rorn. I would not know the number. There are 128 savings 
banks in the State of New York. They have total resources of $20 
billion. The Bowery has resources of $1.2 billion. The Dime has re- 
sources of $1 billion. The Williamsburg is $950 million. They are 
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tremendous size institutions which were formed to safeguard the sav- 
Ings of the poor immigrants. 

r. Kroeu. The Chase Manhattan is $7 billion and the Manufac- 
turers Trust Co. is $6 billion or $7 billion. But return to my question : 

Do you know about how many mutual savings banks in the State of 
New York have resources in excess of the Franklin National Bank? 

Mr. Roru. I cannot answer that. I don’t have the figures. 

Mr. Keroeu. I think we should be able to get that relatively easy. 

Mr. Roru. It is very simple to obtain. 

Mr. Keocu. I will undertake to do so. 

Mr. Rorn. But I did obtain this information. I found that saving: 
banks are big business and not little business and that the savin caries 
with resources of under $25 million were only a few, whereas the com- 
wierciad banks in the State of New York numbered hundreds under $25 
m1iiion. : 

Mr. Kroon. Mr. Roth, what are the general requirements with re- 
spect to the reserve requirements of a commercial bank in the State of 
New York? 

Mr. Roru. You have three reserve requirements in the State of New 
York. You have the requirements of those banks that have an office 
in the Wall Street district of New York, which is 20 percent of their 
demand deposits. 

Are you referring to demand or time? 

Mr. Kroon. I want you to give a general statement with respect to 
o soenene requirements of commercial banks in the State of New 

ork. 

Mr. Roru. Then there are those banks in the City of New York that 
do not have an office in the Wall Street district whose reserve require- 
ments are 18 percent and there are the so-called country banks through- 
out the rest of the State of New York whose reserve requirements on 
demand deposits are 12 percent. In addition to that, the commercial 
banks must maintain on their time and savings deposits reserves with 
the Federal Reserve banks of 5 percent. On the other hand the savings 
banks have no reserve requirements but commercial banks must freeze 
this money with the Federal Reserve banks on which the Federal 
Reserve bank earns a great deal of money while the commercial banks 
get no interest. The United States Government receives hundreds 
of millions of dollars each year on the money the Federal Reserve 
makes on us. We don’t object to this in principle. 

Mr. Kroen. Of course you vale am sure that I wait for the 
answer to my question and the addenda just goes in the record. You 
are permitted under the law, are you not, to set up your specific re- 
serves that you have, reserves against bad debts? 

Mr. Rorn. Yes, we are permitted a bad debt reserve under the 
law which is an income tax deduction; that is so. 

Mr. Kerocn. So that you are permitted under the requirements 
under which you operate, imposed on you by the supervisory agencies 
of Government, to set up what in effect are tax-free reserves, are you 
not ? 

Mr. Rorn. That is right, sir. 

Mr. Keroeu. In the State of New York are not the reserves set up 
by mutual savings banks imposed on them by the supervisory agency 
of the State? 
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Mr. Roru. It must transfer to the reserves a certain percentage 
each year, that is right. . ; : 

Mr. Kroou. And those requirements are laid down by the supervis- 
ory agency of the State of New York ? 

Mr. Rorn, That is right, 

Mr. Kroon. It is not a fact, is it, actually, that if a savings bank 
does not have a 12-percent reserve of its deposit liabilities that it is 
free from income tax liability ? 

Mr. Rorn. It is an absolute fact. 

Mr. Koon, It is? 

Mr. Rorn. Yes, they only pay an income tax when they are above 
12 percent. May I add an addenda? 

Mr. Kroer. No, I don’t want to get into a discussion of that. I 
want to have that answer stand by itself. As a matter of fact, Mr. 
Roth, are you not here contending for this tax equality with respect 
to commercial banks as against the mutual type of banking in an ef- 
fort, virtual effort, to make it difficult or impose for an expansion of 
the mutual savings bank type of institution in Nassau and Suffolk 
Counties which are recognized to be 2, if not the 2 greatest and fastest 
growing areas in the country? That is you main objective, is it 
not ? 

Mr. Rorn. May I say this to you, sir? 

Mr. Keroeu. I think the answer is relatively simple. 

Mr. Rorn. The answer is right in here. I hold in my hand a copy 
of the study committee of the New York State Bankers Association. 
I was a member of that study committee and signed that report. The 
report states that when mutual savings banks pay their equal share 
of taxes and carry equal reserves, then they should be perimtted to 
have branches and branch out, but not until then, and I stand firm 
on that. 

Mr. Kerocu. And you will stand firm on your contention that the 
commercial banks should more and more reach into the types of activi- 
ties that the mutual-savings banks have been in since their foundation ? 

Mr. Rorn. We have always engaged in those activities, sir. Our 
complaint is this subject of taxes. 

r. Koen. And you elected as a free enterprising citizen, believ- 
ing in the capitalistic system, to go into a form of banking the tax 
liability on which you were positively certain, and you are here today 
contending for a revision of the historic, long-established basis for 
the protection of the deposits of the savings-bank depositors in the 
State of New York. Isthat not what you are doing? 

Mr. Roru. That is what I am doing, sir. If you will read the re- 
marks of your own superintendent of banks of the State of New York, 
and I am not asking to make any addenda, you will find that the state- 
ment you make is not a full and complete statement of fact. 

Mr. Krocu. And you are doing that because you are concerned with 
tax inequality and you are not concerned with any challenge to your 
dominant position as one of the great and the most successful commer- 
cial bankers we have had certainly on Long Island, if not in New York, 
if not inthecountry. Is that correct? 

Mr. Rotu. I say it is tax inequality ; yes, sir. 

Mr. Keroer. And you have virtually only one competitor in Nassau 


County, don’t you ¢ 
Mr. orn. No, we don’t. 








1704 GENERAL REVENUE REVISION 


Mr. Krocu. How many do you have? 

Mr. Rorn. We have all of the great institutions of the city of New 
York who are competitors of ours in Nassau County. Yes, sir; we 
have the Long Island residents that work in the city of New York, 
that commute to the city. We have these New York City banks out in 
Nassau County with their solicitors. Your savings banks place thou- 
sands of lines of advertising in local Long Island papers appealing to 
Na ge to bank by mail. 

r. Kzogu. You are not advocating limitation that a person can 
deposit only in the bank in the town in which he lives? 
r. Roru. Ofcourse not. You asked about competitors. 

Mr. Krocu. What percentage of the commercial bank resources of 
those banks domiciled in Nassau County do the Franklin National and 
the Meadowbrook National own ¢ 

Mr. Rorn. Of those banks domiciled in the county that have de- 
posits and not including the savings banks and loan associations—do 
you want those included or not ? 

Mr. Krocu. I say what percentage of the commercial bank re- 
sources. 

Mr. Roru. Between the two of us, in the neighborhood of 60 per- 
cent. 

Mr. Kroon. And between the 2 of you how much of that 60 per- 
cent is the Franklin ? 

Mr. Rorn. We are 35 and they are 25. 

Mr. Keocu. Mr. Roth, I always enjoy the opportunity of listening 
to your theories of the banking business, especially in New York, ant 
I am delighted to have the opportunity to listen to you today. I think, 
however, that I shall be compelled to read your sixty-odd-page state- 
ment with some degree of care. 

Mr. Rorn. Which is a statement in the main of all of the commer- 
cial banks of the State of New York, including the large commercial 
banks of the city of New York. 

Mr. Kerocu. Let me have the record complete on that. Do you 
know of any mutual savings banks in the State of New York that own 
stock in commercial banks ¢ 

Mr. Roru. No; they are not permitted by law to do that, but they 
have been in the legislature fighting for that right for a number of 
years now, and they would like to have the right to buy bank stocks, 
but they have not received it yet. 

Mr. Kroc. When you make a statement with respect to captive 
commercial banks you are not referring to any in the State of New 
York? 

Mr. Rorn. There are none in the State of New York through stock 
ownership. There are in New England, Ohio, and elsewhere. 

Mr. Krocu. Would you be good enough to tell me how the mutual 
savings bank system adversely affects the commercial banks in the 31 
States in which that system does not operate ? 

Mr. Rorn. It does not adversely affect the commercial banks in the 
31 States, but they have their savings and loan associations there and 
they adversely affect the business of the commercial banks in the 31 
States and I might say all 48 States, because they are in all 48 States. 

Mr. Kroc. You know that I have obviously been limiting my 
question with respect to the effect of the mutual savings banks on you. 

Mr. Rorn. That is right. 
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Mr. Kxoau. I think we should wait another time to decide the rela- 
tive merits between the mutual savings banks and the savings and loan 
associations. 

Mr. Rorn. I would very much enjoy that. 

Mr. Keocu. Thank you very much, Mr, Chairman. I am very 
sorry to have delayed the committee, but Mr. Roth is always such an 
appealing and interesting witness that I like to stay with him as long 
as I can. 

Mr. Foranp (presiding). Mr. Simpson will inquire. 

Mr. Stimpson. I am interested in Federal tax revenues. 

Now your corporations, the commercial banks, and so on, if you 
grow larger and stronger and earn money, you pay more taxes, do you 
not ? 

Mr. Rotu. The same as any other corporation in America. 

Mr. Srwpson. When you pay more taxes you lessen the burden on 
the other people who live in the State of New York and the rest of 
the United States ? 

Mr. Ror. We should, that is right, sir. 

Mr. Stmpson. Isn’t that the general theory of taxation, that a suc- 
cessful business should pay taxes? 

Mr. Roru. That’s right. We are not asking for any tax relief. 

Mr. Simpson. If I understand correctly, as I read your statement 
if you have a taxpaying savings bank or a savings and loan associa- 
tion, the way it gets out of paying taxes is to go out and become bigger 
and get more business, 

Mr. Roru. That is exactly the way in which they accomplish it. 

Mr. Srmprson. So if they grow in competition the Federal Govern- 
ment loses taxpayers. 

Mr. Roru. That’s right. 

Mr. Smupson. And you want to correct that? 

Mr. Rorn. And we want to correct that by causing them to be 
taxed and that can be accomplished by reducing that 12 percent to 
5 percent. 

Mr. Simpson. And that would not hurt them, would it? 

Mr. Rorn. They might not grow quite as fast. 

Mr. Simpson. It would not hurt them any more than paying taxes 
hurts you. 

Mr. Rorn. It certainly should not. They would not have as much 
money to spend on a lot of expenses, advertising, promotion, salaries, 
and so forth. 

Mr. Krocu. Mr. Chairman, may I pick that up for just a second? 

Mr. Foranp. All right. 

Mr. Knoen. If the superintendent of banks of the State of New 
York requires a mutual savings bank to set up reserves the percentage 
is what, 12 or 15? 

Mr. Rorsn. About 10 percent of their earnings. 

Mr. Krocu. Ten percent of their earnings la to go into reserves 


’ until the reserves reach a minimum of what? 


ae Rorn. Eight percent minimum—I am not quite familiar. with 
that. 

Mr. Krocu. My recollection is that that is not correct. But in any 
event it is over 5 percent? 

Mr. Roru. Yes. 
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Mr. Krocx. So they operate under their supervisory agency, man- 
dated to create reserves in excess of the suggested amount that you 
have supported in the Curtis bill? 

Mr. Rorn. Yes; we want them all to be subject to taxes. We don’t 
want them to avoid taxes. 

Mr. Kxocu. That is not my point. My point is that that type of 
institution is required to set up reserves in excess of the percentage 
you are advocating here today. 

Mr. Roru. No, I would not say that. I would not say that at all 
because they don’t have to pay the high rate of interest that they 
are paying. There is a balance there. 

r. Krocu. Maybe I am not as clear as I think I am. 
Mr. Roru. Let us take the figures I have on this third page of my 


statement. We have the figures for the State of New York—on the. 


fourth page. 

Mr. Ravest. To which fourth page are you referring? 

Mr. Rorn. A sheet with some figures on it, a third of a page of 
figures which says, “Comparison of Federal Income Taxes Paid by 
New York State Mutual Bavinigs Bank.” We start off with net op- 
erating earnings, 1954. 

Mr. Krocu. I read that. I will save you time, I have read that. 
My point simply is this: You are here advocating the imposition of 
a tax on mutual savings banks when their reserves reach 5 percent. 

Mr. Roru. That is right. 

Mr. Krocx. You concede with me, although we are not in agree- 
mént with respect to the percentage, that the superintendent of banks 
of that State will require those institutions to set up reserves in excess 
of 5 percent? 

Mr. Roru. As he should, in the interest of sound banking. 

Mr. Krocu. So that the only conclusion that I can draw from that 
is that you are here advocating that the difference between the 5 per- 
cent and whatever is required be paid out of tax paid funds even 
though being set up whatever reserves are required prior to the com- 
putation of your net income on which your tax liability is based ? 

Mr. Rorn. That is the question I was wanting you to ask me for 
a Jong time. 

Mr. Foranp. Let us be in order here. Each one of you may have 
his term. 

Mr. Krocn. My question simply is this: Is that not a correct factual 
statement? From all I can see that just calls for a little yes or no 
from you. 

Mr. Roru. I will answer it no. 

Mr. Byrnes. Mr. Chairman, I would like a complete answer. 

Mr. Foranp. The gentleman is entitled to give an answer. 

Mr. Krocu. You make the question yourself, not mine. 

Mr. Roru. We are permitted to set up a tax free reserve and what 
is referred to is a reserve for bad debts. The banks of the United 
States are permitted to set up a so-called tax-free reserve for bad 
debts of about 214 percent of their non-Government loans. In other 
words, of their risk asset loans, those loans that are not insured in 
any way by the United States Government, both secured and unse- 
cured loans. 

Now that is 214 percent of noninsured loans. On the other hand, 
the savings banks and the savings and loan associations under the 
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Curtis bill would be allowed 5 percent of deposits or share accounts. 
Now in our particular case our noninsured loans are the equivalent of 
about 40 percent of our deposits. 

So 21% percent of 40 percent is the equivalent of 1 percent of our 
deposits. We are allowed to set up 1 percent of deposits if you a it 
in terms of deposits before we pay income taxes. Under the Curtis 
bill the savings and loans and the mutual-savings banks would be 
permitted to set aside 5 percent. We know it is not full qe but 
we know that it will have the effect of virtually taxing all of them. 

Mr. Kroeu. That is not my point, but I am not going to press it. 

The Cuarmrman. Are there any questions on this side? Mr. Her- 
long will inquire, Mr. Roth. 

Mr. Hertone. Mr. Roth, I apologize for missing the last portion 
of your testimony. I do not know whether you developed this point 
or not, but most of your testimony has been from the point of tax 
equality. 

Mr. Rors. That is right, sir. 

Mr. Hervone. In describing the Curtis bill you said it was a bill 
for tax equality and to provide revenue. Can you tell me if you have 
any figures as to how much revenue the Curtis bill would provide? 

Mr. Rorn. I believe it would provide in the neighborhood of $225 
million in additional tax revenue. 

Mr. Hertone. You mentioned $2 billion of surplus funds frozen in 
the mutual banks. 

Mr. Rorn. That is right, sir. 

Mr. Hertone. What interest do depositors have in that sum? Does 
that belong to them ? 

Mr. Rorn. Well, that question is being asked of them by various 
members of the Legislature of the State of New York now and they 
are giving all kinds of answers. They call their surplus funds an 
indivisible trust. Some day these surplus funds belong to the de- 
positors. But when a depositor closes his account he cannot get any 
of that money. To my mind these surplus funds represent non- 
ownership wealth. Nobody gets the benefit of them and they grow 
and grow year after year. When we have wealth and we die, inherit- 
ance taxes take a part of it, but these savings and surplus funds just 
keep on growing. Throughout the United States this nonownership 
wealth in savings banks and savings and loans has gotten to be almost 
$6 billion, growing a half a billion dollars a year. This is a tremen- 
dous problem and it really has an effect on the economy of our country. 

Mr. Hertone. Thank you. 

The Crairman. Are there any further questions of Mr. Roth? 
If not, Mr. Roth, we thank you for your appearance and the informa- 
tion given the committee. 

Mr. Roru. Thank you, sir. 

The CuammMan. The next witness is Mr. R. E.Gormley. Mr. Gorm- 
ley, according to the calendar, we recognize you for 1 minute. 


STATEMENT OF R. E. GORMLEY, VICE PRESIDENT, GEORGIA 
SAVINGS BANK & TRUST CO. 


Mr. Gormiry. My name is R. E. Gormley. I am actively engaged 
in the banking business in Atlanta, as vice president of the Georgia 
Savings Bank & Trust Co. I am also vice president of the Inde- 
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pon Bankers of America, composed of over 5,000 independent, 
ocally owned banks, in every State east of the Rocky Mountains. I 
was designated, by the president of that organization, some 3 years 
ago, as a member of a committee, to make a study of the operations 
of savings and loan associations. The statement I shall make has the 
approval of the executive council of this association and the over- 
whelming endorsement of its entire membership. 

I have also been authorized by the president of the Georgia Bankers 
Association to speak for that body. 

Mr. ‘Chairman, I believe you have received a telegram from Mr. 
C. W. Curry, president of the Georgia Bankers Association, endorsing 
H. R. 8737. 

The Cuarmman. If I do have it, would you like that to be in the 
record ? 

Mr. Gormtey. Yes, sir. 

The Cuarrman. Without objection, it may be admitted. 

(The document referred to follows :) 

ATLANTA, GA., January 17, 1958. 
Hon. WILBUR MILLs, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C.: 


The Georgia Bankers Association desires to be recorded with your committee 
as heartily endorsing H. R. 8737 by Mr. Curtis of Missouri. Support of this bill, 
designed to develop a more uniform method of taxation between financial institu- 
tions and to provide needed revenue for the United States Government, has been 
asked of Georgia’s congressional delegation. 

C. W. Curry, 
President, Georgia Bankers Association. 

Mr. Gormuiey. For a number of years, I have been concerned over 
the increase in volume of resources of savings and loans and mutual 
savings, and particularly the wide differential in Federal income tax 
paid by these groups, as compared with that paid by commercial banks 
and stock savings banks and trust companies. 

In earlier days, building and loan associations and mutual banks 
operated largely as local thrift organizations, affording their members 
a place to invest or deposit their savings, usually for the purpose of 
accumulating a sufficient amount for a downpayment ona home. The 
volume of resources of these earlier operations reached no considerable 
proportions. 

Prior to 1913, the Federal Government did not collect an income 
tax, and for a number of years after 1913, it derived only a very small 
percentage of its revenue from income tax. The purpose of these 
associations was commendable, and little thought was given to their 
tax position. 

But gentlemen, these operations can no longer be regarded as infant 
industries. They measure their resources now by the hundreds of 
millions. The total resources of these 2 groups are now well in excess 
of $70 billion They are a far cry from the old mutual operations. 
By no stretch of the imagination can they be classified as eleemosy- 
nary. They are in business for, and do make a, a profit. They have 
now accumulated—and largely out of untaxed earnings—a capital 
structure—reserves and undivided profits—which compares favorably, 
percentagewise, with that of the invested capital and retained earnings 
of stock banks. This accumulation of capital apparently belongs to 
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no one, since the mutual-share owner or depositor receives no part of 
it when he redeems or withdraws his funds. 

Besides the above, the Federal Treasury is now bending every 
effort to make tongue and buckle meet, and it would appear pertinent 
that a review of their tax status be made. 

I would like to submit to the committee some comparative figures. 
First, an operating statement for 1956, of 306 State banks operating in 
Georgia and 80 insured savings and loan associations. I have used 
only State banks, since the total resources of these banks are less than 
twice the total of savings and loan associations, and afford a better 
onnpereaee 

ou will note that with gross income only one-third greater, and a 
net before taxes and dividends $10 million smaller, the 300 State banks 
paid Federal income tax of $4,766,000 against only $27,000 by savings 
and loan associations. Even conceding, for the sake of a further 
comparison, the right of these associations to deduct dividends before 
taxes—which right the banks do not have—it will be seen the net 
transfer of earnings to reserves by the savings and loans is still greater 
than that of the banks. 

I would like also to present some comparisons on a nationwide basis. 
As of December 31, 1956, there were over 13,000 insured banks operat- 
ing in continental United States, with $241 billion resources. Their 
net earnings before taxes, $2,031 million, Federal income taxes paid, 
$769,843,000, or over 35 percent of their net. 

December 31, 1956, mutual savings banks had resources of $33 bil- 
lion and deposits of $30,031 million. Of this latter amount, $22 billion 
were in mutuals insured by the FDIC. The net earnings of these lat- 
ter, $740 million before dividend of $609 million, or a net after divi- 
dent, $131 million. Federal income tax paid, $634,000, or seven- 
tenths of 1 percent. 

December 31, 1956, there were 3,666 insured savings and loan asso- 
ciations, with aggregate resources of $39,243 million. Total savings 
shares, $34,076 million. Net earnings before dividends, $1,335 million. 
Net earnings after dividends, $379 million. Federal income tax paid, 
$4,276,000, or less than 114 percent of their net after dividends. 

With no original paid in capital, these tax favored groups have, in 
approximately 30 years, been able to build a capital position, the ratio 
of which, to their mutual funds, is less than 1 percent smaller than the 
capital of banks—paid in and earned—to their resources. 

respectfully submit to you, gentlemen of tlfe committee, the sav- 
ings and loan associations and mutuals are now full grown and able 
to stand on their own bottoms. They are no longer infant industries 
needing Government subsidies. Now, when it seems the Federal Gov- 
ernment is in dire need of revenue, it occurs to me these operations 
should wake up to their responsibility, and share with other industries 
their fair share of the cost of Government. 
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(Tables of comparison follows :) 


Comparative statement of earnings for 1956 of 306 State banks and 80 insured 
savings and loan associations operating in Georgia 





80 Federal sav- 
306 State banks| ings and loan 





associations 

ic oe Bini Dug ht ite en oeprnns --------«--| 1,210, 000,000 679, 000, 000 
Gross income.................-------- ee eo oie | eee 33, 781, 000 
ee er eck ee oe, i vetelaccucn backer nnccusiten 4, 040, 000 None 
46, 809, 000 33, 781, 000 

Ou a ek abs 21 a i ete 32, 395, 000 8, 073, 000 
14, 414, 000 25, 708, 000 

Ween een Oa ide bop ce ci iss eg cece Luk skicsesy nel -8eb~ a8 4, 766, 000 27, 000 
Net income, after income taxes... .--.......-...--.-------2----+--..-.-- 9, 648, 000 25, 681, 000 
ae ee dae hein da Been tpenre tee dktener ih ieairrby ta 3, 486, 000 18, 481, 000 
PN W558 08 1b le his ah fh nn be ee -5953- 409455 kde ot 6, 162, 000 7, 200, 000 


Comparative figures of resources, earnings, and taxes of commercial banks, mu- 
tual savings banks, and insured savings and loan associations, as of Dec. 31, 1956 


COMMERCIAL BANKS 


| 




















Num- Federal in- 
ber of | Total resources Deposits Net earnings come tax paid 
banks 
13, 441 | $241, 427, 000,000 | Demand-_. $144, 410, 000, 000 | $2,031,000,000__.._...........-- $769,843,000. 
FN. oi on 74, 981, 000, 000 
Total... 219, 392,000,000 | Before Federal income tax and | Or over 35 
| dividend, but after interest percent. 
on time deposits of $805,- 
000,000. 
| i rag I | 
MUTUAL SAVINGS BANKS 
Total resources Deposits Net earnings Federal in- 
come tax paid 
PII nica cin tiptine yeni | $33, 310, 000, 000 $30, 031, 000, 000 
Insured by FDIC__-_-..._----- 25, 282, 000, 000 22, 885, 000, 000 740, 000, 000 
Dividends paid__._._.....-.....|-- bddachs sheen dedbeded SLED. dsaCi Sh ad paki. wa 609, 000, 000 


131, 000, 000 | $634,000 or 
0.07 percent. 


Net after dividends. ............]......-.....---- 








INSURED SAVINGS AND LOAN ASSOCIATIONS 





Number of associations Total resources Savings shares Net earnings Federal income 
tax paid 
ROR sh ali sasbsetesidss $39, 243, 000, 000 $34, 076, 000, 000 $1, 335, 000, 000 
SE 6 chk Si diddiencapmibnbunscupeidlyatdcbedthe tent dead 956, 000, 000 
a, oe Soe et oo ht a eh tau adubstaokeduue 379, 000, 000 | $4,276,000 or less 
than 14 per- 


cent. 
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Comparative statement of earnings for 1956 of 306 State banks and 80 insured 
savings and loan associations operating in Georgia 








80 Federal 
306 State savings and 
banks loan asso- 
tions 

Wintel VeaOO EE. pik 5 dss cdi di dS Maddddeobthidindbdidenddeeabs $1, 210, 000, 000 $679, 000, 000 
CE eee ceaapennedniianadansenieanacaaeel 50, 849, 000 33, 781, 000 

Nat GinngONEA: . 20.0. Lc. .50-.- cen sccllscLacubacns bastsasdesemeuuk 4, 040, 000 N 
SEE dhmind uiihtaheamamediea dtpetund edt opuadeet tae one ned 46, 809, 000 33, 781, 000 
SPUUUEEE GUEMEL Wo occcccsischpeduwnssesabnbneddecgsedbbuabeas ncgnbebtobl 32, 395, 000 8, 073, 000 
is ca), apis ditke ee sh do cwuatladded tie dbdab Vaiss ankisss Bees 14, 414, 000 25, 708, 000 

BE BI Miko vcentinipnsonnceshachuiaxse=thdanté-enaencaninel 4, 766, 000 27, 
Net. income; after fncéene tateg.. sic. sei dst ek bd ed 9, 648, 000 25, 681, 000 
DOV EROTIID: DONE ita snke -ddeeindsh kn nsp both pi' shod yesh it niawnndth ina eee 3, 486, 000 18, 481, 000 
TO CMU. Csowcloocn cdeboscbacélussecghatdpeolodskeehedhctecssonn 6, 162, 000 7, 200, 000 


Mr. Gormiey. Thank you very much. 

The Cnarrman. Mr. Gormley, we thank you, sir, for your appear- 
ance and the information given the committee. 

Now the next witness is Mr. Alan Dolliver. Mr. Dolliver, I recog- 
nize you for 1 minute. 

Mr. Dotutver. I will do the best I can, sir. 


STATEMENT OF ALAN J. DOLLIVER, PRESIDENT OF CREDIT 
FINANCE SERVICES, INC., WILMINGTON, DEL. 


Mr. Dotiiver. Mr. Chairman and members of the committee: 

My name is Alan J. Dolliver. I am president of Credit Finance 
Services, Inc., Wilmington, Del.; a director of the American Industrial 
Bankers Association, and chairman of its committee for tax equality. 
Membership of the association consists of more than 700 edaateial 
banking institutions located throughout the countrv. 

The association’s board of directors this past November, went on 
record as approving, unanimously, the Curtis bill, H. R. 8737. On 
behalf of the members of our association, I want to endorse the state- 
ments made by L. Shirley Tark, cochairman of the bankers committee 
for tax equality, and of Arthur T. Roth, president, Franklin National 
Bank of Long Island. 

The Curtis bill, in our opinion, is only a start in correcting the many 
tax inequalities that exist in tax laws. 

I would like to mildly venture the opinion that how successful one 
bank is is beside the point. I don’t think we would legislate on the 
basis of operations of one bank out of thousands in this country. I 
think that what is significant is that the mushrooming of credit unions, 
mutual savings banks, mutual insurance companies, all the mutuals, all 
the co-ops in the last twenty-some years, goes along with the tremend- 
ous increase in the Federal tax rate. I can say very definitely if I did 
not have to pay taxes in my business I could do a lot more business and 
I would be a whole lot better off. 

That is all I would like to say. Thank you. 
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(The following statement and data were filed with the committee :) 


January 30, 1958. 
Hon. W1~Bvk D. MILs, 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D. C. 

My DEAR CONGRESSMAN: Since time did not permit my giving you pertinent 
facts to back up my testimony, I beg indulgence of the committee to provide 
each member with additional data and an expansion of my statement. Credit 
unions (an imported European idea) were established in America to provide a 
helping hand to those in need of borrowing to meet an emergency situation and 
to encourage thrift. 

Unfortunately, CUNA (the Credit Union National Association) in Madison, 
Wis., is now under leaders that are primarily interested in converting credit 
unions to businesses competing with private enterprise. They have forgotten that 
the basic tenet was to encourage thrift and help out folks who were unable to 
secure financial assistance from banks and other financial institutions. 

Businessmen everywhere are concerned with the fantastic growth and threat 
tax-exempt co-op organizations represent to private enterprise. Some of the more 
zealous and indiscreet tax-exempt co-op leaders are constantly airing their plan 
to take over America’s private taxpaying financial, manufacturing, and distribu- 
tion organizations. (See italicalized quotes in Rennie speech, Vance Austin, 
CUNA, speech, Murray Lincoln, and J. P. Warbasse, attached.) 


“STRUGGLE WITH DEATH” 


To illustrate, here’s a quote from J. P. Warbasse, first president of the 
Co-op League of America : 

“The cooperative movement in the United States has now reached a point of 
development at which it must not only meet the competition of an efficient profit 
business, but its hostility also. The highest degree of efficiency possible must now 
be practiced by the cooperatives if they are to meet the challenge of the coming 
struggle. 

“This struggle will be desperate because the naturally healthy but compara- 
tively small cooperative way of business will come in conflict with a form of 
business made violent by the fact that it finds itself in a struggle with death 
itself. The fight for life is the most desperate fight of all. It stops at nothing. 
This expiring domination of a business system represents the demise of the most 
colossal giant society has ever produced. It will not be a pleasant adversary in 
its death throes. 

“Efficiency can be promoted by the proposed scheme of centralization. A re- 
gional cooperative with a competent business manager and an efficient central 
business system can be more effective in directing local business than can a 
board of directors such as our local cooperatives now elect.” 

The attached copy of the credit co-op article, which appeared in the Wall 
Street Journal, well proves the fact that many present-day credit unions have 
already moved directly into the field of commercial banking; for example, a 
Union Carbide Credit Union in Texas made a loan for a $30,000 air-conditioned 
chinchilla ranch. The Ford Motor Co. Credit Union made loans up to $50,000 
for roller-skating rinks and taverns. Mr. Vance Austin, Credit Union National 
Association managing director, while serving as secretary-manager of the Sterling 
Community Credit Union, made loans up to $30,000 and they now have quite a 
number from $8,000 to $12,000. It is obvious that such loans are not being made 
to encourage thrift or to help members out of an emergency situation. 

Credit unions or people’s banks in most European countries have been per- 
mitted to establish a central banking system through which transactions with 
other credit unions may be cleared. In general, they have been subjected to 
complete government supervision and control. Their activities long ago departed 
from that of making purely personal loans to their memberships. Thei funds are 
used to finance other cooperative activities. There are evidences that the credit- 
union movement in the United States hope to emulate their European forebears. 
In his book, The Decline and Rise of the Consumer, Horace M. Kallen, a coopera- 
tive philosopher, puts it this way: 

“There is no intrinsic reason why the credit union, especially when organized 
on a national scale, with the character and resources of the multitudes of citizens 
guaranteeing each and all, should not exercise, within the cooperative movement, 
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all the legitimate functions of commercial banks, and enjoy the same privileges. 
No uninvidious argument has yet been advanced why the loans made by credit 
unions should be limited to their available cash, while the business of commer- 
cial banks is conducted on a cash reserve averaging about 10 percent of its total. 
No legitimate reason has been given for the handicap allowed to commercial 
banks over credit unions through the checking privilege.” 

The position taken by Mr. Kallen was voiced again by a Dr. Robert A. Rennie, 
vice president of the Nationwide Insurance Co., a mutual, in a speech delivered 
March 8, 1957, to members of the Group Health Federal Credit Union, Minneapo- 
lis, in which he said: 

“First, we must establish a system of regional credit unions. This would pro- 
vide a base for a broad system of cooperative credit that can integrate our credit 
unions into a national structure of consumer cooperative finance. I know of 
no financial institutions in any country that have grown and prospered for any 
long period where there was not some kind of central banking structure created. 
There must be a means of tying into the national money markets on a seale 
broader than credit unions now enjoy. Rediscount facilities are needed for 
liquidity, and the borrowing powers require substantial expansion. 

“* * * A regional credit union should not be limited solely to serving as the 
link between local credit unions and the money market. Most important, it 
should serve as the source of investment funds for cooperative growth and de- 
velopment. The failure to establish a regional credit union system is, in my 
opinion, the principal reason for the slow and uncertain growth of cooperatives 
in urban areas in this country.” 

He also compared the limited investment powers of credit unions in the 
United States with those of Canada, pointing out that last year the Prince 
Rupert Fishermen’s Credit Union in British Columbia committed itself to invest 
$400,000 in building a shopping center ; the shopping center to be leased to a local 
consumer cooperative. He went on to criticize our present banking system, 
making a plea for 100 percent reserves for checking accounts. He continued: 

“The credit unions of a populous area like the Twin Cities could have one 
central point where this money could be stored as custodian for all the members 
of the various credit unions in the area. 

“From this point on, it would only be necessary to devise a checking system 
whereby all members could write checks against these custodial deposits, This 
money could never be loaned out, except in the form of short-term and very 
liquid securities so as to earn sufficient income to offset expenses for the checking 
services and for storing the money. 

“In order to make such a checking service effective and practical, it would 
be necessary to tie it in with the established check-clearing houses. Should this 
be impossible, then the credit unions and similar organizations might set up 
clearing houses of their own.” 

In 1955, a bill was introduced in Congress amending the Federal Credit Union 
Act to specifically authorize the organization of Federal Central Credit Unions 
and to permit Federal credit unions to invest in the shares of and become 
members of Central Credit Unions organized under the act. The bill provided 
for 12 regional credit union banks throughout the country with initial minimum 
capital of $250,000 each—comparable to the Federal Reserve or Home Loan Bank 
Systems. Although the bill was referred to the Senate Banking and Currency 
Committee, it did not receive official consideration, but it is the forerunner of 
legislation that will be sought in the future. The bill originated with the Credit 
Union National Association. 

Attached is a projection by the Harta of Federal Credit Unions of the United 
States Department of Health, Education, and Welfare, relative to the growth 
of a Federal Credit Union insurance reserve patterned after that of the Federal 
Deposit Insurance Corporation and the Federal Savings and Loan Insurance 
Corporation. This projection shows that the Federal Bureau anticipates that 
the share accounts of Federal credit unions will reach $67 billion by 1978. (See 
attached Social Security Administration Department of Health, Education, and 
Welfare Report prepared by the Bureau of Federal Credit Unions.) State chart- 
ered credit unions have been growing at least as rapidly as the Federally 
chartered credit unions—if not more so. Assuming that they maintain the rate 
of growth that they have had to date, the Federal and State chartered credit 
unions combined could be expected to reach 135 billions by 1978. This is approx- 
imately 40 times greater than the present size, and about 3% times greater than 
the total of consumer credit outstandings currently held by all financial 
institutions. 
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Attached is a report taken from figures supplied by the Bureau of Federal 
Credit Unions and the United States Statistical Abstract, comparing the growth 
of tax-exempt savings and loans, mutual savings banks, credit unions, compared 
with the taxpaying banks of our Nation. 

The savings and loan associations have increased 386.1 percent from 1945 
through 1956. Mutual savings banks have increased 95.2 percent, and credit 
unions 647.13 percent during the same period of time, compared with the tax- 
paying banks of our Nation, increasing only 27.3 percent. 

With the grandiose plans, plus the actual progress made by the credit unions, 
how long can banks and other financial institutions that pay taxes and have no 
subsidies compete against tax-exempt subsidized credit union competition? Is 
it too much to ask that Congress tax equally savings and loans, mutual savings 
banks, credit unions, and other co-ops on the same basis as the banks and other 
private enterprise? Co-ops have gone through World War I, World War II, 
the Korean war, and have not contributed their fair share to the defense of our 
Nation. With $2 billion or more needed in the defense budget now being con- 
sidered by the Congress, one would think that these “free riders’ would step 
forward to show their willingness to shoulder a part of this ever-growing burden. 

I would appreciate these remarks being placed in the records. 

Yours most respectfully, . 
ALAN K. DOLLIVER. 


MEETING YouR NEEDS THROUGH CREDIT UNIONS 
By Dr. Robert A. Rennie, vice president, Nationwide Insurance 


(Address delivered to members of the Group Health Federal Credit Union, 
Minneapolis, March 8, 1957) 


My text tonight is a quotation from the writings of Benjamin Franklin. It 
is entitled “The Art of Making Money Plenty in Every Man’s Pocket.” 

“At this time when the general complaint is that money is so scarce, it must 
be an act of kindness to inform the moneyless how they can reinforce their purses. 

“TI will acquaint all with the true secret of money catching, the certain way 
to fill empty purses, and how to keep them always full. 

“Two simple rules, well observed, will do the business. First, let honesty and 
labor be thy constant companion. Second, spend one penny every day less than 
thy clear gains. 

“Then shall thy purses begin to thrive, thy creditors will never insult thee, 
nor want oppress, nor hunger bite, nor naked freeze thee, the whole hemisphere 
will shine brighter and pleasure spring up in every corner of thy heart.” 

The best way to carry out Benjamin Franklin’s rules, as I see it, is through 
credit unions. Credit unions were created to help people, through their own 
ere efforts, to meet their needs for thrift and for credit at low rates of 

terest. 

Credit unions can help you meet your needs for low-cost insurance protection, 
as well. Borrowers’ protection insurance will pay off the amount you have bor- 
rowed from the credit union in case of your death or total disability. Life savings 
insurance provides you with life insurance up to certain limits on the savings 
you have placed in the credit union. For example, here in your Group Health 
Federal Credit Union, as I understand it, your money works twice for you. Not 
only does it earn a good interest rate while meeting your fellow members’ credit 
needs, but it also furnishes you with up to $1,000 of life insurance at no cost to you. 

But credit unions can help also to meet your needs for economic abundance. To 
me, this is their most important function. We must have democratically con- 
trolled finance if we are to build economic democracy. 

Finance is the cornerstone of our building. 

In this connection, I can never forget a story Nationwide’s president, Murray 
D. Lincoln, tells about his meeting with a German university professor back 
in 1924. The professor asked, “What is the cooperative movement in America 
doing to build its own finance system under its own control?’ Lincoln replied, 
“Unfortunately, very little, except with credit unions.” In response, the pro- 
fessor stated, “You must do more or someday your cooperative will find them- 
selves inside a bottle with somebody else holding the stopper.” 

These four needs then: Thrift, credit, insurance, and economic abundance, and 
the ways credit unions can meet them are what we want to talk about tonight. 
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A. MEETING YOUR NEEDS FOR THRIFT THROUGH CREDIT UNIONS 


A credit union is a group of people who must first of all agree to save their 
money together before they have money to lend to anyone. The members pool 
their savings, and from their accumulated funds they make loans to each other 
at low interest. The members receive earnings on their savings in the form of 
dividends which are paid after deducting operating expense and funds set aside 
as legal reserves. 

Credit unions are organized by people belonging to a particular group, such 
as people working for the same employer, people who belong to the same organi- 
zation or union, or people who live in the same community. Above all, credit 
unions are democratically organized; each credit union elects its own officers 
and sets its own policies and rules. 

There are two types of credit unions, those which are chartered by the Federal 
Government, like your own Group Health Federal Credit Union here, and those 
chartered by the various State governments. About one-half of the credit unions 
are of each type. 

The growth of credit unions in the past decade has been very rapid. There 
are now almost 17,000 credit unions with more than 8 million members. To- 
gether, credit union members in this country have saved over $2% billion. 
Unfortunately, too few of the members have done too much of the saving. One 
study indicates that 6.5 percent of the members have saved more than half of 
the money in credit unions. More members must be urged to start putting aside 
a little saving from each cream check or each paycheck which they receive. 

Savings is particularly important today. You have all heard some people 
say we are living in an age of inflation. They expect prices to continue “to rise 
as far as human wisdom can see ahead * * *”’ TI don’t know whether this fore- 
east will come true. I do know that if people would increase their saving by 
a relatively small amount, we could stop inflation dead in its tracks. 

To get people to save regularly is not easy. One recent survey indicates that 
young people have little interest in saving today. And they don’t care par- 
ticularly what rate of interest they have to pay. They are not interested in the 
total cost of their new car or their home appliances—to them the size of the 
monthly payments are the only relevant figures. 

Their aim seems to be a regular, unvarying rhythm of monthly installment 
payments on all major items. In my opinion, credit unions should step up their 
education campaigns to help these young people form the habit of thrift. 


B. MEETING YOUR NEEDS FOR CREDIT THROUGH CREDIT UNIONS 


The credit needs of people which can be met through credit unions have 
changed fundamentally in the century since Friedrich Raiffeisen began experi- 
menting with them in Germany. They have indeed changed completely since 
Edward Filene helped set up the first American credit union law in Massachu- 
setts in 1909. At that time, people with modest incomes were the helpless 
victims of predatory loan sharks. High interest rates and excessive credit 
charges were the order of the day. 

Few commercial banks at that time were so constituted that they could prof- 
itably handle the small short-term loans of the masses of people. Much of this 
has been changed. Laws have closed in on the loan sharks, unfortunately not 
completely, and the banks thrive on small loans at reasonable rates. But the 
need for family credit from credit unions is greater than ever. 

The explosion in American living standards has set a new dimension on con- 
sumer credit. In part, perhaps, the higher living standards are a direct result 
of the expanding volume of consumer debt. In just 5 years, it has risen 75 
percent, and the outlook is for even greater increases. 

Total population is growing so fast you almost lose track of it—170 millions 
today, 221 millions projected for 1975. These are potential customers for food, 
clothing, and housing; potential users of credit; potential members of credit 
unions. These are young people needing money for babies, for cars, for homes. 
‘ Looking ahead to the 1970’s, there will be twice as many houses as now. 
Credit will be needed to buy the things that go into those houses. Or consider 
automobiles—almost 10 million a year will be produced and almost as many 
financed by 1965. 

Credit needs for education will be unprecedented. By 1965, college enrollment 
will be up 60 percent ; by 1970 it will have doubled over present levels. 
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These are some of the reasons we must strengthen our leadership within credit 
unions. The challenges we face ahead are great, and the consumer credit needs 
can be met through credit unions only if there is a commensurate rise in savings. 
The educational program among members encouraging savings must be intensi- 
fied, especially among people who have not developed firm patterns of thrift. 
If this is done successfully, credit unions can meet your expanding needs for 
credit in the decade ahead. 


C. MEETING YOUR NEEDS FOR INSURANCE THROUGH CREDIT UNIONS 


We have already talked about borowers’ protection insurance. Under this 
policy, a credit union insures the lives of its borrowers to the extent of their 
unpaid balances. If a borrower dies, his loan is automatically paid in full, 
relieving his family of all concern on that score. He pays nothing extra for 
this insurance—just the interest on his loan. Under the life savings insurance 
plan, as we have noted, many credit unions also provide free life insurance equal 
to a member’s savings, up to $1,000. These are the standard insurance policies 
that have been developed in connection with credit unions. 

But it seems to me there are other opportunities for a closer marriage between 
credit unions and insurance. For example, I think we can design an automobile 
insurance policy which meets the particular needs of credit union members, 
above all, those who finance their cars with credit union loans. And I think 
it can be done at a lower cost than present policies. 

I can also see some possibility of developing retirement plans for the members 
of credit unions, using their accumulated savings as the basis of annuities to 
provide a guaranteed life income. Perhaps most significant is the contribution 
I feel credit unions can make to the encouragement of group practice pre- 
payment plans, organized to provide comprehensive services by integrated teams 
of physicians, with emphasis on prevention of serious illness. Finally, I look 
forward to the day when every consumer-oriented insurance company will have 
a credit union which includes its policyholders as members, as you have done 
here at Group Health. 





D. MEETING YOUR NEEDS FOR ECONOMIC ABUNDANCE THROUGH CREDIT UNIONS 


The final, and major function of credit unions is to help meet your needs for 
economic abundance. For the first time in recorded history, we in this country 
have learned how to produce an abundance of food and fiber. This knowledge 
can be one of our priceless assets. 

Our unique contribution to western civilization has been the discovery that, 
through the organization of science, industry, and agriculture, we can meet all 
the material needs of mankind abundantly. 

We now have the capacity to eliminate human want from the face of the 
earth. This achievement has enabled people to leave the farms and go into 
industry where they have produced the things that have brought us such a 
high standard of living. Clearly, then, our problem is not that we have learned 
to produce too much, but that we haven’t yet found constructive ways to use 
what we produce. 

No one in this room, it seems to me, needs to be told that our 5 million farmers 
have faced difficult times during the past few years. We know that the farmer 
has been whipsawed between rising costs and falling prices. We know that 
they have been paying higher rates for interest; the Federal Reserve System has 
raised the rates six times since 1955. 

As I see it, and, of course, I can be wrong, we must literally shift our entire 
economy—its procedures, programs, and policies—from those based on scarcities 
to those that are based on plenty. In other words, we need to learn to live with 
plenty—something that no people of any country has ever been required to do. 

Living with plenty means we have to do the opposite of much that we do now. 
Now we plan not to use our resources. That’s what we did when we killed little 
pigs and plowed up cotton and wheat. That’s what we are now doing when we 
use the wornout scarcity devices which are deeply imbedded in the warp and 
woof of our economy. 

To live realistically with plenty takes an opposite course. That course, would 
guide us away from the mortal danger we face of another depression, with its 
scourge of fear, poverty, unemployment, and wasted resources. The course 
would guide us toward plans under which we would use all our resources in- 
telligently, with the goal of satisfying all the real needs and desires of people 
everywhere. 
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The age of abundance is here—a dynamic forward movement is in prospect 
for mankind. We now know that plenty is possible if we can solve the key prob- 
lem—how to develop this abundance on all fronts and distribute the plenty demo- 
cratically so all get its benefits. The knowledge of how to produce abundance 
is in our hands. We have now got to lead in finding how to distribute it. 


1. The monopoly power over money 


The heart of the problem lies in our monetary and banking system. We 
have probably done so little about it because so few people understand the basic 
weaknesses of that system. Jerry Voorhis, ewecutive secretary of the Coopera- 
tive League of the United States, recently asked the right question. He asked, 
“Why have we given to one kind of businessman—our bankers—the very tre- 
mendous power to create money of the entire Nation and lend it at interest to 
everybody else?” 

There is no good answer. In fact, the banks should not have this monopoly 
power over money. Our fundamental law of the land, the United States Con- 
stitution says, “Congress shall coin money and regulate the value thereof.” 
Unfortunately, Congress now has no such power. 

Let me try to explain how the banking authorities have used their powers. 
During the past 2 years, we have been trying to control inflation through credit 
restriction. The Federal Reserve System has three major ways in which they 
ean restrict credit: (1) By raising the interest rates at which banks can bor- 
row to secure added reserves; (2) by selling Government securities in the open 
market, thereby mopping up surplus funds; and (3) by increasing the required 
reserves which banks have to hold behind their deposits. 

Senator Paul Douglas points out that the use of these restrictive credit 
policies have fallen very unevenly on different people. Farmers, home buyers, 
and small-business men have apparently been hit particularly hard, but no one 
knows exactly. In other words, the powerful tools of tight money have been 
used, but those in charge of their use confess they don’t know how different 
people are affected by their use. 

More serious, however, is the fact that the banking people have used these 
tools in ways which have made for discrimination rather than a uniform burden 
on all people. 

For example, during the recession of 1954, they tried to slow down the reces- 
sion that year by reducing bank reserve requirements, thereby making it easier 
for banks to lend money (and to make more money). Since 1955, the Federal 
Reserve has followed the opposite course of tightening money, but they have not 
raised the reserve requirements back even to the original level. 

Senator Douglas observed, “This means that during the recession banks were 
encouraged to expand their loans, which was quite proper, but that in an in- 
flationary period, banks are allowed to charge a higher interest rate on the same 
amount of credit. In other words, the policies pursued have favored banks in 
both periods.” 

In fact, the Federal Reserve, as we indicated, has raised the interest rate 6 
times in the past 18 months. This seems to be a strange way of controlling in- 
flation. Why should the Federal Reserve have chosen direct interest-raising 
manipulation, with its resulting higher costs, as a solution when the same effect 
might have been attained by other means? The rise in interest rates has ob- 
viously favored bankers and lenders. Its effect is slight on giant corporations 
which finance themselves from plowed-back earnings, but it is great upon the 
farmer, the home buyers, and the small-business man. 

When interest rates are high, these small people find it harder to pay their 
debts. The danger is great that our economic prosperity will buckle under the 
weight of our enormous debt. After all, consumer debt is almost six times 
what it was before the war. 

Many of our best economists believe that we can solve this dangerous credit 
problem by raising the amount of reserves banks hold behind the checking 
accounts of depositors. Jf the Federal Reserve required banks to keep $1 of 
real money back on every $3 of deposits, then banks could create and lend only 
3 times the amount of reserves, instead of 5 times as at present. This curb on 
the lending power of banks could quickly end the danger of inflation without 
any dangerous rise of interest rates. 


2. A positive program for credit unions 


Throughout our history, bad management in banking and credit regulations has 
caused most of the business Crises we have experienced. With this in mind, I 
want to make a proposal to you tonight which will help to promote our economic 
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health and growth in the future. J propose that our own credit unions and co- 
operatives develop a program of education, legislation, and direct operation to 
secure a financial system which more effectively meets the credit and investment 
needs of people. 


(a) Regional credit unions.— 

First, we must establish a system of regional credit unions. This would 
provide a base for a broad system of cooperative credit that can integrate our 
credit unions into a national structure of consumer cooperative finance. I know 
of no financial institutions in any country that have grown and prospered for 
any long period where there was not some kind of central banking structure 
created. There must be a means of tying into the national money markets on 
a seale broader than credit unions now enjoy. Rediscount facilities are needed 
for liquidity, and the borrowing powers require substantial expansion. 

Credit unions have suffered too long within the limited framework of purely 
horizontal ties with State leagues and with an educational and promotional organ- 
zation of restricted scope at the national level. Action which prevents the credit 
unions from organizing a central credit agency is one way the enemies of credit 
unions hope to limit their operations and effectiveness. 

A regional credit union should not be limited solely to serving as the link 
between local credit unions and the money market. Most important, it should 
serve as the source of investment funds for cooperative growth and development. 
The failure to establish a regional credit union system is, in my opinion, the prin- 
cipal reason for the slow and uncertain growth of cooperatives in urban areas 
in this country. 

Compare our limited investment powers with those of the Canadian credit 
unions. Some of you may have seen the report last month that the Prince Rupert 
Fishermen’s Credit Union in British Columbia will invest $400,000 in building 
a shopping center. They plan to lease it to a cooperative that the fishermen and 
the townspeople will own jointly. The shopping center cooperative is investing 
an additional $150,000 to equip it properly. This is the kind of investment 
activity which should be carried out by the regional credit unions. 

(b) A credit union checking account system.—As a second step in the pro- 
gram, I should like to propose a credit union checking account system. This 
proposal was first suggested to me by your executive president, Mr. Jacobson. 
It grew out of some correspondence we had had about an idea called “100 per- 
cent Money.” Briefly 100 percent money would require banks to hold a 100- 
percent cash reserve behind their checking accounts. 

Some of our most respected economists say that 100 percent money is the only 
honest system of banking. According to them, it is the only system in which 
banks are not creating new money for their own profit, and in so doing usurping 
the constitutional powers of Congress. It is the only system of banking in which 
the banks are neutral, neither creating money in time of boom and thereby 
adding to inflation, nor contracting the money supply in time of panic and de- 
pression and thereby adding to deflation, bankruptcy,’ and unemployment. 
Finally, they say, it is the only safe system of banking in which depositors can 
really all get their money out of the bank any time they all want it together. 

Many people imagine that the balance they have in their checking account in 
the bank is really money and really in the bank. Actually, this is far from true. 
It is neither money, nor is it in the bank. What, then, is this mysterious check- 
ing account money, “checkbook money,” which we mistakenly call our “money 
in the bank?” It is simply the bank’s promise to furnish money to its depositors 
when asked. Behind the $121 billion of checking deposits today, the banks hold 
only some $5 billion in actual money. The remaining $116 billion are assets 
other than money—assets such as loans, Government bonds, and corporation 
bonds. 

In ordinary times, the $5 billion of money is more than enough to enable the 
banks to furnish any depositor with all the cash he may ask for. But if all the 
depositors should demand cash at one and: the same time, the banks, though they 
might get a certain amount of cash by selling their other assets at fire-sale prices, 
could not get enough to pay off all their depositors, because there is not enough 
cash in the entire country to make up the $121 billions. Professor Paul Samuelson 
of M. I. T. has described the situation in these terms: “* * * modern private 
banking is an uneasy compromise of elements which are unnecessary if the sun 
is shining and insufficient if it is not.” 
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Mr. Jacobson has suggested that a 100-percent reserve checking account system 
could be achieved by some simple legislation enabling credit unions to establish 
such a system. When you stop to think about it, a credit union is like a bank 
with 100-percent reserves. Unlike our banking system, however, it cannot make 
$500 in loans for every $100 it possesses. But to set up such a checking account 
system, all a credit union would need to do would be to maintain a strong safety 
box for storage of its members’ money. The credit unions of a populous area like 
the Twin Cities could have one central point where this money could be stored 
as custodian for all the members of the various credit unions in the area. 

From this point on, it would only be necessary to devise a checking system 
whereby all members could write checks against these custodial deposits. This 
money could never be loaned out, except in the form of short-term and very 
liquid securities so as to earn sufficient income to offset expenses for the check- 
ing services and for storing the money. 

In order to make such a checking service effective and practical, it would be 
necessary to tie it in with the established check clearinghouses. ‘Should this 
be impossible, then the credit unions and similar organizations might set up 
clearinghouses of their own. 

I am inclined to agree with Mr. Jacobson that it will take a long period of 
education and perhaps a major depression to secure legislation providing for 
100 percent money and for congressional control over the power to regulate the 
value of money. Certainly his suggestion for achieving the same results 
through existing cooperative financial institutions like credit unions should be 
earefully explored. 

The architect of American credit unions, Roy Bergengren, once said that the 
credit union of the future will be limited only by its vision. This idea for a 
credit union checking system is one that will test the future leadership within 
the credit-union movement. Their response to such a challenging innovation 
will determine how big a role credit unions will play in helping to build our 
future economic democracy. 


E. SOME GUIDING PRINCIPLES FOR CREDIT UNIONS 


Within our nationwide organization, Mr. Lincoln has challenged our people to 
work, with all the resources at our command, to build a society dedicated to the 
common interest. As a guide to our own action, he has offered eight funda- 
mental principles. I’d like to repeat them to you. I think, if applied, they 
could make credit unions known throughout the world as pioneers of a new 
consumer-centered society. They are: 
1. Service directed and guaranteed to meet basic human needs. 
2. Service planned in cooperation with other democratically motivated 
groups. 
3. Democratic control by representatives of those groups. 
4. Maximum participation by people in the activities of their organiza- 
tions. 
5. Service at the lowest economic cost. 
6. Constant expansion to help achieve an economy of abundance. 
7. Widest ownership of economic activities. 
8. Continuous education on the benefits of abundance and the consumer 
society. 

These principles, you will notice, retain and strengthen all the best elements 
of the American economic system. Most important, they place the welfare of 
people above all other considerations. They stimulate the production of plenty 
and eliminate the pressures for scarcity. And finally, they raise the consumer— 
you and me—to full partnership in our society at a time when we might well 
become the forgotten man. 

I believe also that if these principles were adopted by credit unions, the words 
of Benjamin Franklin’s rebus would come to life for their members: 

“Then shall they purses begin to thrive, the creditors will never insult thee, 
nor want oppress, nor hunger bite, nor naked freeze thee, the whole hemisphere 
will shine brighter and pleasure spring up in every corner of thy heart.” 
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We Have A RESPONSIBILITY 
By H. Vance Austin, managing director, Credit Union National Association 


(Address at the Cooperative League’s 20th Biennial Congress, Chicago, October 
26, 1956) 


This meeting we are attending here has special significance, for it marks the 
40th birthday of the Cooperative League of the United States. A 40th birthday 
for a man is an outstanding milestone, for it marks the recognized period of 
maturity and of greatest productivity in most people. It can be a turning point, 
for at that point, if maturity has not been reached mentally and spiritually, man 
finds himself on the downgrade. However, there are more great achievements 
produced by men in their forties, than in any other age. We are just entering 
that period of time in the Cooperative League, and we enter it with a firm faith 
and confidence that we are on the threshold of greater achievement than we 
have seen in the cooperatives in the past. 

There are people in this country who would undoubtedly ask, “But what is the 
Cooperative League of the United States?” It is good for any organization to 
be asked that, for it gives the people of that organization a chance to review 
in their own minds just what they are—and indirectly to think again of their 
goals and objectives. 

The person who asked the question might go further and surmise, “Is it a 
missionary organization? Is it an organization for public relations of coopera- 
tives? Js it a political organization? Is it a business organization?’ And we 
would have to answer that it embraces all of those descriptions in part—and then 
more, too. 

The Cooperative League is a missionary movement of cooperatives only to the 
extent that it has taken to itself the obligation of furnishing information on the 
formation of cooperatives to those people who might have need for such informa- 
tion. And there are people throughout the country who have not had firsthand 
knowledge and experience in the formation or operation of cooperatives who 
need to have some source from which they can obtain good information in that 
field. To that extent, the Cooperative League is missionary in character. 

Public relations is not a principal objective of ours, but it is an ever-present 
necessity, and the Cooperative League and all cooperatives and all cooperators 
must give some time and attention to public relations. Much of that time and 
attention must be given to answering the unfair attacks that are made on co- 
operatives, and in trying to get correct information as to cooperative aims and 
objectives out to the general public of the United States. 

Is the Cooperative League a political organization? In the true sense of the 
word “political” it most certainly is! The Government of the United States is 
political. Cooperatives must continue to have a keen interest in the govern- 
ments of our local communities, of our States, and of our Nation. Cooperatives 
must continue to stand for the “best” for the “most people.” But our Cooperative 
League and our cooperatives are not a part of “partisan politics.” We do not 
affiliate with any one political party, and actually find that both major political 
parties of this country are friends of cooperatives. Unfortunately for us, we 
find that there are a number of people—leaders in some cases—in both political 
parties who do not understand cooperatives, and who are doing much to make 
life difficult for the cooperatives. We most certainly do need to recognize our 
friends and to defeat our enemies, local or national, when they are up for election 
to public office. 

The Cooperative League is definitely an association of businesses. The busi- 
nesses that belong to the Cooperative League are those having been founded on 
the economic and legal principles that give them the title “cooperatives.” They 
are privately owned corporations. They are, all of them, legitimate businesses 
organized in the same manner as any other type of legitimate business. Law- 
yers have their bar associations. There is a national association of chainstores. 
Cattlemen have a national organization—as do the plumbers and all other groups 
with a common interest. Members of the Cooperative League may handle dif- 
ferent commodities and may offer different services, but they have the common 
bond of being organized as “cooperatives,” and to that extent, the Cooperative 
League is an association of businesses. 

In the name of this organization we have clearly set forth the word “coopera- 
tive.” It is unfortunate for us and for the progress of production and marketing 
in general in this country that some people have tried to put a sneer along with 
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the word “cooperative.” Many organizations are true cooperatives without 
using the word—and some of those organizations would like to avoid close 
identification with their close relatives who go under the general name of 
“co-ops.” 

Actually businesses that meet the legal qualifications of control by people 
rather than dollars and margin distribution on a patronage basis rather than 
profit distribution to investors are legally cooperatives. 

In recent years much of my work has been with rural electric cooperatives— 
the REA-financed cooperatives organized by farmers to bring electric service to 
themselves and their neighbors. J have spent quite a bit of avocation time in 
credit union work. Unfortunately, there are many people active in both those 
types of cooperatives that are reluctant to admit that their organizations are 
cooperatives, and are reluctant to work fully wih other cooperatives. In the 
West we have many mutual ditch companies and reservoir companies—some of 
them worth many millions of dollars, and all of them of vital necessity to the 
farm people they serve. Most of them are true cooperatives, yet there has been 
considerable reluctance on the part of those irrigation cooperative corporations 
to admit their “cooperative” nature. 

And, of course, there are a number of other true cooperatives that are not 
owned by ultimate consumers, but which are true cooperatives in every legal, 
economic and social sense. Among those are the organizations of department 
stores, of grocery stores, of hardware stores, of drugstores, of railroads, of news- 
papers—and many others. Jronically enough, many of the businesses that make 
use of a true cooperative principles, sic, for the benefit of their own business 
contribute heavily to NTEA and other organizations that are attacking co- 
operatives. Of course, if the NTEA attacks should be successful in destroying 
cooperatives, the destruction will include the destruction of the cooperative or- 
ganizations which these businesses have set up for their own use in assisting 
that individual business in control of quality and price at the wholesale and 
production level. 

There is no question but that our enemies have us all labeled with one big 
label—but our enemies also have been very successful in separating us so that 
we might be attacked 1 by 1, or small group by small group. Interestingly 
enough, many of those retail business-owned but not consumer-owned coopera- 
tives are quietly coming to the cooperative leadership now and offering assist- 
ance against the unfair NTKA attacks on our cooperatives, even though they 
are not yet willing to be seen in public together with our openly labeled 
“cooperatives.” 

As I said, cooperatives are corporately and legally alike. I do not envision 
that in the near future the cooperatives known as the Pullman Co. and the 
Associated Press and the Red and White grocers will be working side by side 
with the local oil and gas cooperatives or the local grain marketing cooperatives. 
Certainly however, the local cooperatives that are owned by the same group of 
people—whether city or rural—should be working more closely together than 
they are. Frankly, I feel a deep concern when I find that in a small rural 
community there are several cooperatives not doing business with one another. 
If a number of us here in this room happened to own several corporations, we 
should insist that wherever possible those corporations do business with each 
other. However, our own cooperative people have been frightened by anti- 
cooperative propaganda at times and in some places, to the extent that their own 
local cooperatives deal with each other slightly or not at all. I happen to know of 
rural electric cooperatives that refuse to buy oil and gas from the local oil and 
gas cooperatives that are owned by the selfsame group of farmers. That situa- 
tion could be multiplied and broadened widely, as we all know. 

We need “cooperative leagues” On the local levels that will show us that we 
had better be working together, as well as this National Cooperative League, to 
build more actual cooperation at the business level between co-ops. 

Let me interject right here this statement—that I do not at all believe that all 
of the business of the United States should be done by cooperatives. Cooperatives 
serve as balance wheels. Some day even our big businesses—those that throw 
the most money into NTEA and other anticooperative organizations—must come 
to realize that the real health of the economy of this country—the health of 
their own big businesses—is to a certain extent dependent upon the anti- 
monopoly effect of cooperatives. Monopolies by themselves are self destructive. 
Big businesses with cooperative competition can be successful and can actually 
develop the resources and trade potential of this country. 
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But, for our cooperatives to be the “balance wheel” and to exist in a world that 
is pretty much controlled by the big businesses that are anxiously, though mis- 
takenly, trying to become monopolies, our cooperatives must be wisely run and 
efficiently run—and they—the cooperatives—must work together! 

Whenever the subject of the cooperative “balance wheel” comes to mind, I re- 
call the little story that appeared in the cooperative press some years ago— 
simply a reprint of an ad that was running currently in one of the metropolitan 
dailies. It was an ad for the sale of a country elevator, and after listing all 
the pertinent information about the elevator, the ad had in it these pertinent 
words, “no cooperative grain elevator within 30 miles.” Obviously, those who 
wanted to sell that elevator knew of the balance wheel effect of cooperatives— 
and knew that others who might be prospects would know of the possibility of a 
monopoly profit where there was no cooperative balance wheel right there. 

Our cooperatives are businesses. They are legally incorporated and they ewist 
in every way under the law of the land. Cooperatives do not receive a tar ad- 
vantage—they operate under a set of tax laws that is available to any other 
business that wishes to be organized in such a way that net margins will be 
repaid to patrons as overcharges, rather than being put in the pockets of inves- 
tors who seek profit. 

Cooperatives are businesses with heart and soul and they are businesses 
founded on the giving of good service and the efficient selling of quality com- 
modities and the marketing effectively of items of production—all without profit. 

But let’s come back to this statement, “our cooperatives are businesses.” The 
cooperatives have no place for fanatics, and no place for crackpots. The same 
principles of business management and corporate administration apply to cooper- 
atives as apply to any business. I am speaking here not of the principles that 
lead to bigger profits, but of the principles of efficient quality control and busi- 
ness organization. 

Sometimes we need to go back to our own organizations and look them over 
to be sure that we are operating on principles that are efficient and that lead to 
orderly purchasing of the commodities that our member-consumers consume. 

Sometimes we find boards of directors of cooperatives who do not feel they 
have to pay adequate salaries to get good men. Fortunately, that is a diminish- 
ing group in cooperative control. 

At all times every cooperator has a responsibility of seeing to it that his 
cooperative place of business is neat and clean and above reproach as to fair 
and efficient business operations. 

Speaking of responsibilities of cooperators, one responsibility that has been 
mentioned previously in this talk that has become more and more important to us 
is that of our public relations. Cooperatives have a public relations responsi- 
bility to two different groups of people: (1) to the cooperative’s members, and 
(2) to the general public. 

“Member relations” is a better term for the public relations to our own 
members. However, there is no question but that the leaders of our coopera- 
tives—those who are most interested as members as well as those who are 
professionally employed by the cooperative—do have a responsibility of keeping 
the members of that cooperative fully informed on everything that pertains to 
the cooperative. 

In my law office I once had an intelligent gentleman come into me and tell 
me that he had belonged to a cooperative that was handling grain for some 
years and now he had become so sold on the idea of cooperation that he wanted 
me to incorporate a cooperative for him—one that he alone would own. Obvi- 
ously, some cooperative manager hadn’t lived up to his obligation of getting 
member education across to that man. 

Our own cooperative members need to be informed and reinformed as to the 
true tax status of our cooperatives. 

Our own cooperative members need to be constantly informed on the extent 
of their ownership, and of the extent of their obligation as members to be wise 
in the control of their own business—their cooperative. 

We would be under an obligation to tell the public about cooperatives in any 
event, but the attacks that have been made against cooperatives in recent years, 
led particularly by the NTHA, have made public relations an absolute must for 
us. Most of the public relations problems that face us at the moment are those 
of trying to correct improper impressions left by our enemies—trying to get 
the truth before people who have been misled by untruths and half-truths and 
damned lies. 
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Certainly the taw status of cooperatives needs to be explained and ewplained 
and explained to noncooperative people, for it is the basis of so much of the half- 
truth and untruth attack upon us. 

We must constantly be telling our story to people who are completely un- 
familiar with cooperatives—so that they can understand the actual historical 
fact that the cooperatives in this country are just as American as is applie pie. 

A few moments ago I mentioned the need of our cooperative working together 
wherever possible at the local levels. At local and regional and national levels 
we still have some needs of further cooperation among the cooperatives. J 
know that each of you people would have in mind needs for further working 
together of cooperatives, but I would like to just mention one at the moment— 
that of fuller development of cooperative finances and banking. 

Many of our cooperatives keep sizable reserves, and the total of the reserves 
and the idle money that is kept on hand by our various cooperatives throughout 
the country is enormous. Yet, we do not as a rule put those reserves in institu- 
tions that are own [sic] own—nor are they put in institutions where other cooper- 
atives can make use of that idle capital. Money that is put in our neighborhood 
banks is quite frequently then loaned to a competing enterprise across the street 
which is probably contributing to NTHA. Insurance companies that we do busi- 
ness with as cooperatives are frequently those same companies that have made 
investments in or loaned heavily to businesses in direct competition with our 
cooperatives. Credit unions are often forced by necessity to put great amounts 
of money on deposit with banks that are doing their very best to put the credit 
unions out of business. 

Yet with all of our investing our money in the banks and insurance companies 
and lending agencies, when cooperatives need credit, they find it pretty hard to 
come by. 

Our credit unions have shown all of the United States that just common, ordi- 
nary people are perfectly capable of handling money—in many instances quite 
large sums. Cooperative marketing associations are now handling the bulk of 
some commodities—certainly oranges would loom large in that category. 

Just recently I saw this headline in CCA’s Cooperative Consumer, “TJ'ons or 
Gallons, United States Farmers Get One in Every Five From Co-Ops.’ That 
applied to gallons of gasoline, tons of feed or fertilizer—and according to statis- 
tics, it now applies to one-sixth of the pounds of seed used by farmers in this 
country. Incidentally, those are Government statistics. 

As I said previously, I do not believe that the cooperatives should ever take 
over all the business in any line in this country. However, for the economic wel- 
fare of our country, cooperative leaders need to be constantly alert to fields that 
are becoming monopolized, and there is no question but that the field of finance 
is one that the cooperatives should enter, and now! Cooperators are in the field 
of cooperative finance to a limited ewtent in credit unions, in production credit 
associations, in national farm loan associations and in the banks for coopera- 
tives—but those financial institutions are limited in their scope, and are not 
available for use as day to day depository and loan organizations for cooperatives 
generally. Cooperators have shown by their success in all businesses that there 
is no legitimate business that cannot be operated for the benefit of the consumers. 
It is time that cooperatives moved directly into the world of big banking! 

Our cooperatives are small indeed. The largest of the-cooperatives is a pygmy 
in an economic world of business giants. The number of people who are active 
and interested in the cooperative nonprofit form of business is new indeed com- 
pared to the number who are in the profit form of business. We get discouraged 
when we look at our insignificance and at the problems ahead of us. Yet, when 
we see the size of the work being done by cooperatives across the country as we 
observe this 40th anniversary of the establishment of the Cooperative League, 
we have every reason to take heart. 

The cooperatives of the United States, small as they may be, have been very 
instrumental in keeping the business of the United States from becoming mo- 
nopolized though we could wish for more success than we have had. 

The marketing cooperatives have in many commodities—but not all—made 
it possible for the farmer or producer to get a decent price for his commodity. 
Supply cooperatives have gone far back into production to see to it that the 
consumer who needed to buy oil and gas and other commodities could buy at a 
reasonable figure. Rural electric associations have brought electricity to many, 
many millions of farm people who would not have had it if they had had to wait 
for the profit utilities to bring electricity to them. Oredit unions have made it 
possible for the average small wage earner to get a loan at a reasonable rate— 
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and one quick look at a community without a credit union and the rates charged 
for small loans there makes us realize how enormously important to the people 
of this country have been the credit unions. 

Individually we and our organizations are small. Collectively through the 
Cooperative Leage of the United States, our influence has been greatly out of 
proportion to our number and to our dollar worth. 

Each one of us has a job to do in the sphere in which we move. No one of us 
can be active on every battlefront. Bach one of us must do the job that is be- 
fore us—and do it well. We can be concerned about the whole, but we must 
be more particularly concerned and accept the full responsibility for the small 
area in which we can be effective. 

This story is told of George Washington Carver, the scientists whose work 
made the peanut a major crop in the United States. He made it that, because 
he was able to find many, many products that could be manufactured from the 
lowly goober. In his early days in scientific research, in impatience he one day 
prayed, “Lord, unlock the secrets of the universe to me.” But his research was 
ineffective, and he was completely discouraged. One day in his laboratory, as 
he was munching on some peanuts that were in a bag on his workbench, in a 
moment of frustration he held a peanut in his upstretched hand and prayed, 
“Lord, if you won’t unlock the secrets of the universe to me, will you unlock 
the secrets of this small peanut to me?’ And Mr. Carver relates that the Lord 
replied to him, “Now, George, you’re getting down to a job your size; we'll see 
what we can do about it.” 

All of us who are here at this meeting of the Cooperative League of the 
United States believe in the necessity of further developing cooperatives to keep 
the economy of our country on an even keel. We believe that cooperatives and 
investor-owned businesses working peaceably and competitively, side by side 
can build a greater America. We believe that cooperatives can be a means of 
bringing and keeping peace throughout the world, yet giving all peoples a chance 
at the higher standards of living that can be made awailable through the proper 
development and distribution of the world’s resources. 

If we can apply our efforts to the jobs that are before us, perhaps the Lord 
will say to us too, “Now, that is a job your size; we'll see what we can do 
about it.” 

































WaARBASSE OKAys IDEA OF CENTRALIZED MANAGEMENT 





Co-ops Face Ficut ror LIFE AND MUST BE EFFICIENT, OPINES PRESIDENT 
EMERITUS oF Co-op LEAGUE 











In response to a request by the Builder, Dr. James Peter Warbasse, founder 
and President Emeritus of the Co-op League of United States and author of 
internationally used co-op books, has studied the Dr. Gabler recommendations, 
and comes up with a statement giving wholehearted agreement to the proposal 
that co-ops must centralize administration of local co-ops into the hands of the 
regional, but, to safeguard democracy, must retain control of the grassroots. 

As reported in a previous Builder, the Werner Gabler business consultant firm 
studied an ailing consumer co-op movement on the eastern seaboard, then recom- 
mended that if co-ops are to survive on the United States economic scene, they 
must have regional-local coordination on the administrative (management) 
level. 

Dr. Warbasse’s blessing to the idea is significant, because he is known as a 
passionate defender of grassroots democracy. As veteran Builder readers know, 
Dr. Warbasse has, for instance, looked with a disapproving frown at the growing 
collaboration in England between the Socialist state and the consumer coopera- 
tives. : 

The full text of the Warbasse article follows: 


(By J. P. Warbasse) 


“Bastern Cooperatives, a federation of 200 local cooperatives, with headquar- 
ters in New York, employed a firm of management consultants to survey their 
business and recommended indicated changes. The report that has been made 
advises the following setup: (1) Consumers in the local societies would elect 
their board of directors as before. (2) The local boards would elect repre- 
sentatives to an area board. (3) The several area boards in turn would elect 
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a regional board. The regional board would select the managers of the local 
stores. The local boards would have veto power in accepting such managers. 

“The regionai organizations would supervise and administer area and local 
managers and their business. 

“The local boards, relieved of business responsibility, would devote their 
energies to education, membership, member loyalty, shopping research, recrea- 
tions, store commodities, distribution of surplus savings, etc. 

“In response to the request of the Builder, I am giving my opinion of these 
suggested changes. Throughout my writing will be found the fundamental co- 
operative injunction: Centralized administration in the interest of efficiency ; 
decentralized control in the interest of democracy. The above plan is in com- 
pliance with this injunction.” 


STRUGGLE WITH DEATH 


The cooperative movement in the United States has now reached a point of 
development at which it must not only meet the competition of an efficient profit 
business but its hostility also. The highest degree of efficiency possible must 
now be practiced by the cooperatives if they are to meet the challenge of the 
coming struggle. 

This struggle will be desperate because the naturally healthy but compara- 
tively small cooperative way of business will come in conflict with a form of 
business made violent by the fact that it finds itself in a struggle with death 
itself. The fight for life is the most desperate fight of all. It stops at nothing. 
This expiring domination of a business system represents the demise of the 
most colossal giant society has ever produced. It will not be a pleasant adver- 
sary in its death throes. 

Efficiency can be promoted by the proposed scheme of centralization. A 
regional cooperative with a competent business manager and an efficient central 
business system can be more effective in directing local business than can a 
board of directors such as our local cooperatives now elect. 


NOT QUALIFIED 


Local boards are composed of well-meaning people who generally represent 
the best element in the local society. But in general these board members are 
not of the type best qualified to meet the challenge of modern business compe- 
tition. Uusually they leave the management to the manager and give him 
little real supervision, because he knows more about the business than they do. 

They are apt to be indifferent and find the duties of directorship more or 
less onerous. If the business is going well, they are happy in their official 
positions, but will be found leaving the responsibility to the manager, who is 
the real author of the success, while they enjoy the unction of taking a large part 
of the credit to themselves. 

If the business is not going well, the directors talk about getting a new man- 
ager, they refuse to stand for reelection, or they cry for aspirin. Cooperation 
must get the best supervision and administration of its business possible, both 
at the local and at the central level. 


CONTROL MUST STAY 


Democracy under the above method must be preserved. This is done by the 
tried and proved Rochdale methods of a hundred years of success. Control, 
not administration, must always reside with the local membership. This means 
not only control of the local but of the area and regional organizations. 

Under no circumstances should this local membership control be relinquished. 
If it is lost, cooperation is lost. Control is commonly exercised in voting “yes” 
or “no.” 

Democracy in cooperative business is not a theory or window dressing as in 
our political system. In cooperation democracy is an essential working method. 
The regional is set up by the local societies to serve them. It is their servant. 
The locals must always have the power to make it do what they want, and it 
must never dictate to them. Its job is that of the competent employee, who is 
assigned a definite task, who is not interfered with in his work, and who is 
given the utmost freedom in its execution; but who always is at the mercy 
of the employer. 
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This method of organization should above all else provide for centralized 
accounting and auditing at the regional headquarters. Bach local should daily or 
weekly send to the central regional headquarters a business report. This may 
include inventory, turnover, cash on hand, overhead costs, and such other 
data as modern accounting requires. 

The central accounting office should know more about the fiscal condition 
of the local than the local itself, because of its superior facilities for interpre- 
tation of figures. 

Failure can be made impossible by this method, provided that the coopera- 
tive movement maintains its own banking system. When it becomes the 
eustodian of its own funds, money will be available for the weak places when 
needed. 

This sequence then goes on in the same way to membership of the regionals 
in the national organization, and membership of the national organization in 
the International Cooperative Alliance. This whole subject is discussed in 
the pamphlet by the author on “Nationwide Organization of Consumer Coopera- 
tion in the United States.” It is a subject so important that it should be under- 
stood by all cooperators. 

(Copied from The Cooperative Builder, vol. 28, No. 3; p. 2, February 26, 1948 
issue. ) 


CrEDIT UNIONS ARE SMALL POTATOES? 





OREDIT CO-OPS—-CREDIT UNIONS STEP UP LENDING PACE BUT THEIR FUNDS GROW 
EVEN MORE—UNLIKE MOST LENDERS, THEY PUSH LOANS, TURN DOWN FEW WOULD- 
BE BORROWERS——-A JANITOR WANTS A MERCURY 


(By Ray Vicker, Staff Reporter of the Wall Street Journal) 


In these days of tight money, one group of busy financial) organizations is 
troubled hardly at all. 

These serene organizations are credit unions—voluntary associations of em- 
ployees and other individuals who pool their funds to make loans to members. 

While many banks and savings and loan associations are offering higher 
interest rates to spur a lagging inflow of savings, credit unions are accumulating 
funds faster than they can lend them. 


RATES UNCHANGED 


No need to increase for credit unions 

While banks and savings and loan associations generally are charging bor- 
rowers higher interest ratcs, credit union rates are unchanged. 

And while most lenders over the past 2 years have raised credit standards, 
credit unions still will seldom turn down a member's loan request. 

The Nation’s 17,500 credit unions in 1956 increased their loans to their 9 million 
members by $868 million—to a total of over $2 billion. That’s an increase of 
22 percent, compared with a rise of only 9 percent in installment debt of all types 
during 1956. 


1,500 new credit unions 

But members last year were adding even more to their credit union accounts. 
These accounts in 1956 rose $453 million to a total of $2.9 billion, the Federal 
Home Loan Bank Board estimates. The swift growth of members’ accounts is 
explained partly by the growth in the number of associations. In the past year 
alone, some 1,500 new credit unions were formed. 

Far from tightening up, many credit unions are pushing loans. “If mem- 
bers have an account and need money, we try to talk them out of withdrawing 
their savings, and persuade them to get a loan instead,’’ says chunky, square- 
jawed Jerome F. Peters, secretary of the American-United Cab Association Credit 
Union, whose members are Chicago cabdrivers. 


A GROWING RELUCTANCE 


Complicating the loan-boosting efforts of some credit unions is a growing re- 
luctance of members to borrow. “Our members have tightened up a little on 
their own,” says Mrs. Muriel Rasmusen, treasurer of the Elgin National Watch 
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Employees Credit Union of Elgin, Ill. “Repayments have been greater than 
disbursements on loans during the past year or sv.” 

“There has been mounting conservatism through the past 12 months, resulting 
in more hesitation before requesting a loan, and higher rates of saving,” says 
Harold W. Waterman, assistant treasurer of the Neiman-Marcus Federal Credit 


Union of Dallas. 


Credit union managers say the growing conservatism of members in some in- 
dustries may be attributed to reductions of overtime and layoffs. Other mem- 
bers, the managers say, already are so loaded with debt that they’re trying to 
avoid taking on more. 

This conservatism, when combined with the flow of funds from new members 
and into new credit unions, is more than enough to offset the rush of loan requests 
from members turned down by other financial institutions which have tightened 
credit standards. 


CREDIT COMMITTEE MEETS 


Members borrow from credit unions for a multitude of purposes. Consider 
these requests that came before a recent meeting of the credit committee of 
Chicago’s American-United Cab Association Credit Union: 

A $300 loan to settle a hospital bill for a new baby; a $1,000 loan to consoli- 
date other debts; a third for $1,000 to help finance the purchase of a 1956 Ply- 
mouth cab; @ fourth for $2,000 to finance purchase of a 1954 Oldsmobile con- 
vertible ; and 2 loan applications by 1 individual—one for $200 to settle an income 
tax claim and the second for $700 to clear the mortgage heid on a cab by a@ finance 
company. 

All loan requests were approved without question. 

Much of the borrowing is to pay off other loans carrying higher rates of in- 
terest than credit unions charge. Most credit unions set a rate of about 1 percent 
per month on the unpaid balance, about what most banks charge and less than 
half the rate of most small loan companies. 

“Consolidation of outstanding bills is the most popular type of plan,” says 
Jack L. Kent, educational director of the East Bay Postal Credit Union, Oakland, 
Calif. “This will include paying off furniture, used automobile, medical, and 
other pressing bills.” 

BIG LOANS AVAILABLE 


Not only can a credit union member obtain a loan easily but amounts availabie 
are enough to satisfy almost any workingman’s demand. 


10 percent limit for single loan 


“Our maximum loan is 10 percent of Gur capitalization. The maximum loan 
we could make this month is $41,316.45,” says Mr. Waterman of the Neiman- 
Marcus Federal Credit Union, 


Credit union loans $30,000 to a member 

C. F. Poole, manager-treasurer of the Sterling Community Federal Credit 
Union, Sterling, Colo., reports making a loan of $30,000. Says he: “We do not 
anticipate making any more of that size. We do have quite a number from 
$8,000 to $12,000.” 

“My difficulty as treasurer is to keep our funds working, as our shares—sav- 
ings—have a tendency to increase more rapidly than our loans,’ says Edward 
P. Jones, secretary-treasurer of the California State Employees’ Credit Union 
No. 2, San Francisco, Calif. ‘We have never turned away a member with a 
good record.” 





1728 GENERAL REVENUE REVISION 


TaBle VII.—Estimated growth of Federal credit union insurance reserve in 
relation to shares and other obligations 


{In millions] 


Ratio of 
Shares and Losses Insurance | Interest Total reserve 
Year; June 30— other and reserve on insurance | to shares 
obligations increase reserve reserve and other 
obligations 
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Assumptions: (1) Shares increase 20 percent annually 1954 through 1978. (2) Losses and expenses charge- 
able to the insurance fund will total 25 percent of fees collected in the year concerned. (3) 75 percent of 
annual fees will be added to the reserve—insurance reserve—each year. (4) The reserve will earn interest 
at the rate of 2 percent per year. (5) These estimates do not include State-chartered credit unions. (6) 
Insurance fee is calculated at % of 1 percent on shares and other obligations. 


Source: A study in the scope of savings held in Federal Credit Unions, loss experience to members, alter- 
natives for dealing with such losses, effect share insurance would have on dividends to members and on the 
general development of Federal Credit Unions, and other aspects of the subject. 

Prepared by Bureau of Federal Credit Unions, Social Security Administration Department of Health, 
Education, and Welfare, October 1953. 


Increase in deposits or assets of savings and loan associations, 1945-55 and 
estimate for 1956 


[Dollars in millions] 
ASSETS 


Total ! Savings Total! | Savings 
capital ? 


1 Percent of increase, 386.1. 
? Percent of increase, 393.3. 
» Preliminary. 


Source: February 1957 issue of the Federal Reserve Bulletin, p. 177. 
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Increase in deposits of mutual savings banks, 1945-55 and estimate for 1956 


[Dollars in millions} 
| 

Year Deposits 1 | 
1PM less tp cba co en ckeencee uae $15, 385 | 1952—Dec. 31 
OUP, Sh. Zo 0b i Ld 17,763 | 1953—Dec. 31 
OGD ORO, Bib sind. icdcnidsnnate~ocbh ode 18, 405 | 1954—Dec. 31 
I oe nn eu tutinknn teins stheeae 19, 293 | 1955—Dec. 31 
IGDMEE, BO ass cca kc dade leop denn céacat 20,031 | 1956—Dec. 26 » 
1961—-Dee, Bless. ce he Beck 20, 915 





1 Percent of increase, 95.2. 
» Preliminary. 


Source: February 1957 issue of the Federal Reserve Bulletin, p. 167. 


Increase in deposits or assets of commercial banks, 1945-55 and estimate for 
1956 


[Dollars in millions] 


Year All de- | Time de- Year All de- | Time de- 
posits ! posits ? posits! | posits? 
1045—Dec. 31............-..-- $150, 227 $30, 241 | 1958—Dec. 31._...........-.-. $176, 702 $43, 997 
OE: Ble equa ncrnasé on 144, 103 35, 360 | 1954—Dec. 31................. 184, 757 47, 209 
1960—Dec, 30.....-.......-..-- 155, 265 36, 503 | 1955—Dec. 31. ..-...-.....--.- 192, 254 48, 715 
1951—Dee. 31................- 164, 840 38, 137 | 1956—Dec. 26 ?............-... 192, 060 50, 590 
oo | eee 172, 931 41,012 


1 Percent of increase, 27.8, 
3 Percent of increase, 67.3. 
» Preliminary. 


Source: February 1957 issue of the Federal Reserve Bulletin, p. 167. 


Growth of credit unions from the end of 1945 through 1956 


{Dollars in millions] 








Number Loans Number Loans 
Year; end of— | of credit | Assets¥ out- Year; end of— of credit | Assets out- 
unions | (BFW) | standing unions | (BFW) | standing 
(BFCU) | ¥ (USSA) (BFCU) (USS A) 
Oe wi senankenaiae 8, 680 $435 | | SABO -5- GOED, chit cesine wee 11, 279 $1, 198 $747 
ei ctpuééudaceudes 8,764 | | 495 SET Mities cabsetadescs 12, 287 1, 516 985 
WOT Gbkaaddeunuee 9, 000 591 St Me SO so. ct kei 13, 674 1, 895 1, 308 
ee 9, 331 701 SE WE ntcoiwinkwaements 15, 041 2, 270 1, 559 
Wh attnantiindininihitied 9, 922 827 | a Acie dadtindinacahencnen 16, 179 2, 744 1, 936 
Wb se SEs 10, 586 1, 005 680 | 1956 (estimate) -.._- 17, 350 3, 250 2, 350 


Percent of growth in assets: 647.13 percent. 
Percent of growth in loans: 1,765.08 percent. 
Data are for United States, Alaska, Hawaii, Panama Canal Zone, Puerto Rico, and Virgin Islands. 


Sources: BFOU: Bureau of Federal Credit Unions; USSA: United States Statistical Abstract. 
{Telephone Service Forum, September 1953] 
THB CREDIT UNION 


In 1938 a charter was granted by the State of Ohio to organize your company’s 
credit union to promote thrifty habits and to afford a safe, sane borrowing in- 
stitution when needed: 

The credit union then operated only in the Lima area until this year, at which 
time we felt it is wise to extend it to a statewide operation to afford every 
employee an equal right to save either by payroll deduction or cash deposit, 
whichever was most convenient, and to allow those with good credit to borrow 
money when needed. 

The overhead of your credit union ts paid for by your company, which means 
that all of the money on deposit is free to earn money for you and that your 
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interest rate when you borrow is lower because we don’t have the high overhead 
to pay. It is 1 percent per month on the unpaid balance. 

Any employee, honest and with a good reputation, is eligible for membership. 
You may become a member by depositing $5 plus 25 cents entry fee and you will 
remain a member as long as your share balance remains at the $5 minimum. 

Your gain as a member is, first of all, a painless method of saving. You may 
have deducted from your check any amount, however small you desire, and 
credited to your account. You may borrow, in some cases, merely by signing 
your name. After you have been an employee of the company for 6 months, 
you may borrow $50 on your signature. At the end of only 1 year, you may 
borrow $100, and after 3 years you may borrow, merely by signing your name, 


If you require more than $300, collateral must be furnished. You may take 
as long 2 years to repay any loan. This is always in effect for those who have 
good credit ratings. 

An annual dividend is paid according to the amount of profit that the credit 
union has earned. In 1948 and 1949, the dividend was 6 percent interest, and it 
has not been less than 444 percent in the last 8 years. Your money currently 
is earning in the banks a maximum of perhaps 2 percent. Your maximum de- 
posit at the present time is limited to $2,000, and any portion thereof may be 
withdrawn at any time. The bylaws provide for a 90-day notice in writing for 
intent to withdraw, but this requirement has never been exercised. 

Your credit union is operated by a board of directors elected annually by 
the members. Your money is protected by the integrity of your company and 
by your board of directors. Rigid State laws govern your credit union opera- 
tion. There is a guaranty fund and a reserve fund as contingency against any 
loss. A $10,000 surety bond covers all those who handle money, plus an addi- 
tional bond on the treasurer. 

Money on deposit is used on loans to other employees who meet the proper 
credit requirements. There are at the present time approximately 200 members 
and the total assets are about $35,000. 

You may arrange for a loan by contacting your local manager, who will 
proceed to work with the board of directors in furnishing your required loan 
at the time you may want it. There are at the present time approximately 80 
borrowers on your credit union books who have been loaned a total of about 
$25,000. 

The credit union has increased its membership by 40 members since we have 
extended the scope of operation. Your credit union is in operation to help you 
save or borrow. If you want to be ready for Christmas, start saving now. If it 
is to your advantage to put in the winter’s coal now, it stands ready to help 
you if you are an employee of the Telephone Service Company of Ohio group 
and have good credit. 

Use your credit union to your best advantage. 





REBUTTAL OF THE CREDIT UNION NATIONAL ASSOCIATION, INC., TESTIMONY BEFORE 
THE House Ways AND MEANS COMMITTEE 


We heartily agree with the aims and purposes outlining the definition of the 
credit union. It states: “The purpose of promoting thrift among its members 
and creating a source of credit for provident or productive purposes.” 

Prof. John T. Croteau, in his book The Federal Credit Union—Policies and 
Practices, states: “6.5 percent of the credit-union members provide over 51 per- 
cent of the capital funds.” This well illustrates that the credit unions have not 
been successful in promoting thrift, but have tended to make the great bulk of 
the members borrowers, rather than savers. 

Further, the facts prove that the credit unions, under the present CUNA leader- 
ship, are no longer following the definition to create “ * * * a source of credit 
for provident or productive purposes.” (See exhibit A.) 

Statements of Murray Lincoln and Dr. Robert A. Rennie, of Nationwide 
Insurance Co., and H. Vance Austin, managing director of CUNA, make it clear 
that CUNA policy is for credit unions to forge ahead in the field of big banking. 
CUNA’s bill, submitted to Congress in 1955 to create a credit-union co-op banking 
system similar to the Federal Reserve System, shows how far afield CUNA has 
gone, and intends to go, from the original intent and purpose. 

Real-estate loans, loans for taverns, roller-skating rinks, loans to co-ops to 
buy out private enterprise, thus removing those businesses from the tax rolls, 
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are not consistent with the encouragement of thrift and helping out persons who 
are unable to secure financial assistance elsewhere. Since CUNA leadership 
readily admits that their objectives are more and more aimed to compete for 
savings and loans that normally would flow to taxpaying banking and other 
financial institutions. Therefore, they should be subject to the same rules and 
laws that govern these other financial institutions. The CUNA testimony readily 
admits that credit unions are able to operate on a 1-percent-per-month basis 
because of: (1) Exemption from Federal and State income tax: (2) management 
by unpaid volunteer directors and committeemen; (3) close bond of membership. 

They fail to mention that in most cases the private-enterprise employers, in 
10,000 of the 18,500 credit unions, provide free light, heat, rent, clerical help, 
and payroll deductions. (See exhibit B.) 

In addition, paragraph 1771 of the Federal Credit Union Act, as amended to 
April 1, 1954, provides additional subsidization by making it mandatory that 
the Federal Government allot “ * * * space in Federal buildings in the com- 
munity or district in which said credit union or Federal credit union does 
business, such officer or agency may in his or its discretion allot space to such 
credit union if space is available without charge for rent or services.” 

Further, this has, in many cases, been extended to State and local branches of 
government. 

Banks and other financial institutions could, beyond question, provide these 
services cheaper than credit unions if they were able to get these subsidies and 
exemption from the Federal income tax on their profits. 

CUNA testimony cites the Russell Sage Foundation studies and shows how 
much it costs to provide loans on a private enterprise basis, which led to the 
passage of uniform small loan laws in most of the 48 States. These studies 
reveal that by “restricting such agencies to a maximum rate of 2 percent a month 
resulted in either bankruptcies or defiance of the law unless additional fees were 
permitted.” 

It is obvious that the co-op credit unions’ tax exemption, plus subsidies of free 
rent, light, clerical help, and payroll deductions, makes possible not only their 
existence in these times of inflation, but their tremendous growth at the expense 
of the taxpayers. (See exhibit C.) 


January 30, 1958. 
Hon. Wiieur D. Mrts, 
Chairman, House Ways and Means Committee, 
New House Office Building, Washington, D. C. 

My Dear CoNGRESSMAN: Since time did not permit my giving you pertinent 
facts to back up my testimony, I beg indulgence of the committee to provide each 
member with additional data and an expansion of my statement. Credit unions 
(an imported European idea) were established in America to provide a helping 
hand to those in need of borrowing to meet an emergency situation and to 
encourage thrift. 

Unfortunately, CUNA (the Credit Union National Association) in Madison, 
Wis., is now under leaders that are primarily interested in converting credit 
unions to businesses competing with private enterprise. They have forgotten 
that the basic tenet was to encourage thrift and help out folks who were unable 
to secure financial assistance from banks and other financial institutions. 

Businessmen everywhere are concerned with the fantastic growth and threat 
tax exempt co-op organizations represent to private enterprise. Some of the 
more zealous and indiscrete tax-exempt co-op leaders are constantly airing their 
plan to take over America’s private taxpaying financial, manufacturing and dis- 
tribution organizations. (See underlined quotes in Rennie speech—Vance Aus- 
tin, CUNA, speech—Murray Lincoln and J. P. Warbasse—attached). 


STRUGGLE WITH DEATH 


To illustrate, here’s a quote from J. P. Warbasse, first president of the Co-op 
League of America: 

“The cooperative movement in the United States has now reached a point of 
development at which it must not only meet the competition of an efficient profit 
business, but its hostility also. The highest degree of efficiency possible must 
now be practiced by the cooperatives if they are to meet the challenge of the 
coming struggle. 


20675—58—pt. 2-29 
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“This struggle will be desperate because the naturally healthy but comparative- 
ly small cooperative way of business will come in conflict with a form of business 
made violent by the fact that it finds itself in a struggle with death itself. The 
fight for life is the most desperate fight of all. It stops at nothing. This expiring 
domination of a business system represents the demise of the most colossal giant 
society has ever produced. It will not bea pleasant adversary in its death throes, 

“Hfficiency can be promoted by the proposed scheme of centralization. A re- 
gional cooperative with a competent business manager and an eflicient central 
business system can be more effective in directing local business than can a board 
of directors such as our local cooperatives now elect,” 

The attached copy of the credit eo-op article, which appeared in the Wall 
Street Journal, well proves the fact that many present-day credit unions have 
already moved directly into the field of commercial banking; for example, a 
Union & Carbide Credit Union in Texas made a loan for a $30,000 air-conditioned 
ehinchilla ranch. The Ford Motor Co. Credit Union made loans up to $50,000 
for roller skating rinks and taverns. Mr. Vance Austin, Credit Union National 
Association managing director, while serving as secretary-manager of the Ster- 
ling Community Credit Union, made loans up to $30,000 and they now have quite a 
number from $8,000 to $12,000. It is obvious that such loans are not being 
made to encourage thrift or to help members out of an emergency situation. 

Credit unions or people’s banks in most European countries have been per- 
mitted to establish a central banking system through which transactions with 
other credit unions may be cleared. In general, they have been subjected to com- 
plete government supervision and control. Their activities long ago departed 
from that of making purely personal loans to their memberships. Their funds 
are used to finance other cooperative activities. There are evidences that the 
credit-union movement in the United States hopes to emanate their European 
forebears. In his book, the Decline and Rise of the Consumer, Horace M. Kallen, 
a cooperative philosopher, puts it this way: 

“There is no intrinsic reason why the credit union, especially when organized 
on a national scale, with the character and resources of the multitudes of citizens 
guaranteeing each and all, should not exercise, within the cooperative movement, 
all the legitimate functions of commercial banks, and enjoy the same privileges. 
No uninvidious argument has yet been advanced why the loans made by credit 
unions should be limited to their available cash, while the business of commer- 
cial banks is conducted on a cash reserve averaging about 10 percent of its total. 
No legitimate reason has been given for the handicap allowed to commercial 
banks over credit unions through the checking privilege.” 

The position taken by Mr. Kallen was voiced again by a Dr. Robert A. Rennie, 
vice president of the Nationwide Insurance Co., a mutual, in a speech delivered 
March 8, 1957, to members of the Group Health Federal Credit Union, Minneap- 
olis, in which he said: 

“First, we must establish a system of regional credit unions. This would 
provide a base for a broad system of cooperative credit that can integrate our 
credit unions into a national structure of consumer cooperative finance. I know 
of no financial institutions in any country that have grown and prospered for 
any long period where there was not some kind of central banking structure 
created. There must be a means of tying into the national money markets on a 
seale broader than credit unions now enjoy. Rediscount facilities are needed for 
liquidity, and the borrowing powers require substantial expansion. 

“* * * A regional credit union should not be limited solely to serving as the 
link between local credit unions and the money market, Most important, it 
should serve as the source of investment funds for cooperative growth and 
development. The failure to establish a regional credit-union system is, in my 
opinion, the principal reason for the slow and uncertain growth of cooperatives 
in urban areas in this country.” 

He also compared the limited investment powers of credit unions in the 
United States with those of Canada, pointing out that last year the Prince 
Rupert Fishermen’s Credit Union in British Columbia committed itself to invest 
$400,000 in building a shopping center; the shopping center to be leased to a 
local consumer cooperative. He went on to criticize our present banking system, 
making a plea for 100 percent reserves for checking accounts. He continued: 

“The credit unions of a populous area like the Twin Cities could have one cen- 
tral point wheer this money could be stored as custodian for all the members of 
the various credit unions in the area. 

“From this point on, it would only he necessary to devise a checking system 
whereby all members could write checks against these custodial deposits. This 
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money could never be loaned out, except in the form of short-term and very 
liquid securities so as to earn sufficient income to offset expenses for the check- 
ing services and for storing the money. 

“In order to make such a checking service effective and practical, it would 
be necessary to tie it in with the established cheek clearinghouses. Should 
this be impossible, then the credit unions and similar organizations might set 
up clearinghouses of their own.” 

In 1955, a bill was introduced in Congress amending the Federal Credit 
Union Act to specifically authorize the organization of Federal central credit 
unions and to permit Federal credit unions to invest in the shares of and become 
members of central credit unions organized under the act. The bill provided 
for 12 regional credit-union banks throughout the country with initial minimum 
capital of $250,000 each—comparable to the Federal Reserve or Home Loan 
Bank systems. Although the bill was referred to the Senate Banking and Our 
rency Committee, it did not receive official consideration, but it is the forerunner 
of legislation that will be sought in the future. The bill originated with the 
Credit Union National Association. 

Attached is a projection by the Bureau of Federal Credit Unions of the 
United States Department of Health, Education, and Welfare, relative to the 
growth of a Federal credit union insurance reserve patterned after that of 
the Federal Deposit Insurance Corporation and the Federal Savings and Loan 
Insurance Corporation. This projection shows that the Federal Bureau antici- 
pates that the share accounts of Federal credit unions will reach $67 billion 
by 1978. (See attached Social Security Administration Department of Health, 
Education, and Welfare report prepared by the Bureau of Federal Credit 
Unions.) State-chartered credit unions have been growing at least as rapidly as 
the federally chartered credit unions—if not more so. Assuming that they 
maintain the rate of growth that they have had to date, the Federal- and State- 
chartered credit unions combined could be expected to reach $135 billion by 
1978. This is approximately 40 times greater than the present size, and about 
3% times greater than the total of consumer credit outstandings currently held 
by all financial institutions. 

Attached is a report taken from figures supplied by the Bureau of Federal 
Credit Unions and the United States Statistical Abstract, comparing the growth 
of tax-exempt savings and loans, mutual savings banks, credit unions, compared 
with the taxpaying banks of our Nation. 

The savings and loan associations have increased 386.1 percent from 1945 
through 1956. Mutual savings banks have increased 95.2 percent, and credit 
unions 647.13 percent during the same period of time, compared with the tax- 
paying banks of our Nation, increasing only 27.3 percent. 

With the grandiose plans, plus the actual progress made by the credit unions, 
how long can banks and other financial institutions that pay taxes and have 
no subsidies compete against tax-exempt subsidized credit-union competition? 
Is it too much risk to ask that Congress tax equally savings and loans, mutual 
savings banks, credit unions, and other co-ops on the same basis as the banks 
and other private enterprise? Co-ops have gone through World War I, World 
War II, the Korean war, and have not contributed their fair share to the de- 
fense of our Nation. With $2 billion or more needed in the defense budget 
now being considered by the Congress, one would think that these “free riders” 
would step forward to show their willingness to shoulder a part of this ever- 
growing burden. 

I would appreciate these remarks being placed in the records. 

Yours most respectfully, 
ALAN K. DOLLIVER. 


The CHarrman. We thank you, Mr. Dolliver, for your appear- 
ance and the information given the committee. 

(The following letter and enclosures were received from Congress- 
man Lennon of North Carolina:) 


CONGRESS OF THE UNITED STATES, 
HOovseE OF REPRESENTATIVES, 
Washington, D. C., February 14, 1958. 
Hon. Wiizvr D. MIL3s, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. CHAIRMAN: I enclose a letter I received from Mr. R. H. Young- 
blood, president, Wilmington A. C. L. Employees, Federal Credit Union, 108 
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Red Cross Street, Wilmington, N. C., relative to H. R. 502, which is pending in 
your committee. 

Mr. Youngblood’s letter with attached financial and statistical report for 1957 
is a good statement relative to H. R. 502 and I felt that you and your commit- 
tee would appreciate having his expressions on the provisions of the bill and also 
include same in the records of your hearings on General Revenue Revision. 

With my very best wishes and kindest regards, I am 

Sincerely yours, 
ALTON LENNON. 


Wiemineton A. C. L. EMPLOYEES, 
FEDERAL CreEpIT UNION, 
Wilmington, N. 0., February 7, 1958. 
Hon. Auton A. LENNON, ? 
Congressman, Seventh Congressional District, 
Wilmington, N. C. 

Deak Aton: I understand committee members, in the next few weeks, will 
hear, almost daily, testimony that credit unions no longer deserve a tax exemp- 
tion. It will be appreciated by me, as well as the members of the A. C. L. Fed- 
eral Credit Union, if you would contact members of the Ways and Means Com- 
mittee and register your opposition to the Mason bill (H. R. 502) and any other 
proposal which would alter the tax-exempt status of our credit union. 

I know you are aware of the fact that credit unions have always been tax 
exempt because: 

1. Credit unions are nonprofit associations. 

2. They serve only their members. 

8. Officers, directors and committee members serve without pay. 

4, By law, the maximum interest rate is 1 percent per month on the unpaid 
balance. 

5. Earnings are returned to members in the form of taxable dividends. 

6. More and more, members are receiving interest refunds. 

I attach hereto a copy of our financial and statistical report for the year 1957. 

Sincerely, 
R. H. Youncrioop, President. 


FINANCIAL AND STATISTICAL REPoRT FoR Pertop ENvEp Dec. 31, 1957, Wi_LMINGTON 
A. C. L. EMPLOYEES’ FEDERAL CreEpit UNION, WILMINGTON, N.C, 


Balance sheet 





End this Last year 








year 

Assets: 
ted, etic eh ieiberd binmade= dutirlonsttapinseet $453, 753. 04 $466, 336. 77 
Cash in bank... 59, 697. 10 72, 184. 12 
Change fund ......-.. 4,000. 00 4, 000. 00 
IR NE ONIN O. obd:., Inle Senbocakddpntucdae ceabbcddcsberestésaiee- er 45, 000. 00 
ON Rs kL ramenieniesandabelah 540, 000. 00 350, 000. 00 
ERE RSET SLES A BOA Ee AS 1, 600.00 |....--- x 
Furniture, fixtures and equipment-.-_.. wbtiinid Bd We. cbatdhsenbieeaed 4 + = 5, 332. 77 


TPE MI fod. Ai cedbacecuccteconsuddend pes bb bite ekwwtbidebids ost 
IIR, tn Sh oD eee snldeh ndcbtmabieetnioke~puse tdbbis | 12, 910. 40 13, 839. 97 











RS BR pl Sh co Ae sere se 1, 076, 225. 12 956, 643. 63 
Liabilities: 

ID Re en RE. enenontegagabdoos bt | 2. 46 izs..--Schs..- 
a ne go tL empdaapeskonnetencen 503.17 528. 60 
Social-security taxes payable.-.............--.-...-.-.+-.--.----.-------- 85. 74 101. 20 
Rel a ads nk nig tb ssh ibn cobinsebide she suiidoctédaudee 961,272 42 848, 305. 59 
ere 2) a eel Tk. co cbicdobdsbabdhiteescetenh 60, 721. 61 53, 619. 39 
Nn Dentne erin aireah aval mneielelrbcodidas 53, 639. 73 54, 088. 85 








Rita Oat dad poe capa BOD sn Sobn scope tin idtenewenielh <petd 1, 076, 225. 12 956, 643. 63 
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Statement of income and expenses 


This year Last year 








Income: 

TOM BOGS iE Oe baunion duds dktsdcbabab duvet cdddedoutubadelea dau $43, 804. 51 $55, 142. 16 
Ineome from investments... 17, 870. 76 8, 789. 59 
COGRIaF Aeete CGIGIN) oid bk co cer dow en ccnpecnngeseee 100. 00 1 568. 47 

I onic tiiiitintdn cetliieicnistnndinieidsaaieelintitee aii 61, 875. 27 63, 363. 28 

Expenses: 

Drewes Fe sd. a oe IE. ok IES 5, 670.00 5, 562. 00 
UE GI tos cn coccetettcccbasnteotnnnsedsaccatearametnersatomte 9, 897. 53 10, 010. 06 
Surety. bond premium... dacs... hsp a TE A ns 621. 70 672. 65 
REE. WHE oc canedcncocaacchetcnthcagdarensstasbannteemeuenyaniaaen 628. 02 670. 75 
Supervision fee_._-_.-. ED kh ahd th edi aecdimet chinks coach te cael oh nn escisinth shen Spumtbanandeeisiatasulaibe 264. 00 227. 25 
DOROGES OE CEI, a cinch woreneeedeb etn ~bseterataieeadel 360. 61 517. 46 
Cost of space occupied....-...............-.-.. apdbtadedeateaagbeocedccen 1, 069. 05 812. 07 
Wenentwnalonnante ssc... cisink 5 ds es J. sdb Lb LREE ALS Sp I SE sk oh 525. 00 530. 89 
CRI SO ars oo can Cll aia nding inal damit eat cena liana 704. 25 676. 95 
Depreciation of furniture, fixtures and equipment. -..........-.....--..- 1,071.19 1,071. 19 
ON BN a ars, iin atresia «dit onghe, boctetiaiintiadihe seal, 302. 36 270. 65 
ERG Tras Shon ecckhebledcccalinspocebectobteleteckhaiecksssees 193. 78 157. 29 
Oomnamnri cations ois ds < Geic. p atid dnd abe onisinddl sei. ARE eww 135. 36 135. 36 
ll RI hay TEE aR IL ER he, BEA TN 29. 87 35. 90 
Miscellaneous general expense. .........-....--.-.--.---------2----- eee 622. 62 221.79 

WOON WE UN SoS ch een ant Up esicapbapecthpacdarehesaedebhocspaaeses 22, 095. 34 21, 572. 26 

SVOG NUE Sch. ab colharcetasee Sa ane ce toa a ee lee aed 39, 779. 93 41, 791. 02 








Statistical information Number Amount 












Number of accounts at end of period... -. 2.222. 
Number of potential members_.............-- 
Loans made year to date. _-....-.............-... 

Loans made since organization _..............-.----.2--2-- eee e-e- 
Loans charged off since organization. 








i a ss — lll aaEaeaEeaeeeEeEaES=S==q—~—~_—~—_———E=E=EeEeEEeEEeEE=E=EEESLSLS—— TW 








| 
Number Amount delinquent 
Delinquent loans ee Se eee eae 
1957 1956 1957 1956 
eniaiiecinnn sdeeesemeestsill daestteeaeseeensiesslf tsssatheintniiiidistnsssialesitie( ia ania 
BUS PPE . s conbrasnattecaceuhsthendecelag inenoteesuudnancmnan 37 38 | $4,803.93 | $4, 637. 82 
Qvew 6 wren tr. 6 ss kh a sk IO eas 54 43 | 27,991. §1 | 20,974.80 
TW oR US OR ul Selo ih 91 81 | 382,795.74 | 25, 612. 62 
1 Loss, 


Certified correct. 
K. N. Davis, Treasurer. 


Witmineton A. C, L. EMPLOYEES F'EDERAU CREDIT UNION, 
Wilmington, N. C., January 15, 1958. 

Deak Mempber: This will remind you that we have reached the close of an- 
other year in the life of our organization. During the year our assets have 
grown from $956,643.63 to $1,076,225.12. 

Our 22d annual meeting will be held in the office of the credit union, 108 Red 
Cross Street on Thursday evening, January 23, 1958, at 5:10 o’clock. Reports 
from the various committees will be presented at this time. Recommendation for 
the election of 7 directors, 3 members of the credit committee, and 2 members 
of the supervisory committee will be brought in by the nominating committee. 

The percentage of dividends to be paid, based on earnings for the year, will 
be set at this meeting. 

Action will be taken on these and any other matters that may properly come 
before the meeting. 

The membership is respectfully requested to present their passbooks for 
dividends between January 28 and 25, 1958, if at all possible. 
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This is your meeting and your support is earnestly requested. So, plan now to 
attend and bring along your ideas and suggestions to increase the efficiency and 
usefulness of the credit union. 

Remember, annual membership meeting * * * January 23, at 5:10 p. m., office 
of credit union, 108 Red Cross Street, Wilmington, N. C. 

Cordially yours, 
J. L. Sreo, Clerk. 


The next witness is Mr. Ralph L. Zaun. 


STATEMENT OF RALPH L. ZAUN, VICE PRESIDENT, GRAFTON 
STATE BANK, GRAFTON, WIS. 


Mr. Zaun. Mr. Chairman and gentlemen of the committee, my name 
is Ralph L. Zaun. I am vice president, Grafton State Bank, Grafton, 
Wis., and chairman of the research committee of the Wisconsin Bank- 
ers Association. The businessmen and bankers in my State of Wis- 
consin believe in the equal treatment of banking and savings-and- 
loan associations under the internal revenue laws of our Nation. 

Wisconsin’s banks labor under a combined income-tax burden which 
leaves them less than 40 percent of their net taxable income from 
which to pay their stockholders a return on risk capital invested, to 
increase the productive capacity of our Nation, and to build reserves 
for the protection of the people’s deposits. We feel it is our duty 
as well as an inescapable obligation to support our free-enterprise 
system. Under the free enterprise system, we must compete for busi- 
ness. Consider how appalled we are when we compare the average 
Federal tax rate in Wisconsin between savings-and-loan associations 
and banks and find an effective tax of one-hundredth of 1 percent on 
savings and loan to a top rate of 52 percent on banks—in 1956 a mere 
$4,000 tax on $40 million of net profits of the savings and loan 
associations. . 

If government is to function effectively as an impartial referee in 
our economy, as I truly believe you elected representatives of the 
people wish it to, you must see the justice of the cause epoused by Mr. 
Tark and the speakers who have preceded me. 

The American tradition should offer equality in the rules under 
which the race must be run. Our present Internal Revenue Code in 
this instance does not do this. The Curtis bill is the way to remedy 
the present inequitable tax situation, which if not changed must result 
in the destruction of the savings departments and their vital functions 
in our banking system. By indirection, through the taxing power, I 
do not believe that the Congress wishes to accomplish this. 

In blatant full section newspaper advertising, the savings and loan 
associations of Wisconsin announce in screaming headlines “Savings 
and Loans Now Big Business”—they are. A $114 billion big business 
in Wisconsin does not need a tax subsidy when you gentlemen have 
= painful task of considering a $5 billion increase in the national debt 
imit. 

Thank you for this opportunity to appear before you on a matter 
which the people of Wisconsin feel must be remedied here. 

The Carman. Mr. Zaun, we thank you, sir, for your appearance 
and the information given the committee. 

Mr. Zaun. Thank you. 
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The Cxaarmman. Our next witness is Mr. Leonard Feleman. Will 
you please come forward and identify yourself for the record. 


STATEMENT OF LEONARD FELEMAN, CHAIRMAN OF THE GOVERN- 
MENTAL AFFAIRS COMMITTEE OF THE NATIONAL LICENSED 
BEVERAGE ASSOCIATION 


Mr. Fexeman. Mr. Chairman and gentlemen of the committee, my 
name is Leonard Feleman. I live in Chrystal Lake, Ill., where I own 
and operate a licensed, taxpaying establishment selling food and bever- 
ages for consumption on the premises. 

The Cuamman. Can you complete your statement in 10 minutes? 

Mr. Frereman. Yes, sir. 

The Cuamman. You are recognized for 10 minutes. 

Mr. Feteman. I appear before this committee as chairman of the 
governmental affairs committee of the National Licensed Beverage 
Association, an organization composed of proprietors of restaurants, 
taverns, bar-cafes, and cabarets. Our membership of approximately 
40,000 is affiliated with our national association through 36 State and 
local associations in 28 States and the District of Columbia. A list 
of affiliated associations is appended to my statement. 


TAX-EXEMPT ORGANIZATIONS IN DIRECT COMPETITION WITH TAX-PAYING 
BUSINESSES—-SECTION 501, INTERNAL REVENUE CODE 1954 


My purpose here today is to bring to the attention of the committee 
an inequity in the application of the Federal income-tax law as be- 
tween the industry I represent and certain groups and organizations 
which are in the same business but enjoy a tax exemption under the 
provisions of section 501 of the Internal Revenue Code of 1954. I 
refer specifically to veterans’ organizations, private clubs, fraternal 
orders exempt from taxation, respectively, by the provisions of section 
501 (c) (4), (7), and (8). 

At the very beginning I want to make clear that neither I nor the 
retailers I represent are unfriendly to these exempt organizations. 
A very high proportion of our peamborsbip is active in the affairs of 
these organizations and endorses the specific purposes for which such 
groups are organized. I, therefore, limit my discussion here to that 
part of their activities which is not related to their general purpose 
of organization. Also, we would have it known that as members of 
such groups we are cognizant of the fine civic and patriotic work 
accomplished by them, and we realize that the occasional money- 
raising activities for such purposes are a necessary part of their 
activities. 

We do, however, earnestly object to the present trend among such 
exempt organizations to actively solicit public patronage for their 
food and beverage business. From our observation over the years 
it appears to us that the elimination a few years ago of the use of slot 
machines by most such organizations has caused them to look else- 
where for a source of revenue. Since a great many of them already 
had facilities for serving food and beverages to their members, it be- 
came an easy matter for them to serve the general public with little 
increase in their overhead costs. The result has been their increas- 
ingly active solicitation of public patronage. 
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CONTRARY TO INTENT OF CONGRESS, TAX-EXEMPT ORGANIZATIONS ARE DE- 
RIVING PRINCIPAL INCOME FROM ORDINARY BUSINESS TRANSACTIONS 


We believe that the committee will agree with us that the original 
intent of the Congress in establishing the list of exempt organizations 
was to allow the benefit to organizations not engaged in ordinary 
commercial transactions. The concept appeared to us to favor only 
those groups not generally engaged in the marts of trade, This posi- 
tion is substantiated by the fact that in the Revenue Act of 1950 the 
Congress recognized that certain exempt organizations had turned to 
commercial transactions for revenue and made provision for the taxa- 
tion of those commercial transactions. In that act, organizations 
exempt under four specific categories had subjected to taxation that 
part of their income derived from a trade or business, the conduct of 
which is not substantially related to the exercise or performance by 
such organization of its purposes which form the basis for the exemp- 
tion. Carried forward into the present code, the tax on the unrelated 
business income is assessed on those organizations exempt under the 
provisions of section 501 (c) (2), (3), (5), and (6). Our purpose 
here today is to ask that this same principle of taxation be applied 
to organizations exempt by the provisions of section 501 c) (4), (7), 
and (8). 

We do not have access to the books and records of tax-exempt organ- 
izations, but our members, as businessmen, from personal observation 
have been able to establish to their own satisfaction the pattern of 
business engaged in by such groups.. The amount of advertising for 
public patronage, and the actual numbers of patrons observed in the 
bars and dining rooms maintained by the tax exempts indicate their 
business operations in many cases to be their principal source of in- 
come. Their tax-free net profits from their restaurant, bar, and caba- 
ret operations are far in excess of their annual collection of member- 
ship dues. 


TAXPAYING FOOD AND BEVERAGE RETAILERS CANNOT AFFORD UNFAIR 
COMPETITION FROM TAX-EXEMPTS 


Competition from the tax-exempts is difficult to meet. In many 
States they are able to use business stimulators, such as bingo games, 
which the licensed on-premise industry is denied. In many States 
they are not restricted as to hours of operation as is the licensed tax- 
paying industry. Further, from their tax-free status, their pricing 

attern for both food and beverages is one that cannot be met by the 
icensed industry. 

The on-premise food-and-beverage industry is now in a squeeze be- 
tween rising overhead costs and a declining patronage. Froma survey 
made last year we know that our overhead costs are up 38 percent from 
what they were 8 yearsago. At the same time, home television and the 
technological advancement in pre-prepared and ready-cooked food has 
reduced the number of patrons available. Our profits are on a small 
margin, and we must depend upon serving large numbers in order to 
stay in business and pay the taxes now on the books. We need the 
patrons which are attracted to the facilities provided and advertised by 
the tax-exempts. 
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TAX-EXEMPT ORGANIZATIONS ARE ADVERTISING FOR PUBLIC PATRONAGE 


Our members throughout the country have complained of this com- 
petition from the tax-exempt groups and have been sending to us ex- 
amples of the advertising efforts made by such groups to get public 
patronage. We have attempted to show a cross-section of such ad- 
vertising by an exhibit which is attached to my statement. The ex- 
amples which we submit were selected to show the geographic spread 
of such competition as well as the different types of advertising used. 
All examples have one thing in common—an invitation to the general 
public to patronize the facilities maintained by a tax-exempt organ- 
ization in direct competition with a taxpaying industry of retailers. 

From the exhibit attached hereto it can be seen that newspaper 
advertising is the most common medium used. Most such advertising 
shows clearly that the general public is invited to use their facilities. 
In some cases the ads carry a notation “members and guests,” but in 
actual practice we find the general public responding. In those ads 
which morret to limit patronage to members and guests no one is mis- 
led into thinking there is a limitation, since it is unreasonable to sup- 
pose that in the towns and small cities where most of this takes place 
it is necessary to advise their members by newspaper of the facilities 
and activities available to them. 

In many cases the advertising does not even purport to be directed 
to members only. For example, the exhibit contains a picture of a 
sign on such an establishment inviting the public to the facilities 
offered. In another example, a tax-exempt found it worthwhile to 
invite the general public by an advertisement in the “yellow pages” 
of the local telephone directory. 

When we ask the Congress to apply the Federal income tax to the 
unrelated business income of our tax-exempt competitors, we believe 
our request is fair. We do not ask that their facilities be closed, and 
have no objection to services rendered their members and bona fide 
guests of members. We ask only that when they solicit public patron- 
age and serve the general public in competition with taxpaying retail- 
ers, wey. too, pay a Federal income tax on the profits they derive from 
that public patronage. 


AMENDMENTS NECESSARY—SECTIONS 511, 512, AND 6033 


In order to establish the tax equality sought herein we believe it will 
be necessary to amend the Internal Revenue Code of 1954 as follows: 

Amend section 511 (a) (2) by adding organizations now exempt 
under section 501 (c) (4), (7), and (8). 

Amend section 512 to provide that any advertisement or other solici- 
tation for patronage from the general public for any service, facility, 
or activity shall be prima facie evidence that the income derived from 
such service, facility, or activity is unrelated business taxable income. 

Amend section 512 to provide that income derived from the service 
of food and beverages to persons other than members and their bona 
fide guests shall be deemed to be unrelated business taxable income. 
In defining a “bona fide” guest it is suggested that a “bona fide” guest 
is a person who is actually a house guest of a member, or a person 
whose presence as a guest is in response to a specific invitation for the 
specific occasion and for whom the host member assumes responsibility. 

Amend section 6033 (a) by deleting subparagraph (5). 
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SUMMARY 


In summary, the taxpaying on-premise food and beverage industry 
is being subjected to an increasing amount of competition from their 
preferred tax-free status by the veterans’ organizations, private clubs, 
and fraternal orders. They not only maintain facilities to serve food 
and beverages to the general public, but engage in extensive adver- 
tising campaigns to solicit public patronage. We earnestly ask that 
when they solicit public patronage and serve the general public they 
be required to pay the Federal income tax on their income derived 
from public patronage. 

The Cuarrman. Would you like us to include the affiliates of the 
National Licensed Beverage Association, this page ? 

Mr. Feteman. I would, sir. 

The CuHarrman. I don’t think it would be proper to include all the 
various excerpts appended here because we don’t have the facilities 
for reproducing the pictures. 

Without objection then, that list will be included with your state- 
ment. 

Are there any questions? If not, we thank you very much for your 
appearance and the information given the committee. 

(The document referred to follows:) 


AFFILIATES OF NATIONAL LICENSED BEVERAGE ASSOCIATION 


Arizona Retail Licensed Beverage Association, Inc. 
California Licensed Beverage Association 

California Tavern Association 

Colorado Licensed Beverage Association 

Florida Retail Liquor Dealers Association, Inc. 

Idaho Licensed Beverage Association 

Chicago Tavern Owners Association 

Licensed Beverage Association of Ulinois 

Indiana Licensed Beverage Association, Inc. 
Campbell County Cafe Owners Protective Association, Inc, (Kentucky) 
Maryland State Licensed Beverage Association 
Massachusetts Retail Liquor Dealers Board of Trade 
Michigan Table-Top Licensees’ Congress 

Minnesota Licensed Liquor Retailers, Inc. 

On-Sale Liquor Dealers of Minneapolis, Inc. 

St. Paul On-Sale Liquor Dealers Association 

Montana Licensed Beverage Association 

Nebraska Licensed Beverage Association 

Nevada Licensed Beverage Association 

United Tavern Owners of New Jersey 

New Mexico Retail Licensed Beverage Association 
State Restaurant Liquor Dealers Association of New York, Inc. 
Associated Tavern Owners of Brooklyn, Inc. (New York) 
North Dakota Beverage Dealers Association 

Buckeye Retail Liquor Dealers Association (Ohio) 
Oregon Licensed Beverage Association 

Pennsylvania Tavern Association 

United Tavern Owners of Philadelphia 

Rhode Island Retail Liquor Dealers Association, Inc. 
South Dakota Retail Liquor Dealers Association 
Associated Tavern Owners of Utah, Inc. 

Restaurant Beverage Association of Washington, D. C. 
Washington State Licensed Beverage Association 
Wisconsin Tavern Keepers Association, Inc. 

Tavern League of Wisconsin, Ine. 

Wyoming State Tiquor Dealers Association, Inc. 
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The Cuamman. The Chair understands that Mr. Kenneth Holum 
had to leave before he could be reached on the calendar. Without 
objection the information he intended to present to the committee will 
be included in the record at this point. 

(The statement referred to follows :) 


STATEMENT OF KENNETH HOLUM, SECRETARY OF SOUTH DAKOTA 
ASSOCIATION OF COOPERATIVES 


Gentlemen of the Committee, my name is Kenneth Holum. I am 
a South Dakota farmer and executive secretary of the South Dakota 
Association of Cooperatives. As secretary of the South Dakota As- 
sociation of Cooperatives, I speak for the 550 farmer cooperatives in 
my State. 

You will understand, I am sure, that we are interested in any pro- 
posals that might affect cooperatives’ tax status. We feel very 
strongly that it is completely unfair to attempt to collect income 
taxes from any organization that operates on a non-profit basis. 

American farmers have always worked together for mutual] ad- 
vantage. Many machines needed in modern farming operations are 
too costly for the individual farmer. We often solve that problem by 
joint ownership. Too, three or four farmers buy and operate a baler, 
combine, dryer or corn-picker together. As joint owners each pays a 
tax on the income the machine produces for him. It would be com- 
pletely unreasonable to expect him to pay another income tax as joint 
owner. 

Our cooperatives are just another example of the same type of oper- 
ation. Instead of each farmer attempting to own a grain elevator to 
store and load grain, we own those facilities together. Individual 
farmers cannot afford to own gas stations, bulk delivery trucks and 
transports, so we organize cooperatives, adopt bylaws and own those 
facilities together and operate them for mutual advantage instead of 
for profit. 

The pees le on which cooperatives are founded is somewhat simi- 
lar to that of partnerships whereby several individuals poo] their eco- 
nomic resources in order to gain certain economic advantages or buy- 
ing power and savings on their business operations which they would 
not enjoy if they operated individually. The members of a partner- 
ship, of course, pay taxes as do the members of a cooperative. Any 
saving which is distributed to the members of the cooperative is taxed 
to the member. and not to the cooperative. The cooperative, in most 
instances, has no income or if it does, is taxed as is the income of other 
corporations. 

0 levy a tax on patronage refunds in addition to the tax which the 
individual member pays on them would not only be double taxation but 
would be unethical, since patronage refunds, by definition, are not 
income and therefore should not be taxed as income. 

_ It should be emphasized that farmers who are members of coopera- 
tives pay taxes on their own income which includes any patronage 
refunds which they receive. The farmer’s income, tax-wise, is actually 
in many instances subject to more drastic taxation, as compared with 
other entrepeneurs. The farmer cannot charge off his own labor or 
the labor of his family as a business expense when he is computing his 
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income tax liability to the Federal Government. Consequently, a 
farmer who owns his farm and hires little labor, pays proportionately 
a much greater tax than do other businesses. ‘ 

When the individual farmer goes to market—either to buy or sell— 
he has a very weak bargaining position. Corporate giants determine 
the prices on what we ‘buy and indirectly on what we sell. By bar- 
gaining together through our cooperatives we improve our bargaining 

osition. Evidently there are those who resent our improved bargain- 
ing position. Proposals that require the cooperative owner to pay 
multiple taxes on his farm operations, his service cooperative, his mar- 
keting facilities and his rura) electric facilities impose upon the farmer 
the same type of tax structure that we would never consider levying 
against other businesses. 

No one can deny that we farmers are ina desperate cost-price squeeze. 
Regardless of what your individual ideas might be concerning farm 
legislation, you all recognize that falling prices and rising costs have 
adversely affected farm income and perhaps even more important from 
the point of view of the national economy much of our buying power 
has disappeared. ; . 

A cursory glance at figures published by the Department of Agricul- 
ture shows to what an extent inflation has affected the buying power 
of the farmer’s dollar and also indicates that the farmer has not only 
suffered from inflation but has experienced sharp declines in net in- 
come during the last few years, Index of prices paid by farmers in 
December, 1957, stood at a record high of 299 as compared to an index 
of 125 during the period 1935 to 1939. Another factor adversel 
affecting the farmer’s economic position has been the decline of his 
share of the consumer’s dollar during the last few years. 

During the period 1947 to 1949, the farmer’s share of the consumer’s 
dollar invested in the farm food market basket was 50 cents. By 
August of 1957 it had declined to 40 cents and by December there was 
a further decline to 38 cents. The reason for this unsatisfactory eco- 
nomic relationship was that profits and labor costs and the cost of dis- 
tributing had steadily gone up and farm prices had steadily declined. 
The result has been that while other economic groups have been im- 
proving their position or holding their own, the farmer has suffered 
economically. 

One of the reasons for rising farm costs, including that part of the 
farmer’s gross income required to maintain his farm plant in efficient 
production, and to maintain his family at a decent standard of living, 
is that price and production of farm supplies, machinery and other 
items are controlled toa great extent by giant corporations. The farm- 
er is formed to operate in a sellers’ market when he buys and in a 
buyers’ market when he sells. This stated in another way, amounts to 
a system of privately administered price control and production in 
regard to items the farmer buys and a system of free competition in 
regard to the sale of farm products. A few examples will suffice to in- 
dicate that thisistrue. Recently the steel industry increased the price 
of steel $6.00 per ton and at the same time held down production, al- 
though the industry had been operating at around 70 percent of capac- 
ity for some time. 

The prices of steel and products made from steel have been increas- 
ing during the last few years. For example, in South Dakota prices 
of farm machinery during the past 5 years have gone up about 7 percent 
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per year. The percentage increase over the last 5 years has been 
approximately 40 percent. Information received from other areas 
indicates that price increases on farm machinery have been general. 
For example, it is estimated that prices of tractors in the neighboring 
State of Minnesota have gone up from $2,624 to $3,685, or 40 percent. 
During the 5-year period 1952-57, the price of discs has increased 
from $370 to $500, or 35 percent; hay balers from $1,550 to $2,050, or 
32 percent; and corn-pickers from $1,540 to $2,000, or 32 percent. 

t the time prices of farm machinery and others items were in- 
creasing by leaps and bounds, farm prices and income declined sharply. 
Farm prices have declined 22 percent since 1951 and farm net in- 
come has declined 26 percent during the same period. Here are the 
figures on farm net income with percentage of decline based on the 
year 1952, of $15.1 billion; 1953, $13.3 billion, percent decline from 
1952, 12 percent; 1954, $12.5 billion, percent of decline from 1952, 17 
percent; 1955, $11.7 billion, percent of decline from 1952, 23 percent; 
1956, $11.6 billion, percent of decline from 1952, 26 percent. 

It should be pointed out that there were drastic declines in farm 
net income previous to that time. Farm net income in 1946 amounted 
to over $17 billion and purchasing power of the dollar was far 
greater than it has been during the last few years, 3 

Looking at the economic position of the farmer from another point 
of view, per capita income of farm and nonfarm persons during the 
years 1952-56 is as follows: 


Per capita income from all sources 





Farm per- Nonfarm Farmers per- 
Year sons persons Gap cent of parity 

income 
WR sendcadbetiedotnaes setchaesbhrebbenaeeadecen $953 $1, 833 $880 52 
Sect de ib dbsok it cenicbcithcncansensbaus panda 881 1, 935 1, 054 45 
TODD cachthehtttinintiddtpagntinb ache -qeuasepiaasod 889 2,010 1,121 44 


You all agree that in the public interest something should be done to permit 
the farmer to participate more equitably in the good things our economy produces. 
When farm-buying power declines in South Dakota, it soon affects our cities. 
Minneapolis and St. Paul soon feel the pinch, and as we learned in the thirties 
the decline soon snowballs through the whole economy. 

Either you believe that the Federal Government should have a strong farm 
program to protect the farmer’s place in our economy or you believe that the 
farmer must help himself. If you believe that the farmer must do more to help 
himself, then you must recognize that his cooperatives which help him reduce 
his costs and gain some control over his markets are the. only self-help tools 
that he has. 

I cannot believe that the Congress which is certainly well aware of the 
farmer’s economic hardship, will seriously consider any legislation that will 
increase his costs and weaken his already inadequate bargaining position. 

Instead of considering legislation designed by the few who want to profiteer 
at the farmer’s expense, I hope that the Congress in 1958 will seriously consider 
national programs to strengthen and foster cooperatives so that the farmer will 
soon be in a position to do much more than he is doing today to help himself in 
his business operation by controlling his supplies and his markets as other 
segments of the economy have been doing for so long. 


Mr. Kroon. Mr. Chairman, may I be permitted at this point to 
insert a telegram which I received from the Food and Drug Research 
Laboratories in Maspeth, N. Y., commending to the committee the 
testimony which Mr. Harris, the next witness, is about to give. 
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The Cuarman. Yes, without objection that will be included, 
(The telegram referred to follows :) 
Masperu, N. Y., January 21, 1958. 
Hon. Eugene H. Keocu, 
House Office Building, Washington, D.C.; 


We respectfully urge your close attention to the oral testimony to be given 
by Mr. Lewis Harris of the American Council of Independent Laboratories 
before the Ways and Means Committee hearing on tax revision January 23. 
Important aspects of our national research effort will be discussed in relation- 
ship to the need for modifying the testing for public safety section of the tax code. 


Foop anp Druae ResgascH LABORATORIES. 
MaAspPera, N. Y. 
The Cuamman. Mr. Harris, will you identify yourself for the 
record by giving your name, address, and the capacity in which you 
appear ¢ 


STATEMENT OF LEWIS E. HARRIS, REPRESENTING THE AMERICAN 
COUNCIL OF INDEPENDENT LABORATORIES 


Mr. Harris. My name is Lewis E. Harris, I am president of Harris 
Laboratories, an independent, taxpaying, research and testing labora- 
tory located at Lincoln, Nebr. 

The Cuarrman. Can you conclude your statement in the 15 minutes 
alloted ? 

Mr. Harris. I can. 

The Cuarrman. You are recognized for 15 minutes. 

Mr. Harris. I am appearing here as a representative of and spokes- 
man for the American Council of Independent Laboratories which 
is an organization comprised of 72 of the leading independent tax- 
paying laboratories in the United States. These laboratories are lo- 
cated in all major cities and several of them operate branch labora- 
tories. They provide services covering nearly every scientific need 
of industry and government. I am chairman of the committee on 
legislation and tax-favored competition of the American Council of 
Independent Laboratories, 

At this point I want to introduce the following exhibits and make 
them a part of the record and supplemental to this? 

1. Directory of the ACIL. This outlines the objectives of our 
organization, the facilities and services of member laboratories, and 
also includes an index of over 400 types of services available. 

2. The bylaws of ACIL. 

3. ACIL Bulletin, August 1954. 

4. ACIL Bulletin, April 1954, a bulletin prepared especially for 
the pharmaceutical and allied industries wherein those specialized 
services available from ACIL members are tabulated. All these serv- 
ices could properly be classified as “testing for public safety.” 

The Cuarrman. How voluminous is it, sir? 

Mr. Harris. Some 40 pages, possibly. 

The Cuatrman. Would it not be satisfactory to you, Mr, Harris, 
to leave that so that it may be available to the members of the com- 
mittee and not be included in the record ? 

Mr. Harris. Yes. 

The Carman. Fine. Then it will be accepted as an exhibit for 
the information of the committee. 
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Mr, Harris. Thank you. 

(The above-mentioned statement is on file with the committee.) 

Mr. Harrts. This statement now refers to portions of subchapter F 
of chapter 1 of the Internal Revenue Code of 1954. It includes data, 
views, and arguments pertaining to the sections of this subchapter F. 

Regarding section 1.501 (c) (3)—1 which provides 4 tests which must 
be met in order for an organization to be exempt. Part (a) (i) (ii) 
of this section provides: 

Its net earnings must not inure in whole or in part to the benefit of private 
shareholders or individuals. 

This part should be expanded to prohibit the payment of excessively 
high salaries in nonprofit organizations and to prevent siphoning of 
otherwise reportable profits. 

Regarding Section 1.501 (c) (3)—1 (d) : Testing for Public Safety: 
The proposed regulation now provides: 

An organization formed to test consumer products, such as electrical products, 
to determine whether they are safe for use by the general public, qualifies as an 
exempt organization under section 501 (c) (8) provided it meets the four re- 
quirements set forth in paragraph (a) (1) of this section. 

We object to this entire section and strongly urge that it be deleted 
for the reasons that it serves no constructive tax function; its lan- 
guage is indefinite; there is no record to show need for such exemption 
as provided therein; and it merely provides an opportunity for tax 
evasion, unfair tax-favored competition, and for the loss of proper tax 
revenue. 

Historically, it should be mentioned that this broad field of testing 
was opened up in the Internal Revenue Code for 1954 without any 
open hearings or debate in Congress upon the subject despite the fact 
that the courts had held a different point of view for many years. On 
January 5, 1955, the American Council of Independent Laboratories 
submitted a letter and statement to the Bureau of Internal Revenue in 
which the following questions were stated : 

(1) Why was not an issue which has long been debated in the courts 
not made subject to debate in Congress? 

(2) Why was the issue decided in closed executive session of the 
Senate Finance Committee? 

(3) Why was the action withheld until the closing days of code re- 
vision when it was not possible for all parties interested in the issue 
to present their points of view ? 

(4) Did the Joint Committee on Internal Revenue consider the fact 
that this amendment breached the barrier which the Bureau of Inter- 
nal Revenue has raised to deny exemption to nonprofit organizations 
engaged in activities incident to commercial or industrial operations 
such as ordinary testing? 

(5) On what basis will the Bureau of Internal Revenue interpret 
the phrase “testing for public safety”? Does the phrase include all 
items tested for national defense, civil defense, disaster or emergency 
situations, medical formulas, public housing, highway construction, 
prevention of disease? What is intended by the phrase “public 
safety”? Did the staff of the Joint Committee on Internal Revenue 
examine the meaning of this phrase? What records are available 
to show what was intended or what the limitations would be? 
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Further background of this issue should be studied carefully. In 
conference with members of the staff of the Joint Committee on 
Internal Revenue Taxation, the executive secretary of the American 
Council of Independent Laboratories was informed that the case of 
Underwriters Laboratories was pointed out as relevant to this de- 
cision. Underwriters Laboratories appealed to the Tax Court for the 
tax years 1936, 1937, and 1938 on the basis that their testing was in 
the interest of public safety and that their laboratories were organized 
exclusively for charitable, educational, or scientific purposes. This 
appeal was denied and the reason given as follows: 

We know judicially that many business concerns conduct commercial testing 
laboratories for profit. The business in which the petitioner was engaged was 
a commercial testing laboratory and of a kind usually conducted for profit and 
is not exempt. 

Thus we have what appears to be an attempt to obtain legislation 
to circumvent the decisions developed by the Tax Court after thorough 
study of the matter. The proposed rule is based on legislative action 
taken by Congress without open hearing on petition of Underwriters 
Laboratories whose efforts to obtain exemption in regular courts of 
law were repeatedly denied. Why now, through legislation and a pro- 
mulgation of a ruling of the Bureau, should this one organization be 
favored? Surely the Congress and the Bureau would not propose to 
legislate and promulgate a special section and ruling for every firm 
or association which desires special treatment. 

Paragraph (f) under section 1.501(c¢) (3)-1 declares: 

Since an organization exempt under section 501 (c) (3) must be organized 
and operated exclusively for one or more of the specified purposes, an organiza- 
tion organized or operated for the primary purpose of carrying on a trade or 
business for profit is not exempt thereunder. 

The Tax Court has already found that the Underwriters Labora- 
tories was engaged in a business of a commercial testing laboratory 
and a kind usually conducted for profit. The very fact that it has 
continued in business for many years is further indication that it 
operates at a profit. To permit it or any other organization doing 
testing for public safety to have exemption as a nonprofit or other 
exempt organization appears a violation of accepted and approved 
tax practices. 

Attention is called to section 1.512 (b)-1-(f) (4), which states: 


For the purposes of section 1.512 (a)-1 and this section, the term “research” 
does not include activities of a type ordinarily carried on as an incident to com- 
mercial or industrial operations; for example, the ordinary testing or inspection 
of material or products or the designing or construction of equipment, buildings, 
et cetera. The term “fundamental research” does not include research carried 
on for the primary purpose of commercial or industrial applicetion. 

Thus ordinary testing of material or products is not considered as 
research and, therefore, not exempt. 

Since “ordinary testing of material or products” is generally identi- 
eal with “testing for public safety,” why should one be exempt and 
the other nonexempt ? 

The question now arises that if an exemption is made for those 
who do testing for public safety, why should not exemption be given 
to those who wish to do testing for highway efficiency, standardization 
improvement, market surveys, international trade, and many other 
worthy and socially desirable objectives? Why should an exemption be 
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iven to testing solely for public safety? Are there not many other 
elds of interest and propriety equally important ? 

The broad scope of business activity which could be included under 
“testing for public safety,” as now so loosely defined, should be of 
great concern to all persons interested in fair taxation. While the 
testing of “electrical products” is stated as an example of “testing for 
public safety,” it should be pointed out that the testing of foods, drugs, 
construction and building materials, insecticides, certain fabrics, com- 
ponent parts aof automobiles, planes, and many other consumer prod- 
ucts is certainly equally important in determining whether they are 
safe for use by the general public. Therefore, it is obvious that this 
paragraph on “testing for public safety” provides a tax loophole 
which could deprive the Government of very large sums of tax moneys 
rightfully theirs. 

We recognize that this may now be a relatively small sum of tax 
money in relation to the overall problem. However, if this tax loop- 
hole is permitted, it may provide a means for the eventual loss of 
large tax sums and may set a precedent which will result in the loss of 
millions of dollars of tax revenue. 

To exempt commercial activities which might be considered “testing 
for public safety” could exempt a considerable portion of our industry. 
For example, all testing in quality control and products development 
in almost any industry could be set up as a separate organization for 
any manufacturer or organization and all such activities be so ar- 
ranged to be exempt. As a matter of fact, the Underwriters Labora- 
tories is a quality control laboratory for a number of manufacturers 
and its function parallels those of quality control laboratories operated 
by many manufacturers or those operated as independent laboratories 
serving such manufacturers. 

“Testing for public safety” is not new. It is a function of business 
and has long been practiced by reputable manufacturers of consumer 
products in almost every field of activity. With most manufacturers, 
“testing for public safety” is as much an integral part of the business 
as is sales, production or accounting. “Testing for public safety” is 
known by other terms such as “quality control,” “safety of new 
products,” “raw material testing,” “physical testing,” “toxicity test- 
ing,” et cetera. Such activities are either carried out by independent 
laboratories for their clients or by laboratories operated by the manu- 
facturers. Testing for public safety is considered as necessary in most 
businesses to protect the health and safety of the consumer, to insure 
uniformity, to assure giving the consumer the best quality, to guard 
against possible errors in production, to check new product develop- 
ment, and to withstand competition. 

Thus, unless this attempt to evade taxation is thwarted, an oppor- 
tunity is provided for tax-exemption on matters related to commercial 
operations and serious unfair competition is developed for those tax- 
paying independent laboratories who are now providing similar 
services. 

We respectfully request that careful consideration be given the data, 
views, and arguments presented in this statement and further request 
that the entire section 1.501 (c) (3)-1 (d), “Testing for public safety” 
be deleted from subchapter F of chapter 1 of the Internal Revenue 
Code of 1954 for the reasons outlined in this statement showing that 

20675—58—pt. 2——-80 
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it provides unintended tax benefits, it serves no constructive tax 
function, it provides opportunities for tax evasion, there is no record 
to show the need for such exemption, it provides unfair tax-favored 
competition, and it would result in loss of proper tax revenue. 

Gentlemen, I pass on to a second portion relating to research, and 
I have identified this section within the statement itself. 

For the reference of the committee I would like to file two other 
reference documents: 

1. Research and Development by Nonprofit Research Institutes and 
Commercial Laboratories, 1953, published by National Science Foun- 
dation. 

2. Basic Research—A National Resource, published by National 
Science Foundation. 

This statement now refers to portions of subchapter F of chapter 
1 of the Internal Revenue Code of 1954. It includes data, views, and 
arguments pertaining to sections of said subchapter F. 

Regarding section 1.512 (b)-1-(g) “Research”: Part (2) of this 
section states: 

In the case of a college, university, or hospital, all income derived from re- 
search performed for any person and all deductions directly connected with such 
income, shall be excluded in computing unrelated business taxable income. 

We object to this section as now written and urge its modification 
for the reasons that it is now too broad, it enables colleges and universi- 
ties to operate applied research businesses without taxation, it provides 
unfair competition, it encourages educational institutions to devote 
excessive attention to the operation of profitable applied research busi- 
ness with a marked decrease in attention to the basic research and 
academic functions for which they were established, and it results in 
the loss of large sums of proper tax moneys. 

There can be no valid objection to tax exemption on the income to 
colleges and universities for fundamental or basic research when the 
results of such research are immediately published and are freely 
available to the general public; however, every effort must be made 
to prevent such tax-exempt colleges and universities from operating 
profitable businesses in the fields of applied research, the results of 
which are invariably provided exclusively for the sponsor or withheld 
for a sufficient time to enable the sponsor to establish commercial oper- 
ations and such research results are not freely available for public 
good. Asa matter of fact many universities and colleges even obtain 
or assist in obtaining patents as result of their applied sponsored re- 
search with such patent assigned directly to the sponsor or sublicensed 
(o sponsors under a variety of contractual arrangements. Surely this 
cannot be considered for the public good, it is not fundamental re- 
search, and should not be a tax-exempt operation. 

The Government publication, Basic Research—A, National Re- 
source, points out the improper use of college and university personnel 
and facilities for commercial research or what is known as applied 
research. It further indicates that the use of such personnel and facili- 
ties has materially reduced the efforts in developing basic research and 
in carrying out proper academic functions. The report states that 
such college and university facilities has materially reduced the efforts 
in developing basic research and in carrying out proper academic func- 
tions. The report states that such college and university facilities 
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should not be diverted to applied research when facilities for such 
business research are available from independent sources. 

To reduce the tendency for colleges and universities to engage in 
tax-exempt business research operations, we urge that section 1.512 
(b)-1-(f£) (2) be strengthened and clarified by the addition of this or 
a similar sentence : 

To qualify for such exclusion of research income, the results of such research 
work must be immediately published or available for public inspection, except 
where national security is directly involved. 

A further and equally serious problem is involved in relation to the 
tax-exempt status of so-called nonprofit research institutes. ‘These 
institutes were organized to function for the public food and have ob- 
tained tax-exempt status on this basis. These nonprofit institutes in- 
clude such companies as Stanford Research, Armour Research Insti- 
tute, Battelle, Southwest Research. 

A Government publication, Research and Development by Non- 
Profit Research Institutes and Commercial Laboratories, 1953, has 
clearly shown that institutes allocate only 6 percent of their expen- 
ditures to basic research, or research “for the public good,” The other 
94 percent of these so-called nonprofit research institutes business is 
in applied or business research fields. The 94 percent volume of re- 
search is of a type in which the results are kept confidential for the 
sponsor and in many instances such research results in the issuing of 
patents which are assigned exclusively to the sponsor. This 94 per- 
cent of the millions of dollars of research business volume handled 
by research institutes is not fundamental research, it is not for the 
public good, and should not be seen from any form of taxation. 

To prevent this continued loss of tax revenue from business re- 
search conducted by so-called nonprofit research institutes, we recom- 
mend the addition of a new part under section 1.512 (b)—1—(f) which 
would state : 

In the ease of an organization operated primarily for the purpose of research 
(fundamental or applied) all income derived from such research performed for 
any person and all deductions directly connected with such income shall be ex- 
cluded in computing unrelated business taxable income only in those instances 
where the results of such research are immediately published or otherwise made 


available to the general public, except in instances where national security is 
involved. 


The Cuarrman, We thank you, sir, for your appearance and the in- 
formation given the committee. Are there any questions? 
(The following letter was received by the committee :) 


UNDERWRITERS’ LABORATORIES, INC. 
January 28, 1958. 
Hon. Wiisur D. MILLS, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Srr: The testimony before the Committee on Ways and Means last 
week by Mr. Lewis E. Harris, representing an association of commercial labora- 
tories, was of particular interest to Underwriters’ Laboratories because of 
specific mention of them and the suggestion that 501 (c) (8) of the Internal 
Revenue Code should not have recognized their unusual character as an organ- 
ization testing solely for public safety. It is hoped that it may be in order to 
present some facts that throw further light on the situation. 

The concern expressed by Mr. Harris over the possibility that the recognition in 
501 (c) (3) of organizations testing for public safety might be indefinitely ex- 
tended has been competently covered by the ruling of the Internal Revenue Serv- 


| 
| 
| 
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ice that this provision is applicable only to an organization, organized and oper- 
ated exclusively for the purpose of testing for public safety. 

The information in Mr. Harris’ testimony with respect to rulings of the Tax 
Court on the previous Internal Revenue Code was contained in the original peti- 
tion to the Congress for a modification of the law to include testing for public 
safety as a qualification for a tax-exempt organization. 

Perhaps it should also be pointed out that the tax exemption applies only to 
money set aside for the purpose of additional facilities for safety testing, be- 
cause Underwriters’ Laboratories was established, and is maintained, as a non- 
profit organization for the sole purpose of testing for public safety and no por- 
tion of its net earnings may be used for the benefit of any individual. It 
has no shareholders, and differs greatly, therefore, from commercial testing 
laboratories. 

So far as is known, every other organization in the world established and 
operated exclusively for testing for public safety, with the exception of Under- 
writers’ Laboratories of Canada, a similar organization, is directly supported 
in part or completely by the government of the country in which it operates. 
Most of these other testing organizations have been patterned after Under- 
writers’ Laboratories, Inc., which has freely shared its knowledge and experi- 
ence with them. It is, therefore, believed to be the oldest organization of its 
kind in operation today. 

Inspection authorities throughout the United States look to Underwriters’ 
Laboratories for guidance as to the safety of equipment used by the general 
public and this wide acceptance is due in no small part to the over 60 years of 
competent, unbiased, testing by Underwriters’ Laboratories, both on the original 
equipment and on subsequent factory production so long as listing of such 
equipment is continued by Underwriters’ Laboratories as an indication of com- 
pliance with its requirements for safety. It is extremely doubtful that a 
variety of commercial laboratories, regardless of their testing ability and in- 
tegrity, could achieve the same nationwide acceptance now accorded Under- 
writers’ Laboratories by State and municipal authorities and the Federal Gov- 
ernment and without such acceptance, mass distribution and production would 
be hindered, to the detriment of our standard of living. 

.We entertain no thoughts, however, that others are unable to do the test work 
in the fire and accident protection and prevention field. As a matter of fact, 
we have cooperated with other laboratories by supplying construction details 
of our test facilities in order that they might do engineering test work by 
methods similar to ours. Also, while a unique phase of Underwriters’ Labora- 
tories’ operations is its factory inspection service, we make no claims that 
others are unable to do a similar job, although some who have tried it have 
failed. 

In addition to information on the acceptability of specific equipment issued 
by Underwriters’ Laboratories, through printed cards and its freely distributed 
lists of inspected equipment, basic information on items relating to public 
safety is published and freely distributed in the form of research bulletins, 
such as the accompanying Bulletin of Research No. 50, covering A Study of the 
Corrosion of Vaporizing-Liquid Type Fire Extinguishers. 

The foregoing information is a greatly condensed summary of Underwriters’ 
Laboratories’ activities in the field of public safety and if greater detail is 
desired, it will be gladly furnished. 

It is respectfully requested that this letter be placed in the record immedi- 
ately following Mr. Harris’ testimony, if that be proper. This request, of 
course, does not cover Research Bulletin No. 50, because that is freely available 
from Underwriters’ Laboratories, Inc. 

Respectfully, 


MERWIN BRANDON, Vice President. 


The Cuareman. Our next witness is Dr. C.C, Furnas. Dr. Furnas, 
will you identify yourself for the record by giving us your name, 
address, and the capacity in which you appear? 
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STATEMENT OF DR. CLIFFORD C. FURNAS, CHANCELLOR OF THE 
UNIVERSITY OF BUFFALO 


Dr. Furnas. My name is Dr. Clifford C. Furnas. I appear before 
you as the chief executive officer—chancellor of the University of Buf- 
falo, and as a member of the boards of directors of the Cornell Aero- 
nautical Laboratory, Inc., of Buffalo, N. Y., and of the Purdue Uni- 
versity Research Foundation, Lafayette, Ind. 

The Cuarrman. Mr. Reed desires to be recognized. 

Mr. Reep. You are a sort of neighbor of mine. 

Dr. Furnas. I know that, Mr. Reed. 

Mr. Reep. I have a letter here commending you very highly from 
Mr. Newberry, who pays you a fine compliment. I join him in those 
compliments. 

Dr. Furnas. Thank you, Mr. Reed. 

I am submitting a biographical sketch for the record. 

The Cuatrman. Without objection that will be included in the 
record. 

(The document referred to follows:) 


Berer BroGkRaPHY oF Dr. CLirrorp C. FURNAS, CHANCELLOR, UNIVERSITY OF 
BUFFALO 


Dr. Clifford C. Furnas was born October 24, 1900, at Sheridan, Ind. He holds 
the degree of bachelor of science, with honors, from Purdue, 1922, of doctor of 
philosophy from the University of Michigan, 1926, and of honorary doctor of en- 
gineering from Purdue, 1946, and from the University of Michigan, 1957. While 
in school he was a long-distance runner of distinction, and competed in the 5,000 
meter event at the Olympic Games in Antwerp in 1920. In 1922 he was awarded 
the Big 10 Conference Medal for the best combined scholastic and athletic 
record, 

He has always had a sustained interest in both research and education and his 
working career reflects this duality. From 1926 to 1931 he conducted research 
work on metallurgical processes at the United States Bureau of Mines at Min- 
neapolis, Minn. In the latter year he joined Yale University as associate pro- 
fessor in chemical engineering. In 1941 and 1942 he worked for the National 
Defense Research Committee, coordinating a large research and development 
program. He was appointed by Curtiss-Wright as director of its aeronautical 
research laboratory in Buffalo in February, 1943. This laboratory was given to 
Cornell University on January 1, 1946, and he became director and executive 
vice president of Cornell Aeronautical Laboratory. He assumed the post of 
chancellor of the University of Buffalo, September 1, 1954. On December 1, 1955, 
Dr. Furnas was granted a leave of absence by the university to serve as Assistant 
Secretary of Defense for Research and Development in Washington, D. C. He 
returned to his University of Buffalo post, February 15, 1957. For a number of 
years he has been an active member of various technical boards and panels for 
the Government, particularly in the Department of Defense. 

While Dr. Furnas has conducted a great deal of research in the fields of 
process metallurgy, he has specialized in and has written many technical articles 
on chemical and chemical engineering subjects as well as on phases of re- 
search related to aviation. In addition to technical and educational articles he 
has written several books, including America’s Tomorrow (1932); The Next 
Hundred Years, a Book-of-the-Month Club selection in January 1936; Man, 
Bread, and Destiny, written with his wife, S. M. Furnas (1937); and The Store- 
house of Civilization (1989). He was editor of the sixth edition of Roger’s Man- 
ual of Industrial Chemistry (1942). He was also editor of the Industrial Re- 
search Institute Monograph on’ Industrial Research—Its Organization and Man- 
agement (1948). 

He is a member of Theta Chi, social fraternity, various honorary fraternities, 
social clubs in New York and Washington and of several scientific and engineer- 
ing societies. He is a registered professional engineer in the States of New 
York and Connecticut. 








| 
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Dr. Furnas. As I understand it, certain proponents of changed 
legislation wish to remove the presently justified tax-exemption status 
from any scientific organization, or from certain segments of its opera- 
tion, if it engages in any scientific activity other than basic research, 
which they arbitrarily define as undirected research pursued solely 
for staty ng human curiosity and with no direct practical applica- 
tion intended, or in mind. It is contended that scientists engaged in 
research with practical applications in mind de e their efforts in 
basic research and hence are not operating in the public interest to 
the extent which would justify tax-exempt status for their institu- 
tions. Such an attitude represents a most grevious and serious error 
in poncept and philosophy and can lead to absurd and dangerous 
results. 

It is probably appropriate that I should indicate my qualifications 
for speaking to this point. My entire professional life has been ae- 
void to scientific research and to teaching. My experience includes: 
5 years of research in process metallurgy with the United States 
Bureau of Mines; 12 years as associaté professor of chemical engineer- 
ing at Yale University, which post embodied substantial research 
activity as well as teaching; 18 months as technical aid in the National 
Defense Research Committee, coordinating and supervising Govern- 
ment contract research during World War IT; 3 years as director of 
research of the airplane division of the Curtiss-Wright Corp. ;.8 years 
as director and executive vice president of Cornell Aeronautical Labo- 
ratory, Inc., a not-for-profit scientific research organization: and 15 
months as Assistant Secretary of Defense for Research and Develop- 
ment. 

Presently, as chancellor of the University of Buffalo, I head an in- 
stitution which engages continuously in many and varied scientific 
activities in addition to academic instruction. I feel that these expe- 
riences furnish an adequate background from which to judge the 
proper place and treatment of scientific activities in the national scene. 

Science is not an activity which can be ségmented and compart- 
mented. It is a continuum involving activities from pure abstraction 
to clinical testing, or to engineering, construction and testing of new 
apparatus, all of which may be essential for a contribution to human 
knowledge. The various segments of the activities required to advance 
the frontiers of knowledge may be carried out by one individual or 
by many, but to limit the progress of science by any arbitrary distinc- 
tions bet ween hagic arid applied work would he to choke the child 
while it was still a-bornine and thus deprive the Nation of its benefits. 
Many of the most essential contributions to human welfare have been 
realizable only when the scientific efforts have been pursued well into 
the practical applications. 

The importance of pursuing scientific ideas through to their appli- 
cation was probably best expressed by one of the most eminent scien- 
tists of the nast. Louis Pasteur, who probably contributed more to 
the basic understanding of disease and to human health than did any 
other one man. Wrote Pasteur: 


To him who devotes his life to science, nothing can give more happiness than 
increasing the number of discoveries, but his cup of joy is full when the results 
of his studies immediately find practical application. 
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In nearly all of his researches Pasteur, himself, carried them 
through the appropriate “applied” phases. He knew that no effective 
contributions to human knowledge and welfare could be realized un- 
til this was accomplished. You may be certain that had Pasteur, his 
colleagues, and his successors, had to obtain favorable rulings from 
tax experts before they could proceed on certain important comm of 
their new work, several of us now here would not be alive today. 

A much more recent example is equally pertinent. 

Dr. Salk at the University of Pittsburgh and his coworkers have 
developed a moderately successful vaccine against poliomyelitis. It 
has already rescued many thousands of boys and girls and young 
men and women from death, or a life of paralysis. If this program 
had been “regulated” such that prohibitions or artificial blocks had 
been put into the path of the “applied” phases—such as mass-culture 
production and clinical testing—the work would have been halted or 
greatly delayed. The shadows of thousands of unnecessary deaths 
would inadvertently be hanging over the heads of the “regulators.” 

Even more striking examples of the necessity for the scientist, or 
team of scientists, to carry through his work unhampered by arbitrary 
barriers are found in the field of military defense. Three military 
developments which were carried out in America during World War 
II, dominate the military defense picture today. Without them we 
would now be helpless against potential enemies. Those three devices 
are radar, the proximity fuse, and the atomic bomb. In all three 
cases the necessary core activities and the continuing stimulus for 
both the basic and applied phases came from a handful of universities 
and certain nonprofit research organizations. Had arbitrary barriers 
based on tax considerations been put in the way of these organiza- 
tions, their work would not have been completed in time and, as a 
nation, we would be in a hopelessly weak position today. 

It might be contended that World War II represented a crisis and 
that these examples are not applicable to present conditions. Need 
there be a reminder, other than the events of the last few months, that 
we are today in one of the most dangerous scientific crises of our his- 
tory? It is not only a matter of military weapons, it also involves the 
bitterest kind of industrial, economic, and ideological competition. 
It is even more dangerous than a war crisis because it is insidious and 
all-pervading and not constantly accented by daily battle-casualty 
lists. The solution to these conflicts for America, if there is a solu- 
tion, will be arrived at primarily by the acquisition of still further 
scientific knowledge, basic and applied, through the unhampered util- 
ization of the best scientific brains and laboratories we can muster. 
To put bars or brakes in the path of such scientific progress is’ cer- 
tainly far from being in the public interest. 

It is necessary to understand the pattern of support and methods of 
research operations of the universities, research institutes, and non- 
profit laboratories. These have changed most radically during the past 
sone century, particularly during and following World War II. 

or the nonprofit, nongovernmental scientific organizations the bulk 
of research support now comes from contracts and grants with the 
purpose of the support oop.’ specified to varying degrees. So long as 
the institution is under no direct compulsion to earn a profit, it may 
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exercise independent selection among a broad range of such contracts 
and maintain the freedom from undue restriction on the course of its 
work so necessary to that high type of scientist who demands, above 
all, maximum freedom of individual initiative. It may maintain a 
sufficient breadth of grant and contract support to underwrite needed 
equipment. 

Most importantly these institutions customarily plow back such net 
earnings as are derived from this work into still further untrammeled, 
exploratory scientific research by members of their staffs. This is a 
most important factor in the motivation and searching drive of scien- 
tists. The results of such research are essentially the highly selected 
seed corn, which though small in proportion to the total yield, is essen- 
tial for the production of the next crop of new ideas and scientific find- 
ings. It represents an investment of time and effort which over the 
span of a few years yields many fold. 

The national scientific program will quickly wither without these 
new ideas and findings. If all, or even a portion, of the always meager 
net earnings from such nonprofit institutions were withheld for tax 
purposes, or if they were barred from tax-free corporate and individual 
grants, one of the most potent sources of advance on the part of many 
of the Nation’s most gifted scientists would be throttled. 

By contrast to our present practice, proponents of new legislation 
seek to base tax exemption not upon broad operation in the pattern 
just described but to limit it to that work which is so “basic” and non- 
directed as to be completely removed from any predictable human 
benefit. In mid-twentieth century America the amount of support for 
such work would prove to be very meager indeed, in terms of the total 
national need. For the self-sustaining, nonprofit institutions the qual- 
ity of support is as necessary as the duality of a basic-plus-applied 
program. Moreover, 2 program completely isolated from the broader 
base of applied research would often be so restrictive and stultifying 
that many of the best scientists would choose to work elsewhere. They 
would probably go to places where their scientific talents would be less 
effective. This could be a grievous national loss. We must not forget 
Pasteur’s reminder that the joy of practical application can motivate 
even the most basic research. 

Should the nonprofit institutions, seeking to maintain the essen- 
tial and appropriate duality of basic and applied research, be 
hampered by new laws or regulations forcing them to pay taxes on 
some or all of their small earnings, some of them would choose, in 
self-defense, to pursue the profitmaking route. They would go in for 
competition and profitmaking with a vengeance. They would be 
driven toward a selection of work where profits rather than research 
results would be the primary motivation. Few, if any, earnings 
would continue to be plowed back into scientific exploration because 
the projects would be selected primarily on the basis of those which 
would be most profitable, dollarwise. The scientific research spirit 
would rapidly disappear and the abler scientists, to whom the research 
spirit is of primary importance, would leave the organizations. This 
course would again lead to a throttling and stultification of the work 
of the most valuable group of scientists in time of greatest national 


need. 
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Indeed, a change to partial profit motivation would simply bring 
many of the present, nonprofit institutions into direct competition 
with the many profitmaking laboratories to which they are now essen- 
tially complementary, rather than competitive. The private, profit- 
motivated laboratories today serve a very useful function. They are 
available to industry to perform whatever specific task may be re- 
quired, but the necessity of their earning a profit restricts their ability 
freely to originate and select their projects by scientific criteria. 

Broadly speaking, the two types of research institutions, profit- 
making and nonprofit, are so different in their character and p 
that there is little if any competition between them. Naturally there 
is some overlapping and certainly one could find instances where, 
judged by the narrow application of rigid criteria, some projects might 
be aie to be competitive. But the percentage is small and the 
danger involved in trying to weed out these few exceptions would be 
very great. 

A useful analogy, though in reverse, for the present discussion may 
be found in the field of professional education. 

In 1910, Dr. Abraham Flexner, in a world-famous report, blasted 
American medical education as atrocious, inadequate, and backward. 
The Nation’s medical education until that time had been dominated 
by a series of proprietary, profitmaking medical schools where the 
motivation was profits rather than the advance of medicine. Dr. 
Flexner’s report was sound and it was taken very seriously. The 
American medical profession quickly cleaned house and all American 
education is now handled in nonprofit institutions. The experience 
has been that profits and professional education are not compatible. 
To at least a substantial degree, the same is true in that segment of 
scientific endeavor which is essential for the badly needed advances 
in the fund of human knowledge. Forcing the nonprofit research in- 
stitutions into the profitmaking category could set us back im- 
measurably. 

In essence, enacting the proposed legislation would be analogous 
to a man hobbling one of his best horses and then betting on it to win 
arace. In view of the extreme importance of the race which America 
now faces, such hobbling would be a most injudicious act. 

Thank you very much, Mr. Chairman. 

The Cuarrman. Dr. Furnas, I want to compliment you on a very 
fine statement. We appreciate very much your taking your time to 
come to the committee and give us this information. 

Mr. Reep. Doctor, I want to join with our distinguished chairman 
to compliment you on this fine paper you have presented to us. 

Dr. Furnas. Thank you, Mr. Reed. 

The Cratrman,. Mr. Keogh will inquire. 

Mr. Krocu. Mr. Chairman, we have heard a little bit about New 
York this afternoon. I am glad we conclude with the chancellor of 
one of our great universities in the State of New York. 

The Cuatrman. Doctor, we thank you again for your appearance 
and information given the committee. 

Dr. Furnas. Thank you, Mr. Chairman. 

The Cuarman. That completes the call of the calendar. 
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The committee stands adjourned until 10 o’clock in the morning. 
Thank you. | 
(The following statement was filed with the committee :) 


STATEMENT OF THE NATIONAL TUBERCULOSIS ASSOCIATION TO THE HousE Ways 
AND MEANS COMMITTEE 


Since its inception in 1904, the National Tuberculosis Association has encour- 
aged the local tuberculosis associations across the country to develop programs 
which would promote the greatest degree of voluntary public participation pos- 
sible within their particular communities. The extent of this voluntary partici- 
pation is evidenced by the activities of the National Tuberculoss Association 
board of directors to those of the State associations, and eventually to those of 
local associations represented in every county throughout the Nation. These 
volunteers, numbering in the thousands, have the responsibility of establishing 
the policies which guide our associations in their attempts to control and eventu- 
ally eradicate tuberculosis. To maintain the public’s trust in the program and 
the financial dealings of our association, the National Tuberculosis Association 
has established a policy requiring that all State associations conduct an annual 
independent audit and the findings thereof be made a matter of public record. 
This policy, also followed by many other voluntary health organizations, has as 
its objective the protection of the funds donated by the public and the protection 
of those persons who so unselfishly donate their time and talents to further the 
cause of better health in their respective communities. 

The majority of the almost 3,000 local tuberculosis associations consist wholly 
of volunteers within the community and do not require the services of paid 
workers. However, in some communities, the tuberculosis problem is so great 
and the program of the association is of such magnitude that the citizens have 
deemed it advisable to hire paid staff members to assist them in carrying out the 
control measures established by the board of directors. These paid staff mem- 
ners perform a wide variety of assignments which include making surveys to de- 
termine the prevalence of tuberculosis in the community, giving talks to the 
local educational leaders and schoolchildren to encourage a better understanding 
of all of the aspects of health, organizing of rehabilitation services, and supply- 
ing liaison with medical and scientific groups. 

At the present time, tuberculosis associations submit to the Bureau of Internal 
Revenue a very comprehensive report on their financial activities. This report, 
form 990-A, requires considerable time and effort on the part of the already 
hard-pressed volunteers or paid staff members who conduct the business of our 
associations. Nevertheless, we feel the information required by the Code of 
Internal Revenue is essential in order to protect the public’s interest. 

The National Tuberculosis Association is concerned over the proposal as con- 
tained in H. R. 8234, introduced by Congressman Hays of Arkansas, and H. R. 
3253, introduced by Congressman Simpson of Pennsylvania, which would make 
reportable under the category of administrative expense, the salaries of all those 
employees receiving more than $4,000 a year. Our association is completely 
amenable to the reporting of salaries of employees. However, because the very 
nature of operation of all tuberculosis associations is service to the public and 
particularly to those who have tuberculosis, all possible time and effort are ex- 
pended toward the end that tuberculosis be eliminated. Because we also believe 
this end can best be obtained through businesslike conduct of our activities, a 
certain minimum amount of administrative supervision is maintained. How 
much or how little of each employee’s compensation should be charged to ad- 
ministration would indeed be difficult to determine. We believe that to report all 
tuberculosis association employees who have some administrative responsibility 
under “administrative overhead” would give an erroneous picture of our asso- 
ciations. We believe, to, that interpreting all salaries in excess of a minimum 
$4,000 or even $5,000 as constituting the cost of administrative overhead would 
again result in an erroneous picture of the true services of the organization. 

The overwhelming number of charitable organizations are frequently em- 
barrassed by the unwarranted administrative expenses of some organizations 
purporting to be of a charitable nature. Consequently we are in sympathy with 
the intent of the above legislation. However, these proposals which include or 
group into the administrative expense category, all of those receiving a salary 
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over a certain amount we do not believe would afford the public a true insight 
into the administrative expenses incurred by the various charitable organizations 
throughout the country. We trust that the committee will give just consideration 
to the many paid staff members of the various voluntary associations who per- 
form in part a function which might justly be classified as administrative, but 
who also carry on, at times singlehandedly, the functions of case finding, health 
education, rehabilitation, and community organization—all of which are vital 
program activities and not to be confused with administrative overhead. It is 
our hope that the committee would differentiate between those who act in a purely 
‘ administrative capacity as against the many who perform this task as a by- 
product of their activities relating to community health or welfare. 

The National Tuberculosis Association, on behalf of all tuberculosis associa- 
tions throughout the country, wishes to thank the committee for the opportunity 
to submit a statement regarding tax accountability. Westand ready to offer the 
committee whatever assistance our organization may be able to render. 


(Thereupon, at 5:30 p. m., the hearing was recessed, to reconvene at 
10a. m., Friday, January 24, 1958.) 











GENERAL REVENUE REVISION 


(Self-Employed Individuals’ Retirement Act; Accounting Pro- 
cedures; Small Business; and General Diseussions) 


FRIDAY, JANUARY 24, 1958 


Houser or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEANs, 
Washington, D. C. 

The committee met at 10 a, m., pursuant to recess, in the hearing 
room of the committee, House Office Building, the Honorable Wilbur 
P, Mills (chairman of the committee) presiding. 

The Carman. The committee will please come to order. 

Our first witness this is our colleague and friend from Tennessee, 
the Honorable Joe Evins. 

Joe, for purpose of the record, will you please give the reporter the 
congressional district in Tennessee that you represent. 


STATEMENT OF HON. JOE L. EVINS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF TENNESSEE 


Mr, Evins. My name is Joe L. Evins, representing the Fourth Dis- 
trict of Tennessee. I might state that it is known as the Cordel Hull 
district. 

The Cuarrman. We are please to have you with us this morning and 
you are recognized to proceed. 

Mr. Baxer. I might say for the record that the Fourth adjoins the 
Second District. 

The Cuatrman. Both of them are very fine districts, I am sure. 

Mr. Evins. Thank you, Mr. Chairman. 

Mr. Chairman and members of this committee, I appreciate the 
privilege and opportunity of appearing here with you and I shall 
not ask your indulgence for too much time because I know how b 
this committee is. I have been asked on behalf of the chairman of 
the House Small Business Committee and the majority members of 
the committee to appear. Mr. Patnan, the chairman, could not be here 
today. Other members of our committee have appeared as individuals 
and I am appearing on behalf of all of the majority members of the 
committee who have introduced bills with respect to the adjustment of 
taxes related to small business. These bills are H. R. 9957 to H. R. 
9963, inclusive. I might add that also all the minority members of 
the committee have likewise introduced bills, similar in several re- 
spects 

1759 








1760 GENERAL REVENUE REVISION 


We are all concerned with the plight of small business and the 
necessity for providing some concrete incentives to preserve the steadi- 
ly deteriorating position of small business in our economy. 

Small business is and always has been the great reservoir of op- 
portunity and free enterprise in our Nation, As we all know, recent 
trends and events have tended, however, to place limitations on the 
ability of small business to grow and even to survive, and have put 
small business at a severe disadvantage ag compared with larger busi- 
ness entities. 

Recently the House Small Business Committee held public hearings 
on the problems of small business financing. The witnesses included 
an impressive array of high policymaking Government officials, in- 
cluding the Secretary of the Treasury and the Chairman of the Fed- 
eral Reserve Board, as well as prominent financial experts in private 
life. They were almost unanimous in the statement that one of the 
most serious problems of small business financing is that of the tax 
burden on the very small concerns. 

beara phew the period since the 1st session of the 35th Congress 
adjourned, the Select Committee on Small Business of the Senate 
has also held extensive hearings at various localities across the country 
about the tax problems of small business. It, too, heard numerous 
witnesses. Those witnesses confirmed the points made by the wit- 
nesses who appeared before the House Small Business Committee. 
All are in agreement that one of the principal problems faced by small 
business today is the oppressive tax arden on the very small concern. 

Both the House and Senate committee hearings and studies show 
that small business has suffered during the past few years because it 
is severely handicapped in obtaining capital for replacement, modern- 
ization, and for expansion. Big business is in a far more advan- 
tageous situation in regard both to the use of its own profits for 
expansion and in access to capital through flotation of stocks and 
borrowing on long terms. Moreover, in the past few years, big 
business has received very considerable tax relief through the repeal 
of the excess profits tax and the use of rapid tax amortization. This 
relief made available to the larger industries billions of dollars for 
financing part of the tremendous growth they have experienced dur- 
ing the last few years. 

On the other hand, small business has not had the benefit of such 
tax reductions and relatively little relief through rapid amortization. 
On the contrary, small business is still being taxed at just about the 
same rate as it was during the war. 

Mr. Chairman, as I have indicated, there has been wide bipartisan 
agreement for several years of need for revision of our tax laws to 
equalize the opportunities of small and independent business. It 
will be recalled that the President appointed a special Cabinet Com- 
mittee some 18 months ago to study this matter and present recom- 
mendations. It will be recalled further that a year ago the President 
presented the recommendations of the Cabinet Committee to the Con- 
gress and added his personal endorsement and urged action. 

There comes a time when we must stop talking and start doing. The 
matter is far more urgent today than a year ago. 

I think we all recall that of the 14 points that the President recom- 
mended, 4 related to the various types of tax reductions. At the 
end of the Congress the President issued a statement in which he said 
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he was disappointed in some of the actions of the Co and one 
of them was that tax relief for smal] business had not been obtained, 

The rate of bankruptcies and business failures is increasing alarm- 
ingly and many small business concerns need immediate relief if they: 
are to survive. 

I have here with me some statistics from Dun & Bradstreet’s most 
recent report for 1957 and there were more than 13,500 small business 
closures and failures during the last year, one of the highest in several 
years. 

The legislation which the majority of the committee proposes fol- 
lows the recommendations of the President’s Cabinet Committee in 
4 of its 5 points. That is to say, these bills which are before the 
committee have basically 5 points and 4 of them were in the President’s 
Cabinet Committee recommendations. We propose in addition, a 
provision aimed at the very heart of the problem, that of incentive 
growth. Briefly and in general here are the terms of our bill: 

First, that the taxes imposed on business corporations be modified 
by reducing the tax rate in the lowest bracket on incomes up to $25,000, 
from 30 to 20 percent. 

I am sure the committee is aware that unless Congress takes action 
before July 1, the present rate of 30 percent will be reduced to 25 
percent. Actually, therefore, our proposal would involve an effec- 
tive change of 5 percentage points. 

This recommendation is exactly the same as the one made by the 
President’s Cabinet Committee on Small Business in its report of 
August 1956 and supported by the President early last year. It is 
true that the President later in the year reversed his position but, in 
view of the change in economic outlook since that time, we may be 
permitted to hope that this year he will return to his original position. 

The committee will appreciate the difficulty of estimating the loss 
of revenue that might result from changes in tax rates. If we use 
the present revenue from this source as the standard, an informed 
guess would be that the loss would not be over $400 million. How- 
ever, I have already pointed out that under present law there would 
be reduction in the coming year from 30 to 25 percent in the tax rate 
in this bracket. If we take account of this, the loss under our pro- 
posal against the loss that would ensue if presently scheduled reduc- 
tion actually goes into effect would not be greater than about $200 
million, However, in our view, it is by no means certain that there 
would be any loss at all. I shall have occasion to speak on this point 
a little later. 

Our second recommendation is that businesses be given the right to 
utilize, for purchases of used property not exceeding $50,000 in any 
1 year, the formulas of accelerated depreciation that were made avail- 
able to purchasers of new property by the Internal Revenue Code of 
1954. 

In other words, I know the committee is well aware that when new 
equipment for business is purchased there is accelerated depreciation 
provided, but in the purchase of old or used equipment this is not 
authorized, : 

This proposal would enable small business to benefit from rapid tax 
amortization on a far more realistic basis and on more equal terms 
with big business, I am sure that most of you are aware that—par- 
ticularly where expensive equipment is involved—small business is 
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far more likely to purchase used or secondhand than brandnew equip- 
ment. Such used machinery and equipment is often just as good 
for the purpose as brandnew and in any case, is frequently the only 


‘kind small business can afford. 


Present law, however, does not permit rapid amortization of in- 
vestment in such machinery. Thus, small business is put in a very 
unfair position in respect to the tax laws. Therefore, in this respect 
small business is between the hammer and the anvil—on the one hand, 
it finds it more difficult than big business to find capital for growth 
and expansion; on the other hand, having scratched it up somewhere 
and invested it in the best equipment it can afford, it receives far less 
favored treatment from our tax laws than big business, 

I am told that through the relief in taxes obtained by rapid amortiza- 
tion, those buying new equipment are able to finance a good portion of 
the investment out of their tax savings; on the other hand, small busi- 
nesses buying used equipment receives no such incentive toward new 
investment in equipment and facilities. 

Our committee is confident that providing such an incentive on equal 
terms with their larger business brothers would be far more important 
in stimulating the growth of small business than might appear offhand. 

Our third recommendation is that corporations with, say, 10 or 
fewer individual, personal, stockholders be given the option of being 
taxed as if they were partnerships. It is our view that this option 
should be limited to very small corporations whose income is derived 
principally from active trade or production and should not be extended 
to personal holding companies. We believe the possibility of its misuse 
should be guarded against, and accordingly we make a number of 
qualifications in the bill to guard against such possibilities. 

Our fourth recommendation is that the taxpayer be given the option 
of paying an estate tax in several annual installments—but not more 
than 10—where the estate consists largely of investments in closely held 
business concerns. All of us can recall in our own home localities in- 
stances where the need for paying estate taxes has required the distress 
sale of a business or its assets, or changes in ownership—often sale to a 
chain or a larger business. 

In some instances businesses on which communities were vitally de- 
pendent have had to be closed or broken up or moved. This section 
of our bill is intended to remove some of the hazard to small business 
and to the continuity of its ownership that present laws present. 

Fifth and finally, we recommend that there be allowed as a deduc- 
tion for the taxable year an amount equal to the additional investment 
in the amount of $5,000 or 20 percent of the net income of a trade or 
business for the taxable year, whichever is the greater; provided, how- 
ever, that the total amount of any such deduction shall not exceed 
$30,000 for any taxable year. 

The first four provisions which I have mentioned, I repeat, Mr. 
Chairman, are included in the recommendations of the President’s 
Cabinet committee. The fifth one is the one which the committee has 
added, which is a plowback provision. 

The purpose of this plowback provision is obvious. It would give 
all business, particularly small business, a much needed stimulant 
to growth. ane such stimulant must be applied if we are going to 


preserve the position of small business. We all know that circum- 
stances today favor the big elements of business. 
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While we are in no respect opposed to big business and we know it 
is vital, and essential and important, I have noted some of the inequali- 
ties and others who have testified have also pointed them out. This 
committee cannot hope to correct all the factors which favor the 
big and discriminate against the small; but we can make a start, and 
in our view the revisions in the tax structure that we propose would 
present the best practical point for such a start. 

As I have said, there is wide and bipartisan agreement on the de- 
sirability of legislation along the lines proposed by the Small Busi- 
ness Committee, the House committee’s recommendation, the Senate 
committee’s recommenations, the President’s Advisory Committee on 
Small Business, and others. 

The only criticism offered, we all know, is that during this emer- 
gency we cannot afford the loss of revenue. I should like briefly to 
direct my remarks to this point. 

I have already pointed out that laws which will go into effect on 
July 1, unless modified by Congress, provide for reductions in the 
corporate tax structure. These provide not only reductions in the 
lowest brackets but some in the higher brackets. If the Congress saw 
fit to give relief in the lowest bracket where it is most vitally needed, 
but maintained present rates on higher brackets, there would be no 
actual loss of revenue from a reduction of the normal tax rates from 
30 to 20 percent, on the contrary, it appears that there would be more 
revenue than would be available in the coming year if the present tax 
laws remain in effect. 

In the second place, we are making these recommendations not to 
relieve people of taxes and our Government of revenue, but because 
we firmly believe that these changes would stimulate economic growth. 
You cannot collect taxes unless there are earnings to tax. A farmer 
who keeps taking all the eggs the chickens lay and who does not leave 
them some to hatch into chicks, will soon find himself without any 
hens to lay eggs for him to take. 

It takes no gazing into crystal balls to see that unless some en- 
couragement is given to small business, its earnings will fall rapidly 
and in consequence there will be no revenue to levy a tax on. On the 
other hand, if we give small business the means to prosper and to grow, 
its earnings will increase and we will receive more in tax revenue even 
if the rates are lower. I am firmly convinced that within a short time, 
following the enactment of this proposed legislation, the earnings of 
small business, and big business too—will rise sharply and produce a 
higher return in taxes. : 

In the third place, small business has already made more than its 
proportionate share of sacrifice for the continued emergency this Na- 
tion has faced for the past 15 years. It seems to be that it would be 
simple justice, at this time, when small business itself is facing a severe 
emergency, to shift some of the burden to others, more able to make 
the sacrifice. j , 

Finally, let us not forget that one of the most important things we 
are trying to define in this present emergency is the SRC ENON 
which this land has always offered and which we trust it will always 
continue to offer. Smal] business, I repeat, is the place where op- 
portunity and free enterprise start flowing. If in a near-sighted over- 
concentration on our military defenses we permit this climate of op- 


20675—58—pt. 2——-31 








| 
| 
| 


1764 GENERAL REVENUE REVISION 


portunity to wither away, we will have managed to do ourselves far 
more damage than all the efforts of our enemies. ; 

I repeat, in conclusion, speaking for myself and the majority of 
my colleagues on the Small Business Committee, that if we believe 
in doing our best to maintain our system of enterprise and oppor- 
tunity it is time we took appropriate action to encourage and stimu- 
late it. The modifications we propose are in our view, the very mini- 
mum that can be done—and should be done—in this direction. Many 
of us think this is by no means enough and I am sure all of us have 
ideas on additional things which can be done. But we have subordi- 
nated our own ideas and joined together in these proposals in the 
hope that we can unite in making a start on this vital task of keeping 
this a land of opportunity and we commend them to your attention 
in this light. 

Thank you very much, Mr. Chairman and gentlemen of the com- 
mittee. 

The Cuatrman. Mr. Evins, we appreciate very much your bring- 
ing to us the views of the members of the Small Business Committee 
of the House. We realize that you are speaking for the chairman 
and the majority members of the committee. 

few days ago Mr. Sheehan, who is also a member of that com- 
mittee, appeared before us speaking for himself, and as I understand, 
the minority members of the committee. There are some differences 
in the views of the two groups on your committee, as I understand. 

Mr. Evins. Yes. There are some members on both sides of the 
aisle who would like to go much further. There are some who would 
just like to adopt the President’s recommendations, but our majority 
bill has the President’s recommendations with the one additional pro- 
vision for the plow back. They are all in unanimous agreement that 
something should be done. I know this committee hears many ap- 
peals, but our little committee especially hears the grievances and ap- 
peals on the problems of financing and the first thing they all say is, 
“We should have some tax relief. The burden has been too great and 
too long.” 

The Cuamman. The point I wanted to bring out is the answer you 
have already given us, namely, that though the committee is some- 
what divided as to what should be done there is unanimous thinking 
in your committee that something should be done with respect to the 
problem of small business. 

Mr. Evins. Yes, and we are pretty much in agreement on the pro- 
visions. All of the members were perfectlye willing to support Mr. 
Hill’s bill, the ranking minority member of the committee. This 
other bill was agreed upon by the majority because it went one step 
further, but they would accept the other if this committee would act. 

Of course we have no legislative jurisdiction. The jurisdiction re- 
sides here. 

The CHatrman. Has your committee reached the conclusion that 
most of the problems of small business can be resolved by making ad- 
justments, with respect to tax rates? 

Mr. Evins. Not most of the reas no, sir, Mr. Chairman. There 
are legislative provisions pending with respect to the antitrust laws, 


problems with relation to the procurement of a fair share of Gov- 
ernment contracts under the defense program, and many other things 
are recommended, but first and foremost is tax reduction. 
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Another measure they are considering is the matter of capital financ- 
ing. The small Business Administration we think is doing a rather 
effective job in making loans. Small business has no means of getting 
capital in some instances and when hard pressed they can get a loan. 
They are pretty much up against the wall and Dun & Bradstreet re- 
ports the numbers that are falling by the wayside each year, last year 
having been one of the largest ever. 

The Cuarrman, Are there further questions ? 

Mr. Keogh will inquire. 

Mr. Keoeu. Mr. Chairman, I know it is not necessary for me to 
commend our distinguished colleague to the members of the committee, 
but I should like the record to show that it was my good fortune a 
number of years ago to serve with him on the Select Committee on 
Small Business, and therefore I know of my own knowledge of the 
tremendous diligence and application to the work of that committee 
that our colleague has expended. 

I congratulate him for his continued interest in this important seg- 
ment of our economy. 

Mr. Evins. You are most kind and generous. 

The Cuarrman. Are there any further questions ? 

Mr. Reed will inquire. 

Mr. Reep. Mr. Evins, I was very much impressed with the presen- 
tation that you made here. 

Thank you very much. : 

Mr. Evins. Thank you, Mr. Reed. 

The Cuatrman. Are there any further questions ? 

If not, Mr. Evins, we appreciate your coming to the committee and 
giving us the information you have. 

Thank you, sir. 

Mr. Evins. Thank you. 

The Cuarrman. The Chair understands that Mr. F, Joseph Dono- 
hue desires to join the next group of witnesses listed on the calendar 
and that Mr. Donohue desires to speak for the fifth witness, Mr. David 
G. Bress, who will not be here. Do you desire to introduce the other 
members of the panel of witnesses present, Mr. Donohue? 


STATEMENTS OF F. JOSEPH DONOHUE, ROGER F. MURRAY, R. C. 
VOGT, AND GEORGE S. GEFFS, IN BEHALF OF THE AMERICAN 
THRIFT ASSEMBLY, WASHINGTON, D. C. 


Mr. Dononvt. If I may be permitted to do it, I think it will econo- 
mize your time. 

g The Cuarrman. Without objection we will permit Mr. Donohue to 
0 SO. 

Mr. Dononvr. Mr. Chairman and gentlemen of the committee, I 
am F. Joseph Donohue, a practicing attorney here in the Nation’s 
Capital, and I am serving as chairman of the legislative committee of 
the District of Columbia Bar Association and as chairman of the 
committee on retirement benefits of the American Bar Association, and 
am here particularly this morning as chairman of the American Thrift 
Assembly, an organization that was created just about a year ago 
when upon the invitation of the then president of the American Bar 
Association, the Honorable David Maxwell, from Philadelphia, a 
meeting of some thirty-odd national organizations, each representing a 
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phase of the self-employed, was called in Washington, in consequence 
of which the American Thrift Assembly was formulated. 

We are an association, incorporated under the laws of the District 
of Columbia, of more than two score organizations national in char- 
acter, each again representing a phase of the self-employed, and more 
than 100 other organizations are affiliated with us. Typical member 
national organizations include the American Bar Association, Ameri- 
can Dental Association, American Institute of Accountants, American 
Institute of Architects, American Medical Association, American 
Optometric Association, National Association of Real Estate Boards, 
National Association of Tax Accountants, National Small Business- 
men’s Association, and National Society of Professional Engineers. 

By presenting three witnesses this morning I think we are saving 
the time of the committee, because each of these organizations other- 
wise would be desirous of appearing. 

In the presentation of this matter this morning I would like to 
say to the committee that I have been ably assisted by my colleague at 
the bar, Mr. Ralph E. Becker, of Washington, D. C., who is known to 
most of you, and by his capable associate, Mr. Murray Callahan. 

In order to point up the problem, if I may take just 2 minutes of 
the committee’s time, we have prepared a brief statement in a some- 
what narrative form which we have, perhaps facetiously, called keep- 
ing up with the Joneses, in which we attempt to indicate a comparison 
between Mr. Smith and Mr. Jones, each of whom has had the same 
training, in consequence of which each has become a pharmacist. 
Mr. Jones is employed by a pharmaceutical company. Mr. Smith 
has his own place of business. Each is 45 years of age, married, and 
with two children. At the end of the calendar year the gross annual 
income of both Mr. Jones and Mr. Smith is $6,000. Each has similar 
deductions and exemptions amounting to $3,000, resulting in a taxable 
income for both of $3,000, each paying a like tax of $600, leaving each 
$5,400 in expendable dollars for the year, but because he is employed 
by a pharmaceutical company Mr. Jones has an additional untaxed 
compensation in the amount of an employer contribution of $1,146.03 
to a pension fund, in consequence of which 20 years later at 65 Mr. 
Jones will be entitled to a pension at the rate of $150 a month, so that 
in comparing the net actual annual compensation of both we find 
that because of his relationship to his employer Mr. Jones has 
$6,546.03. 

If Mr. Smith wanted to keep up with Mr. Jones by buying an an- 
nuity to provide himself with a pension of $150 a month for life, it 
would be necessary for him to pay a gross first-year premium of 
$1,146.03 which would reduce his net expendable income from $5,400 
to $4,253.97 or, in the alternative, he would have to increase his gross 
annual income from $6,000 to $7,404.03. 

It is this problem, and in the hope of encouraging the old American 
concept of courage that it takes to battle life alone, it is an attempt to 
make it possible for the seven or eight million unemployed who are 
to chart their own course that we are supporting today, H. R. 9 and 
H. R. 10 introduced by your colleagues Mr. Jenkins and Mr. Keogh. 

In support of this proposition I would like first to present to the 
committee Mr. Roger F Murray, the associate dean and adjunct pro- 


fessor of finance of the Graduate School of Business of Columbia 
University. 
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Dr. Murray. 

The Cuarmman. Mr. Donohue, I noticed you did not complete your 
paper. Would you like all of it to appear in the record? 

Mr. Dononve. If I might, Mr. Chairman. 

The CratrmMan. Without objection, it will appear in the record, 
and, Dr. Murray, you are recognized, 

(Mr. Donohue’s prepared paper follows :) 


STATEMENT SUBMITTED BY F. JosepH DoNOHUE 


Mr. Chairman, my name is I’. Joseph Donohue and I am appearing before this 
committee in my capacity as chairman of the board of directors of the American 
Thrift Assembly for Ten Million Self-Employed. The American Thrift Assem- 
bly came into being at the instigation of the American Bar Association during 
the presidence of David Maxwell of Philadelphia. In appreciation of the fact 
that the many-self-employed individuals have great areas of common interest, 
the American Thrift Assembly soon numbered among its members all of the 
major associations comprised of self-employed. In the interest of economy of 
time I will mention but a few of the organizations represented by the American 
Thrift Assembly: the American Medical Association, the American Dental As- 
sociation, the American Institute of Certified Public Accountants, the National 
Society of Professional Engineers, the National Association of Real Estate 
Boards, the National Livestock Tax Committee, and many many others. 

The American Thrift Assembly has not only served to consolidate the talents 
and energies of all self-employed and to avoid duplication of effort among them, 
but has also coordinated the views of all self-employed on the subject of this leg- 
islation. In practical terms this latter accomplishment means that you gentle- 
men will be subjected to only one hour of testimony rather than the several 
days which might have been required if each organization we represent ap- 
peared on their own behalf. I am also pleased to say that you may rest assured 
the testimony that we present here today is truly representative of the views 
and opinions of the millions of people for whom we appear, 

On behalf of the millions for whom we speak I trust that this committee will 
give its most serious and deliberative consideration to the inequity under which 
the self-employed now labors. The legislation now before you, which is com- 
monly known as the Jenkins-Keogh bill, will in our opinion remove the present 
legislative discrimination which now prevent the self-employed from providing 
for his old age security on the same basis as the employed individual. I am 
sure that you are all in agreement that there is no logical reason for segre- 
gating the working class in private enterprise on the sole basis of his type of 
employment. The adoption of this legislation is obviously in the best interests 
of our national welfare and security and in the spirit of traidtional American 
fair play and equal treatment under the law. 

3efore introducing our witnesses I would like to pay tribute to the work of my 
cohort and fellow lawyer our general counsel, Mr. Ralph E. Becker and his able 
associate Mr. Murray Callahan, While I know that Mr. Becker is no stranger 
to this committee I want to express the appreciation of all whom we represent for 
his outstanding work in the preparation of the case which we are about to pre- 
sent. I might add, with only a twinge of selfish remorse, that Mr. Becker like 
the rest of us on this committeee have given of our time and talents without 
compensation, 


Mr. Murray. Mr. Chairman and gentlemen, I believe you are all 
thoroughly aware of the primary purpose of H. R. 9 and H. R. 10, 
known as the Self-employed Individual Retirement Act. It is de- 
signed primarily to reduce a glaring inequity which operates against 
a person working for himself. This inequity arises in the making of 
provision for retirement income. Some 14 million people employed in 
private industry are seeing pension benefits accumulated for them 
through qualified plans under which their employers are quite 
properly permitted to deduct contributions from corporate net income 
subject to the Federal income tax. 
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Eventually, of course, the employees will pay a tax on the pensions 
which they will ultimately receive, but in the meantime there is this 
substantial tax deferment. 

The self-employed, conservatively estimated at 714 million people, 
on the other hand, must do whatever saving they can out of net in- 
come after taxes. This is the case of Mr. Smith and Mr. Jones. In 
their role of employers of themselves they cannot deduct provision 
for retirement from what income their activities produce. 

This bill is designed to correct this situation to a limited extent. 
Under its provisions a self-employed individual would be allowed to 
deduct each year a retirement deposit amounting to 10 percent of his 
net earnings or $5,000, whichever is less. There are additional pro- 
visions for individuals over 50 and for carrying forward unused de- 
ductions. This proposal differs from the one which has been adopted 
in Canada, however, in that no individual covered under any public 
or private pension plan would be eligible. This is the substance of the 
proposal without going into any of the more technical aspects. 

The person who wishes to work for himself and yet provide for his 
old age through his own efforts would be afforded an opportunity to 
do so, not on any preferential basis but simply on the valid grounds 
that he is in a very real sense an employer of his own talents and 
energies. 

e are talking about several large groups in the categories of the 
self-employed—farmers, small-business men, and professional people. 
Among the professional people are the doctors, lawyers, accountants, 
engineers, scientists, dentists, druggists, and so forth. All of them 
are making an important contribution to our economic and social life 
as individual enterprisers. None of them should have economic pres- 
sures applied to make them seek employment from others. 

The independent scientist or engineer, for example, should be af- 
forded every opportunity to make his contribution to the present emer- 
gency without being required to seek employment from others in order 
to save more effectively for his future. In hichly personalized activi- 
ties, such as legal and health services, there is surely no intention to 
discriminate against partnership or individual career efforts. Yet this 
is what we are doing under present arrangements. 

Correction of the existing inequity is long overdue. The temp- 
tation, however, is to postpone action in view of the current narrow 
margin of receipts over expenditures and the probability of rising 
expenditures for national security. 

I submit that there are at least three good reasons for action now: 
First, there is no immediate prospect, I assume, for a comprehensive 
tax-relief measure in which this proposal might be incorporated. Yet 
it deserves a high priority in our thinking as we strive for equity and 
equality of opportunity. 

In the meantime we are not hesitating to call upon these independent 
enterprising citizens to make their full contribution of their energies 
to the growth and strengthening of our economy. 

My second reason: this kind of a provision takes a long time to 
become fully effective. The bill in a sense is only enabling legislation. 
It does not automatically make available the arrangements for a sin- 
gle individual to make his retirement deposit. The needed facilities 
require time and effort for their development. 
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Even a widespread understanding of the bill’s provisions would 
require months of educational work. We are probably talking about 
1960 before really large numbers of the self- employed would know 
how or where to make a retirement deposit. There is nothing quite 
like making a start on this kind of a complex arrangement. 

Finally, as my third reason, the loss in current tax revenue as repre- 
sented by the tax deferral would be ver y modest for several years. 
The reduction of this inequity would not materially affect revenues. 
The tax deferral for the current calendar year might be well under 
$100 million. 

The grounds for the first two reasons I have given, I think, are fairly 
self- evident, but the third one, namely, that the tax deferral will be 
modest during the several early years, does require some substantiating 
facts, particularly in the face of the Tre: asury Department estimates 
that the tax deferral might run up to $430 million a year. 

These are matters of opinion and I cannot argue that several years 
from now the Treasury’s estimate might be a reasonabie measure of 
the tax deferral, but I do suggest that the prospects for the first year 
or 2 or 3 are much less threatening to the budgetary situation. 

I believe that the Treasury has miscalculated in the time involved 
in the development of a program such as this. My position is based 
on observation of savings trends over a long pene of years. Habits 
are slow to change. Inertia is strong. New savings programs with 
or without tax advantages require facilities, convenience, and promo- 
tion. 

Let me illustrate. Just 4 years ago the New York Stock Exchange 
devised its monthly investment plan to encourage more people to buy 
common stocks in smal] amounts as a form of systematic saving. They 
had as a ready market some 8 million people who already owned com- 
mon stocks and who might, therefore, be ready to adopt this new plan, 
being familiar with stock investment. 

Despite aggressive advertising and promotion, only 65,662 of these 
monthly investment plan accounts were in existence at the end of 1957, 
and in the entire period of 4 years, only $80 million had been invested 
through this medium. This does not prove that the New York Stock 
Exchange had a poor idea or that the plan will never grow to large 
proportions. It simply proves that any new savings plan take years 
to develop, even if it has convenience and promotion. 

After all, it took a hundred years and wartime inflation to produce 
a peacetime growth rate of a billion dollars a year in mutual savings 
bank deposits. Yet the tax deferral estimate of the Treasury Depart- 
ment assumes retirement deposits of a billion dollars or more. 

This lethargy in taking advantage of new savings opportunities has 
to be overcome by the aggressive promotion of convenient facilities. 
Eventually we can visualize that the lar ge corps of life insurance sales- 
men would be equipped with restricted retirement policy offerings, but 
first. the contracts must be developed and checked against Treasury 
regulations which have not vet been written. 

Then the salesmen must be trained to explain them and the home 
office prepared to service them. 

Equally time consuming will be the preparations of banks and 
trust companies to establish restricted retirement funds on a broad 
scale. 
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As the facilities become widely available, backed by strong educa- 
tional and promotional efforts, the extent of participation becomes a 
function of net earnings of the self-employed and the availability of 
liquid assets with which to make the deposits. 

‘he Treasury Department estimate assumes that actual deductions 
will range from 15 percent of the maximum for taxpayers with less 
than $3,000 of income up to as high as 6634 percent of the maximum 
for those with incomes in excess of $20,000. No one can say that this 
degree of participation is impossible at some distant future date, but 
we can say this: If this high rate of participation which the Treasury 
assumes were achieved in less than 5 years’ time, it would probably 
represent the most successful savings promotion in the history of the 
country, but the argument remains that the tax advantage would pro- 
duce some such response. 

The assumption apparently is that liquid savings would be shifted 
from other forms in large amounts. 

However, this assumption is I think open to serious question on 
several grounds. Liquid assets required in the operation of the busi- 
ness or profession are just not available. Emergency funds and re- 
serves will not serve these purposes in a restricted retirement fund. 

Making the retirement deposit means relinquishing investment 
management of the assets; for younger men, savings motives other 
than retirement bulk larger, notably the needs of developing the 
business, home ownership, life insurance protection, and so forth, 
so that the tax saving is by no means an exclusive consideration. It 
is simply one of the many which the individual self-employed must 
consider in making his total financial plan and commitment. 

If the most likely first participants in self-employed retirement 
programs would be older persons, as we might suspect, it is worth 
noting that the period of tax deferral would be materially shortened. 
Their withdrawals after age 65 would start being taxed by the time 
widespread participation was obtained from younger age groups. 

In a very real sense then we are considering a slowly moving thrift 
program which eventually would gather real momentum and produce 
a broad equalization of opportunities to provide for retirement as 
between the employed and the self-employed. 

Basing my opinion on the pattern of behavior so clearly shown by 
other savings programs in their early years, it is my considered judg- 
ment that the near-term tax deferral involved in H. R. 9 or H. R. 10 
is most unlikely to reach or exceed $100 million. This estimate has 
been supported by other qualified experts, as is shown in the Amer- 
ican Thrift Assembly Memorandum. This seems like a very modest 
price to pay for the adjustment of an inequity to an important group 
of our citizens who can over a long period of years make an important 
contribution to the vital savings stream as one aspect of their con- 
tinuing effective participation in our society. 

The need for a high and steady flow of savings for growth without 
inflation will be directly served by this step in the removal of the ex- 
isting inequity to the self-employed. 

Thank you very much for your attention. 

The Cuarrman. Thank you, Dr. Murray. 

Mr. Krocn. Mr. Chairman, is it your intention to have them com- 
plete their formal presentations? 
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The Carman. Yes, and then all of them will be available for 
questions. 

Mr. Kroeu. Thank you. 

Mr. Donouvr. May I present, Mr. Chairman, Mr. ——- F. Geffs, 
a practicing attorney for some 37 years from Janesville, Wis., and a 
member of the board of directors of the American Bar Association. 

The Cuarrman. Mr. Geffs, you are recognized, sir. 

Mr. Gerrs. Mr. Chairman, I would like leave to submit a written 
statement which has been prepared and to make a few remarks and 
state some observations. 

The Cuarrman. You would like the written statement to appear in 
the record, however ? 

Mr. Gerrs. Yes, sir. 

The Cuamman. Without objection it will be included in the record. 

(Mr. Geffs’ prepared statement follows :) 


STATEMENT SUBMITTED BY GEORGE S. GEFFS 


My name is George S. Geffs. I am a practicing lawyer from Janesville, Wis. 

The 1955 statistics show 47.81 percent of all lawyers in the United States 
practice in communities of less than 200,000 population. These smalltown law- 
yers have many farmers, men of small business, working men and women, widows 
and orphans, principally, as their clients. 

The lawyers in the small communities fill a very definite niche in the processes 
of constitutional government, and the maintenance thereof. They are not only 
lawyers and advocates, but are of necessity psychologists, doctors of men’s souls 
and of their spirits, and sometimes bankers. They are aware of the hopes, de- 
sires, distresses, troubles, ambitions, fears, and frustrations of many of our citi- 
zens. 

They are day in and day out explaining, teaching, advocating, and emphasiz- 
ing to many thousands of clients made up of the rank and file of our citizens, the 
principles of government by law rather than government by men. They are on 
constant guard opposing the overreaching by any bureaucracy of the rights of 
their clients. 

Most of them are hard workers, long hours, long day, many hours at night, 
Sundays, and holidays included. They have no row of machines grinding out 
products for the market place. They have no pushbuttons to turn on the power 
to operate the machines. Their stock in trade consists of long hours and a few 
brain cells to be exercised continuously. They have no paid vacations, no fringe 
benefits of any kind. They must provide their own security and care for their 
own, and there is no place on the 1040 income tax return for the depreciation of 
their faculties. Many average a 60-hour week over many years. 

The lawyers of small communities serve their communities gratuitously in 
every capacity imaginable, as for example, school boards, city councils, village 
boards, county boards, fire and police commissions, park commissioners, church 
boards, community funds, charities of every description, and in every community, 
every worthwhile project. This is in addition to their avocation as lawyers. 

The mean income of all nonsalaried Lawyers in the United States was: 


For the $60F 1000... 0. onnicnn nnd ddcietinnapndin oh hecgeniei adie $8, 489 
FOr Ce FORE TOG ks iecntic ree eateninncneptid whheetntendh aliens nea ee 8, 855 
ew Cie PE Vii cing ttn enn esis sith adatom cna asa tliat 9, 021 
ee Sn SR Mckee aes mn ers oaaiinemaidemigonabnandtians 9, 392 
FOG SO FORE. Fe Rance nti be nis nisin Sli eae edaaie eel 10, 258 


The mean income is arrived at by dividing the total income by the total num- 
ber of income recipients. 


The median income of all lawyers in the United States for the same years is 
as follows: 


For the year 1960_........_..... Sane co rl latch nie ee eh Ee $5, 722 
Or Ge FORr WCE. oS nsdn nc ccbinennblcdadddahd bbc 6,112 
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Median income is that income which represents the middle amount, that is, 
half of the income recipients are above and one-half are below. These figures 
are taken from Part II: Lawyers of the United States, Distribution and In- 
come, by the American Bar Foundation. 

The taxable year of 1948 was the last year that an earned income tax credit 
line appeared on form 1040 for individuals. About this time, retirement plans 
became available to corporations, and were encouraged by our tax laws, passed 
by the Congress, permitting corporate and other employers to set up retirement 
plans, and defer income taxation upon the amounts set aside for retirement until 
the recipient retired and began to receive the retirement fund, after age 65. 

Prior to July 1947, only 10,399 plans had been approved by the United States 
Treasury. By the end of June 1957, there were nearly 38,000 plans. About 
65 percent of these were pension plans, and the balance were deferred profit 
sharing retirement programs. The pattern in pensions has been one of ever- 
increasing benefit amounts, from both social security and private plans. For 
example, pensions in the auto industry for a 30-year employee have gone from 
$100 a month in 1950, to $176 a month, including social security. 

The self-employed, after 1943, were no longer entitled under the law to an 
earned income credit. The tax rate for several succeeding years became higher 
and higher, and is now threatening to become higher to furnish needed reve- 
nue, imposing a greater load of taxation upon the self-employed. It became the 
role of the self-employed to make up the needed revenue by reason of the defer- 
ment taxation upon taxable income as set out, authorized and encouraged in re- 
tirement plans. 

I happen to know a lawyer practicing in a small community. He is a success- 
ful lawyer, and his earnings have been much higher than the average. His 
income as a lawyer, after deducting the $1,000 standard deduction, and 2 ex- 
emptions, was as follows: 





Net Federal State Total Percentage 
Year income income income tax of net 
tax tax income 
WON eet teaa biting as sete~ddtointieiteiele eee $11, 950 $3, 752 $468 $4, 220 35.3 
Ae ianatenal adnddlilanaeerne mae 18, 727 6, 653 916 7, 570 40.4 
Sse bet Mab ctisglnl~-s<cc ped e>--- a 14, 250 4, 577 641 5, 219 30. 0 
BO aici st Ans. 2S Bask btol ence a 13, 500 4,045 559 4, 605 34.1 
| SSRIS TERE a ie 18, 750 5, 887 821 6, 7 35.2 
a 13, 500 3, 540 683 4, 224 31.3 
ebb obs sooo ee ge woe kdne 16, 350 4,875 867 5, 742 32. 07 
| RL ree eee , 20, 000 5, 392 1, 560 6, 952 34. 76 
i ccexiekowvd anengh<iek ancetaae a hots 24, 000 7, 592 1, 421 9, 003 37.5 
SAR EAR Ao edos ob lied hadntesasepnckeor 24, 000 7, 592 L, 421 9, 008 37.5 
Geet Se. nat 2 cote 22, (000 | 6, 752 1, 256 8, 008 36.4 
WER it uc 2 St liscseol ot oj AE Se 17, 743 4, 510 | 1, 200 | 5, 710 32.1 
I eee nese Hesse | 19, 610 5, 147 | 1, 376 | 6, 523 33. 26 
i peek ek ae 


Had this individual been allowed a 10 percent credit on net taxable ineome, 
or been permitted to have deferred 10 percent of net taxable income, as he was 
prior to 1943, for the years set out in the table, 1944 to 1956, inclusive, he would 
have made total deposits in a retirement fund approved by the Treasury Depart- 
ment amount to $21,663. With the accumulated interest and earnings upon this 
fund, he would have enjoyed, subject to existing tax returns, a nice and well- 
earned annuity upon reaching age 65. 

Take another example. A young lawyer began practicing in a small city in 
1949. Heis now 32 years of age, with 33 years to go until he is 65. 














| | 
Year Exemp- | Taxable Tax | Year | Exemp- | Taxable Tax 
tions income tions | income 
epee BONE ugh SL od: sails SE boriise 2 ae ee 

ele Cee 3 $3, 128 er 4 $1, 782 $395. 70 
mpi wus, cc2ci88 | 4 4,848 865. 92 } eee 5 3, 676 735. 36 
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Under this proposed bill he would have been able to deposit $2208 for retirement’® 
over this 8-year term. With such a retirement deduction each year, he would 
be able to live with some degree of comfort upon retirement, provided of course 
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that he lives to be 65, his dependents would have something for their bread and 
butter that he had provided. 


Had the first lawyer whose earnings as a lawyer have been set out, been em- 
ployed by a corporation at a salary similar to his earnings, tax would have been 
deferred on at least 10 percent of his earnings, his workweek would have been 
much shorter, he would have had fringe benefits in addition, such as group in- 
surance, stock options, ete. He would have served only one client and his re- 
sponsibilities would have been much less. 

Why the discrimination in the tax situation? I have been unable to see any 
good reason for the discrimination as to the millions of self-employed. How 
much longer can we stand this discrimination? 

The reports are that we spent $100,000 per day to prevent discrimination 
against 7 children. What about 10 million self-employed citizens in the matter 
of income taxation? Every Government contract for many years, that I have 
seen, has a provision providing that there shall be no discrimination by reason 
of race, color or creed. If there should be no discrimination against employ- 
ment, why should there be discrimination in taxation among individuals? Why 
should being self-employed be held against an individual in the field of taxation? 

It is a general rule of law that taxation must not be discriminatory. Why 
should a corporation, or why should an individual operating under some other 
form of business organization, who hires people, be permitted to defer a por- 
tion of taxable income from taxation by setting it up in a retirement fund, when 
the self-employed cannot do likewise? 

To me, it is not so much a matter of money involved in this discrimination, 
as it is a matter of principle. This idea of imposing this burden upon the 
self-employed results, in the final analysis, in the crushing of the spirit of self 
reliant, thrifty citizens who, in my judgment, are the backbone of the Nation. 
We must have this class, and many of them, of individual enterprisers. We 
must have lawyers who are not concerned with a salary, who have no great 
retainers, or in many instances none at all, if America is to resolve its prob- 
lems and continue to make progress. What would happen to this country if 
our self-employed were all working for some employer, corporate or otherwise? 
Where would the word liberty and freedom fit in the picture? What would 
happen to the spirit of self-reliance, of pushing ahead, and of making progress? 
These self-reliant, self-employed citizens ask nothing more than equal treatment 
before the tax laws. 

The theory that the king can do no wrong is as reprehensible in 1958 as it 
was in 1776, in the minds of most of this great number of self-employed people. 


Mr. Gxrrs. At the outset I want to say two things. 

First, anything that I say is not any expression of the American 
Bar Association with which I have been affiliated as an officer and a 
member for many, many years. 

Secondly, father time has rolled the calendar around often enough 
that if this bill was law today it would have no effects as far as I am 
concerned. 

Therefore, I have no personal interest in this matter, but as a coun- 
try lawyer, if you please—and I rather glorify in that term—I have 
a very vital interest in the young men and women of this country who 
are endeavoring to become successful in their businesses. 

Let me tell you an incident that happened yesterday morning in my 
office before I left at noon to come down to Washington to testify be- 
fore this committee. 

A young farmer and his wife came in. They are in the neighborhood 
of not over 45 years of age. Asa matter of fact, I knew fathers on 
both sides and have known these young people from the time they 
started continuously over the years. 

Now, they have 160 acres of land out in the country. There is 1 
daughter who is past 18 years of age, shortly before December 31. 
She is employed in the city and drives back and forth to earn wages. 
There is another daughter and then two young husky boys old enough 
to drive tractors all summer long and to milk cows. 
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Here is what the figures show: They had gross income like this. 
Milk, $13,000 plus; eggs, $13,000 plus; and hogs, $4,000 plus. The 
had $21,000 plus gross income that came off that 160 acres of land. 
That is better than $125 an acre gross, and I will leave it to Congress- 
man Byrnes if that isn’t good for Brown County, Wis., as well as 
Rock County, Wis. 

Here are the expense items. The largest item of expense was 
$4,999 for protein feed for the stock raised on the farm. The next 
item is repair and maintenance of a little less than a thousand dollars. 

The next highest item was oil and gasoline of about $900. The 
next was a real estate and personal property tax of $713.33 on this 
160 acres of land. 

When we are all through he still has a net taxable income of $470. 
The tax bill for the Federal tax, for the Wisconsin State income tax, 
and social security was $499.84. 

He hands me his checkbook and he says, “Write the checks.” As I 
was writing the checks he says, “George, I thought I would have 
$2,700 to pay on my mortgage this year, but I won't.” 

He says “Over $100 per month off of this farm I have to pay in 
taxes.” 

He says “You know, I would be a lot better off down here in the shop 
with shorter hours, more wages, pension plan, and unemployment in- 
surance.” 

Then it took the fatherly advice of the old lawyer for 15 or 20 
minutes to tell him why he should not. 

Now, that can be repeated time after time. 

Let me give you another example. I happen to know a young 
lawyer that is physically handicapped, so much so that he couldn't 

ass any physical examination for any kind of a Government position. 

e is now 32 years old. He is practicing law. In 1950 he had four 
exemptions. He had $4,848 of taxable income after his deductions, 
and he paid $85.92 Federal income tax. In 1951 his taxable income 
was $4,318, and he paid $887.36 in Federal income tax. 

In 1952 he earned $3,873 net taxable income and paid $859.88 in 
Federal income tax. 

In 1953 he was very ill and dropped down to $1,782 but, nevertheless, 
he paid $395.70 in Federal income tax. 

In 1954 with another dependent he earned $3,676 and paid $703.36 
Federal income tax. 

In 1955 with 5 in the family he earned $2,414, and paid $578.30, and 
in 1956 with the fourth child, $2,882 was the next taxable income and 
he paid $576.48 Federal income tax. 

In addition there is a State income tax, and what I am concerned 
about, gentlemen, is how are these young fellows going to acquire a 
home and pay for it? How are they going to get anything ahead? 
How is it possible ? 

Now, let’s go back just a second; 1943 was the last year that an 
earned income tax credit line appeared on the 1040 income-tax return. 
At about that time we got legislation providing for the deferment 
of income tax set up pension and retirement funds and up to June 
1947 there had been 10,399 plans approved by the Federal Govern- 
ment, and in June 1957, 10 years later, there had been 38,000 plans. 

Sixty-five percent of these plans, approximately, were plain pension 
plans or noncontributory. 
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I happened to have the income of a lawyer who had practiced 
for 24 years when 1944 came along. Earned income credits went off. 
During those 12 years up to 1956, had he been permitted to continue 
the earned income credit or in lieu of that, been permitted to defer 
10 percent of net taxable income as a retirement benefit of his own, 
he would have been able to lay away in that 12 years in that annuity 
fund $21,663, the peak of his earning power. 

The thing that strikes me about this whole picture is there some- 
thing deeper to this, something more vital, than mere money. 

I cannot understand why this loss of revenue should cripple the 
Treasury of the United States. I think there is something deeper 
than money involved here and that is this: 

Before the law all men should be equal. Tax laws should treat 
everyone with equality. That is fundamental. We all believe in 
that. But what hae happened here since 1943? A great amount of 
otherwise taxable income has been deferred without the tax being 

aid. The tax will be paid by the recipient when he begins to receive 
it. Atleast it will be reported on the returns. 

The amount of taxable money is less in proportion and the self- 
employed have had their earned income credit abolished, so they 
pay more and more and more to make up the needed revenue. 

It is just that simple. That is what has happened. It is my thought 
that we should abolish this discrimination that exists. 

After all, here are 10 million self-employed people—farmers, 
lawyers, doctors, dentists, physicians. They all have their proper 
place. Let’s just suppose once that they all work for corporations and 
we have no self-employed people. I just want to know what would 
happen. We could fold up our tent like the Arabs and steal silently 
away because our country would be all through. It is these self-em- 
ployed energetic, thrifty people that are willing to go out on their own 
and take their chances, win or lose, that are the backbone of this Nation 
of ours as I see it. We must do something to encourage them. In the 
example I gave you, just given a little bit of advice the other way and 
he would have done the very thing that I am talking about that 
shouldn’t happen. 

Another thing. Every Government contract that I have looked at 
in the last 20 years has provided that there should be no discrimination 
of employment or wages because or race, color, or creed. That is 
standard. If I read the newspaper correctly we spent more than 
$100,000 per day for quite a few days to keep 7 little children from 
discrimination. What about this great group of our self-employed, 
reliable citizens, who for 12 years have been in this category. 

Why shouldn’t they just have equal treatment. That is all that we 
ask. 

I believe, gentlemen, that this doctrine that seems to prevail every 
so often about the divine right of kings and the king can do no wrong 
is just as reprehensible in 1958 as it was in 1776 so far as the great mass 
of self-employed people in this country are concerned. If this matter 
is called to the attention, as it has been, of the Members of this Con- 
gress, I think, and I am so informed that a great majority of them 
will be in favor of it, and this I think should be something con- 
structive. 

Thank you. 
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_Mr. Dononvz. I now present Mr. Robert C. Vogt, consulting en- 
gineer of Cincinnati, Ohio. 

The Cuarmman, You are recognized, sir. 

Mr, Voer. I would like to file a copy of my paper for the record on 
this matter, and also ask permission to make some remarks pertain- 
ing to it. 

The Cuamman. Without objection the paper will be included in 
the record and you are recognized to proceed. 

(Mr. Vogt’s prepared paper follows:) 


STATEMENT OF THE NATIONAL Society oF PROFESSIONAL ENGINEERS 
Re SELF-EMPLOYED RETIREMENT LEGISLATION (H. R. 9, H. R. 10) 


Mr. Chairman, my name is Robert C. Vogt. I appear as the designated repre- 
sentative of the National Society of Professional Engineers to the American 
Thrift Assembly, and as a member of the executive committee and board of di- 
rectors of the American Thrift Assembly, In my professional capacity as a 
registered professional engineer, I am a partner of the consulting engineering 
firm of Vogt, Ivers, Seaman & Associates of Cincinnati, Ohio. 

The National Society of Professional Engineers, a nonprofit organization com- 
posed of 43,000 professional engineers, all of whom are registered under the 
applicable state engineering registration laws, appreciates this opportunity of 
presenting to this committee certain comments on an aspect of the Jenkins-Keogh 
proposals: namely, their relation to one of this country’s most vital professions— 
engineering. 

At the outset may we state that this discussion is designed to supplement the 
presentation of the American Thrift Assembly. The National Society of Pro- 
fessional Engineers is a contributing member organization of the ATA and is 
represented on both its board of directors and executive committee. We would 
state for the record the NSPE fully endorses and supports the position taken by 
the American Thrift Assembly with respect to the Jenkins-Keogh bills, H. R. 9 
and H. R. 10. 

It is not a novel thought for us to mention that recent international develop- 
ments have pointed up this Nation’s need for skilled brainpower. One need only 
pick up a daily newspaper to read about the various proposals which have been 
advanced for the Federal Government, State and local governments, industry, 
and the educational institutions to meet this requirement. It is not our purpose, 
of course, in this presentation to discuss the relative merit of the diverse pro- 
grams which have been suggested to improve and stimulate the output of our 
scientific and engineering brains. There is, however, before this committee a pro- 
posed Federal program by way of tax equalization which can materially aid our 
technological progress, which everyone agrees is so vital if we are to maintain our 
status as a free nation and a world power. We refer to the bills introduced by 
Representatives Jenkins and Keogh to permit a tax deferment to self-employed 
citizens on sums placed in private retirement plans or annuity insurance. 

To state this point in as concise manner as possible, it may be said that the 
Jenkins-Keogh measures would encourage our scientists and engineers to feel 
that degree of self-reliant individualism which is so vital for the fullest develop- 
ment of their technical competence. A scientist or engineer who may be classi- 
fied as a self-reliant individual is one who, upon his own initiative and drive, 
seeks more than that which is offered him in a formal undergraduate education. 
He has the desire to expand his range of knowledge and explore the unknown 
or undeveloped. He has enough fortitude, if you will, to follow his own convic- 
tions toward the solution of a problem or the fulfillment of a dream. It is this 
type of person upon whom the future security of our Nation depends. 

Without having to place undue emphasis on the factor of personal security in 
his choice of an avenue through which he will offer his knowledge, the scientist 
or engineer, assured of the benefits of a comprehensive and fair retirement pro- 
gram, would be freer to offer his services through the channel which, according 
to his individual opinion, will prove most productive of his technical talents. 
By permitting a self-employed consulting engineer, for example, an opportunity 
for retirement benefits equal to those of his professional brothers who are em- 
ployed, the Jenkins-Keogh bilis will materially assist his opportunity for freedom 
of thought and activity. 
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It should be made clear that a large segment of the Nation’s engineers and 
scientists are employees and in that capacity come under the employer’s retire- 
ment program. It will probably always be true that the majority of engineers 
and scientists will be employees. Nothing stated here should in any manner be 
construed as lessening the great importance of this part of the profession to our 
economic development and scientific advancement. There is a growing recogni- 
tion of the necessity and desirability of looking toward the self-employed con- 
sultants for certain research and development aspects of the defense program. 
This is particularly so in the case of highly specialized and unique technological 
problems which a self-employed consultant may be in a better position to handle 
on an efficient and expeditious basis. 

There are a number of definite advantages to the Government and industry in 
using consulting engineers for certain supplemental or highly specialized aspects 
of the project. Flexibility of operation is a distinct advantage, in that a con- 
sultant may provide his special knowledge and skill to highly complex aspects 
of the project to a number of firms or governmental agencies. Were it not for 
this type of special arrangement such organizations would, in many cases, be 
required to maintain a highly skilled specialist on the permanent staff even 
though there was not a continuous need for that special service. This exempli- 
fies the urgent necessity of encouraging and maintaining a strong engineering 
and scientific consulting force in the country to provide such highly technical 
service, and to utilize the special talents of the consultants to the maximum 
degree. 

Computer technology is now an indispensable element in efficient development 
of modern defense techniques and other scientific processes. Some of this highly 
complicated work can be done effectively on a full-time-employee basis. Other 
aspects, however, require tremendously expensive equipment and highly special- 
ized training, and often it is most efficient to retain a consultant who has this 
equipment, knowledge, and experience to deal with a particular problem. There 
are many other similar examples wherein the consultant is vital to the defense 
opration, such as electronic control equipment development, temperature-control 
techniques and devices and communications systems, to mention only a few. 

It should also be noted that the use of consultants along the lines indicated 
has the very important advantage of promoting the most effective utilization 
of the searce skills which plague our defense effort. The President’s Committee 
on Engineers and Scientists and all other agencies and individuals who have 
studied the engineering and scientific manpower picture are agreed and have 
stressed the fact that improved utilization is the most important thing we can 
do now to meet our skilled personnel needs. If we may quote from our own recent 
public statement on the manpower question: “Experience has shown that we 
have wasted engineering talent by using it at a level below that which it is 
capable of performing. Improved utilization of engineering talent can do more 
for an immediate need than any other single program.” 

From the standpoint of the total national welfare, then, we submit that it is 
vitally important for the Federal Government to do what is reasonably and 
properly can do to place no roadblocks in the pahs of hose whose specialized 
knowledge may best be utilized as self-employed consultants. It is obvious, of 
course, that the present Federal tax laws are a roadblock for such persons because 
of the penalty which must be paid by the self-employed in terms of retirement 
income protection. The Jenkins-Keogh bills will remove that roadblock, 

Another phase of this problem which is of general national concern is that we 
must do a better job of identifying, stimulating, and helping those young people 
who have the aptitude for engineering and scientific study into making those 
vital professions their career choice. How does this responsibility relate to the 
Jenkins-Keogh legislation? That relationship exists within the atmosphere and 
psychology surrounding the young people when they are considering paths of 
career development. Shall their career goal be oriented toward one of the 
professions or toward a business occupation? The Jenkins-Keogh legislation 
would be a major contribution toward the enhancement of the professions from 
an economic standpoint and would assist in establishing a climate favorable to 
the professions for career development. Surely, we will do well to recognize 
that these young people are aware of the economic aspects of various career 
choices and are conscious of the widespread pattern of retirement income pro- 
tection. The Jenkins-Keogh plan will, of course, enablbe the professions to ap- 
proach some degree of equality with other groups in this respect and thus make 
the choice of a professional career more attractive. 
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The stimulating drive which serves to keep our highly capable scientists and 
engineers mobile and adjustable is the relative constant need to solve diverse 
problems in a variety of ways or methods, depending upon the particular com- 
pany or agency which has engaged the services of the consultant. The varying 
circumstances surrounding each project serve to help the consultant keep abreast 
of changing developments and processes and allow him to perform a variety of 
jobs with a high degree of facility. 

Such technological versatility is essential to our economy today. A tax-equal- 
ization program such as that proposed by Jenkins-Keogh will do much to stimulate 
and encourage the development of the self-reliant, individualistic scientist or 
engineer who is free to take the risk of establishing a general or specialized 
consulting office so that he may offer clients new ideas, techniques or methods— 
the lifeblood of technological progress—without having to pay the penalty of 
sacrificing personal security which is availabble through the retirement programs 
of employers under the current provisions of the Internal Revenue Code. Given 
that degree of self assurance recommended by the Jenkins-Keogh legislation, 
the ingenuity and resourcefulness of America’s engineers will not let us down. 

Mr. Vocr. My name is Robert C. Vogt. I appear here as the desig- 
nated representative of the National Society of Professional Engi- 
neers. The National Society of Professional Engineers constitutes 
about 43,000 professional engineers who have qualified under the vari- 
ous States to practice engineering in their respective States and in the 
District. 

Our firm I think could be classified as a typical firm in this country. 
We employ in the organization about 200. We maintain offices in 
Cincinnati and Chicago. We do general consulting engineer work. 
We employ every year 15 to 20 young graduate engineers and there- 
fore interview hundreds of students graduating from the various 
colleges in this country, so I fee] that we are very familiar with their 
desires, their aims, their ambitions, and I think we are able to speak 
for the older consulting engineer with respect to the effect of this bill 
on his everyday existence. 

We of course want to be sure that the record shows that NSP, and 
I think that can include all engineers in private practice, are fully 
in support of this legislation. 

It is not a novel thought for me to mention that recent international 
developments have pointed up this Nation’s need for skilled brain- 
power. You pick up the paper and there is sure to be an article im- 
plying that we are lacking in engineering capacity. There are sug- 
gestions made as to how national legislation may provide for in- 
creasing our manpower, and how State legislatures and the institutions 
of higher learning should provide to bring our standards up in this 
particular field, and, I am not denying that there is not somewhat of a 
need for a portion of those articles. 

However, I think that the problem is one of climate of removing the 
roadblocks that now exist in this country with respect to the operation 
of the engineer and scientist and I think that that can be accomplished 
much more quickly and we can obtain the needed technical manpower 
of engineers and scientists for these roadblocks to be removed. 

The roadblock with respect to the present practicing engineer and 
scientist I believe basically can be removed by the passage of this 
legislation. There are of course—and I don’t want to take away from 
their ability or their position in the economics of this country— 
many, many engineers and scientists who are employed by industry, 
by the Government, and others, and they have their place and there 
probably will always be the majority of engineers and scientists in 
that field. 
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However, the self-employed engineer and scientist during the past 
10 years has proven that he is the reserve ammunition, so to speak, for 
the accomplishments of the programs which by necessity develop over 
the years. Particularly let’s go back and review the accomplishments, 
as you might say, of the engineers and scientists in the Second World 
War. If it had not been for the architects, the engineers, and the 
scientists in the consulting organizations at that time I think every- 
body is prepared to admit that we would have never been able to build 
the runways, the airfields, the camps, and all the rest of the equipment 
and so forth necessary for the effort at that time. 

The Seabees and other organizations of the military organizations 
were not staffed by the military that was available. There was not 
enough of them and certainly the Seabees and the other organizations 
of the other branches, being made up in large degree of the consulting 
engineers, contractors, and so forth throughout the country, provided 
the necessary supply source for that effort. 

There are many others, but I would like to just take one more il- 
lustration. During 1956 Congress passed, as you all know, the high- 
way act which provides for the Interstate Highway System and in- 
creased the highway program. At that time, and I am sure many of 
you will remember, there appeared before you a lot of people who 
said that that program was impossible of accomplishment in the 
period that it was programed for, 18 years. 

One of the primary items was that there would not be engineers 
and scientists enough available to Sree that type of program. To- 
day we are 3 percent ahead of schedule on the Interstate Highway 
System and the engineers portion of that program, I am glad to re- 
port, is further than that. 

We have met your requirements. The professional engineers, the 
consulting engineers, and the scientists of this country have always 
come forward to meet the programs which are laid out for them and 
this we thing justifies the existence of the consulting engineer and 
the scientists as an individual self-employed, prepared to swing into 
action on any program that is to the national] interest. 

There is another phase of roadblock which we have become very 
familiar with and that relates to the young engineers and scientists— 
those that are in college and those that are planning to go to college. 
I do all the interviewing and twice a year I hit about 15 or 20 of our 
principal universities in the United States and talk to many, many of 
these boys and some of the girls who are interested in that line of 
work. Invariably the ones that are in the top brackets of their class in 
those universities are more interested in employment in a private 
consulting firm that they are in industry. I have set on the same days 
interviewing with General Electric on one side of me and Westing- 
house on the other, and I can employ the top men of the class of any 
university because 9 chances out of 10 they are the boys who are look- 
ing far enough ahead to realize that they would like to get into a 
consulting firm some place in the Nation that would give them the 
background and training so that they later themselves can be con- 
sulting engineers and pursue the activity and the type of engineering 
that they are most interested in. 

They invariably ask me this: “What is the retirement program ?” 

I have to invariably tell them that the retirement program is just 
what they can save at the end of their own years. Particularly when 
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they get out in their own business they will find that retirement is 
based, as you heard this morning, from some other sources. You 
can’t retire. 

The engineer, I think, and the scientists of today, if these road- 
blocks are removed which we find in the act, will produce all the 
technical knowledge that is necessary. 

If this bill could become law I am quite positive that there would 
be a switch to some extent of engineers and scientists now in industry 
to private practice. 

hat is good for the Nation because at the present time we are 
limited as to how many man-hours of technical manpower we have 
available on any one day. If you have an organization in a corpora- 
tion or in big industry, certain specialists who are only being used 25 
percent of their time, if this bill can be passed and they can see the 
opportunity of having the same privileges that they had in industry 
their services then are going to be made available to industries and 
to Government in their specialized field, and that is what we are. 
We in the consulting field are specialists in certain fields of endeavor 
and we are prepared to assist in those fields any client by whom we are 
employed. 

tax equalization program such as that proposed by the Jenkins- 
Keogh bill will do much to stimulate and encourage the development 
of the self-reliant, individualist or engineer who is free to take the 
risk of establishing a general or specialized consulting office so that he 
may offer clients new ideas, techniques, or methods—that is the liveli- 
hood of technological programs—without having to pay the penalty 
of sacrificing personal security which is available through the retire- 
ment programs of employers under the current provisions of the 
Internal Revenue Code. 

Given that degree of self assurance recommended by the Jenkins- 
Keogh legislation, the ingenuity and resourcefulness of American 
engineers will not let us down. 

If we are given a clear road and clear instructions we will meet 
the technological requirements of this country. We will attract the 
young engineers and scientists in ever-increasing numbers, and we as 
engineers have no intention of ending up playing second fiddle to 
Russia or anybody else. 

Thank you, gentlemen. 

Mr. Dononve. Mr. Chairman, may I in closing our case say to the 
committee, so that there may be no misunderstanding about it, the 
American Thrift Assembly has a professional staff made up of a 
secretary and a part-time consultant. All of the effort that has been 
directed by this organization toward this end is done on a purely 
voluntary and nonpaid basis. 

As I say, our professional staff consists of a young lady who acts 
as our secretary, and a part-time consultant. Otherwise we are wholly 
volunteers. 

We are very grateful to you, sir, and to the members of the com- 
mittee for your patience in hearing us, and I am sure if there are any 
questions you may have, our witnesses would be happy to try to 
answer them. 

The Cuamrman. Mr. Donohue, and Dr. Murray, and Mr. Vogt, and 
Mr. Geffs, we greatly appreciate your appearance before the committee 
this morning and the statements which you have made in support of 
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the proposal before the committee. Mr. Donohue, I want to thank you 
especially for the expeditious manner in which you have handled your 
preventaye and agree with you that your suggestion did result in 
ess time being consumed. 

May I ask a question of you? Since Mr. Bress is not to be with 
us, is there some statement on his behalf which you desire to file and 
have included in the record ? 

Mr. Dononus. May I say as the chairman of his legislative com- 
mittee that the District of Columbia Bar Association unanimously 
endorses the provisions of H. R. 9 and H. R. 10 and Mr. Bress will not 
testify further. 

I would like to file, if I may, a memorandum prepared by our 
counsel, Ralph E. Becker, in support of H. R. 9 and H. R. 10 on 
behalf of the American Thrift Assembly. 

May I be permitted to file this brief # 

The CuarrmMan. Without objection, that will be included in the 
record. 

(Mr. Donohue’s brief follows:) 


MEMORANDUM IN Support oF H. R. 9 and H. R. 10, THe JENKINS-KeroGH BILL, BY 
AMERICAN THRIFT ASSEMBLY FOR TEN MiLrioNn Seir-EMPLOYED, INC. 


I, VOLUNTARY RETIREMENT SAVINGS LEGISLATION FOR INDIVIDUALS WILL NOT RESULT 
IN DEFERMENT OF SUBSTANTIAL FEDERAL REVEN UE 


Under date of July 2, 1957, the Treasury Department advised the chairman of 
the House Ways and Means Committee of its opposition to the bill, because 
‘“* * * in view of the present budgetary situation, the large revenue losses in- 
volved in H. R. 9 or H. R. 10 could not be justified.” 

As a formula with which to predict revenue deferral the Treasury estimates 
that actual deductions will range from 15 percent of the maximum for incomes 
of less than $3,000, to 66%4 percent of the maximum for incomes of over $20,000. 
The resultant deferral of revenues is thus estimated to be about $315 million an- 
nually. Moreover the Treasury estimates that the provision of the bill which 
would lift the ceiling for maximum deductions for those over 50 years of age 
would increase the current annual revenue deferment to about $430 million. 


(a) The formula employed by the Treasury is based on an erroneous estimate of 
the utilization of the bill 

The Treasury Department assumes degrees of current utilization of the bill at 
various income levels. Having made such assumptions, it then computes the tax 
that would be deferred thereon. Aggregating these computations, Treasury pro- 
ceeds to a sum total it thereupon represents as “large revenue losses.” 

The fallacy in this method of reasoning is apparent: H. R. 9 and H. R. 10 are 
savings bills. To implement the bills, one or more individuals must perform the 
act of saving. It is in direct ratio to the extent actual saving takes place that 
there will be a current postponement of revenue. If one estimates the probable 
extent of actual saving, it is not difficult to apply the tax formula and arrive logi- 
cally and realistically at the probable volume of revenue that will be postponed. 


(b) In any forecast of revenue postponements immediate and early stage utiliza- 
tion of the plan must be accurately and realistically estimated—There is 
a large body of current statistics backed by informed judgment concerning 
savings habits and moneys available for savings with which to gage employ- 
ment of the plan, 

Roger F. Murray, Ph. D., associate dean and adjunct professor of finance, 
Graduate School of Business, Columbia University, suggests a realistic way of 
estimating the probable response to H. R. 9 and H. R. 10 and, hence, their impact 
on revenue: 

“From observation of savings trends over long periods of years, we know that 
habit, resistance to change, and inertia greatly limit shifts in the flow of funds. 
The introduction of new thrift plans and the development of new institutions 
have never produced immediate responses or dramatic changes in savings be- 
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havior. It took 100 years and wartime inflation to produce a peacetime growth 
rate of $1 billion a year in mutual savings bank deposits. The newer distribution 
of mutual funds to small investors took many years and intensive selling efforts 
to reach a volume of net sales in excess of $400 million. Despite intensive promo- 
tion, the monthly investment plan for individual acquisitions of stocks produced 
only a total of $52 million in its first 3 years. In estimating the probable re- 
sponse to H. R. 9 and H. R. 10 in the early years following enactment, therefore, 
any ultimate or theoretical potential participation should be sharply discounted 
for— 

“(1) Indifference and lethargy of savers, regardless of incentives; 

“(2) Absence of widespread promotional effort ; 

“(3) Time required to explain the features of the law; 

“(4) Lack of interest in retirement plans on the part of (a) younger-age 
groups and (b) older professional and self-employed individuals who do 
not expect ever to retire completely. 

“Set in the context of the growth rates of existing savings institutions, a rough 
quantitative estimate of the effects of H. R. 9 and H. R. 10 becomes manageable. 
For example, 103 million policyholders in legal reserve life companies accumulated 
$5.7 billion in 1956; mutual savings bank depositors in 21 million accounts added 
$2.1 billion in 1956; and 14 million pension beneficiaries blessed with substantial 
corporate contributions had accumulated on their behalf $3.3 billion in 1955. 

“Tf we regard life-insurance policyholders as a population somewhat com- 
parable to the self-employed farmers, grocery store owners, taxi operators, 
nurses, and lawyers, the figures suggest this meaning: 

“If an appealing savings program for all the self-employed were to spring 
instantly into being in amounts comparable to their participation in life in- 
surance, there might be accumulated as much as $500 million in the first year. 
Of course, no such instantaneous development can be imagined on the basis of 
a realistic observance of the savings habits mentioned above. 

“How would this relate to possible changes in current tax revenues? 

“Under all the circumstances, it seems clear that during the first year, or 
even perhaps the first several years, contributions in excess of a few hundred 
million dollars cannot be anticipated. The deferment of Treasury tax revenue 
should not, therefore, reach a figure such as $100 million until widespread edu- 
eational and promotional efforts have been applied to change existing saving 
habits. By the time such activities produce broad interest in the plan, there 
will be an offset to revenue losses provided by the increasing tax liabilities of 
those participants who have passed age 65.” 

The Honorable Roswell F. Magill,’ after studying the statement of Dean 
Murray, said: 

“It seems to me from reading the information before me that it proceeds 
from appropriate premises and comes to an intelligent conclusion. On the 
evidence before me I would agree with Dean Murray’s conclusions.” 

Prof. James A. Close* was asked whether he agreed with Dean Murray's 
estimate. Here is his reply: 

“Yes; I would agree. This will be an important incentive to saving. But 
in the first year, perhaps even in the first few years, based on my knowledge 
of savings and finance and the data presented by Dr. Murray, I cannot imagine 
more than a few hundred million dollars being saved or a tax deferral as large 
as a hundred million dollars in the first year.” 

Prof. Jules I. Bogen ® disclosed his reaction to the Treasury’s estimates that 
current revenue deferals under H. R. 9-10 will range upwards of $400 million; 

“Due to the fact that a large percentage of the self-employed are not finan- 
cially knowledgeable, and so would not respond quickly; due to the fact that 
at this period there are large personal obligations, particularly heavy mort- 
gages on homes and payments due on cars, which would limit the amount that 
could be put aside; due to the condition of tight money in which many small 
business operators are under extreme pressure to find funds needed for their 
business, and cannot provide for retirement, it would be entirely unrealistic to 


expect enough savings to occur in the first year after enactment to cause a 
tax deferral anything approaching $400 million.” 


1 Under Secretary of the Treasury, 1987-38 ; j Assistant Secretary of the Treasury, 1933; 
a ee member of the bar of the city of New York. 
. Close is professor of finance, Syracuse University. 


Dr. Bogen is professor of finance at the Graduate School of Business Administration, 
New York University, and a former editor of the Journal of Commerce. 
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(c) A voluntary savings plan initially will be put to actual use more by the 
older than the younger; the inevitable consequence will be the relatively 
short period that revenue is deferred 

Due to the economic demands of everyday living in these times, the self-em- 
ployed individual who has not reached peak earning power will be unable or 
unwilling to divert much income to retirement savings. In many professional 
fields, the young man, because of necessary expenditure of time on education 
and military service, does not commence remunerative activity until an average 
age of 30 or 31. For a considerable period thereafter his income does not so 
exceed the initial investments required to establish his practice, and his neces- 
sary occupational and family financial commitments, as to allow diverting ap- 
preciable amounts of money to retirement. 

H. R. 9-10 is a voluntary savings plan and its greatest immediate utiliza- 
tion will be by those individuals who, while now at peak earning power stage, 
are relatively much closer to retirement age. Thus, there will be only a brief 
period of postponement of revenue for, after all, the tax is only deferred ; it is not 
canceled. Ultimately the tax is paid by the senior self-employed citizen. And not 
in every case will the span of his postponed tax represent a long-term revenue 
loss : the individual who works for himself has a choice of whether to curtail his 
earning power in old age; often he elects to keep working when he is able. 
Therefore, it may be shown that—unlike the typical employee—the self-employed, 
with the aid of the reserve H. R. 9-10 would encourage, will tend to pay taxes 
in old age on an income relatively consistent with that of earlier years. 


(d) The conclusion is that in the first year or two after H. R. 9-10 is enacted the 
amount of postponed revenue probably will be much less than $100 million 
annually 

An independent tax research organization‘ estimated the probable revenue 
deferral under H. R. 9-10. Its conclusion can be summarized: 

“In the first year or two after the bill is enacted, the revenue deferment will 
probably be much less than $100 million; $100 million to $160 million * * * 
represents the ultimate loss after several years when taxpayers have adjusted to 
the deductibility of retirement deposits. It can also be said that a revenue loss 
of as much as $400 million ® would imply an increase of $2 billion in deductions 
of the self-employed, an amount greater than 1956 saving by all individuals in the 
form of State and local government securities under the stimulus of tax exemp- 
tions of interest on these securities. Indeed, total saving by all individuals in the 
form of private insurance and pension reserves in 1956 amounted to $7.7 billion.® 
It is therefore hardly conceivable that self-employed persons alone would divert 
to retirement deposits as much as $2 billion, even under the stimulus of de- 
ductibility.” 


Il. H.R. 9 AND 10, A SAVINGS BILL, WILL HAVE A SALUTARY EFFECT ON THE NATION’S 
ECONOMY 


(a) Additional funds diverted to savings will serve to counter long-term inflation 


When dollars are removed temporarily from Government spending under con- 
ditions that assure simultaneous accumulations of real saving in an amount per- 
haps five times as large, the result may be a check on inflation. The report of the 
Subcommittee on Fiscal Policy of the Joint Bconomic Committee" holds that the 
basic problem underlying the present inflationary trend is an inadequate level of 
real savings out of current income. The report states that until higher levels 
of voluntary real savings are achieved, we must rely on general fiscal and mone- 
tary restraints to curb inflation. 

In September, President Eisenhower called for more savings. William Mc- 
Chesney Martin, Chairman of the Federal Reserve Board, has frequently said 
that a shortage of savings by individuals lay at the heart of inflation. Mr. Martin 
has said that if Americans would spend less and save more, they would help 


stem rising prices. 
Edmund H. Woolrych, a consulting economist and capital markets analyst,* 
argues that H. R. 9-10, from an economic point of view, should be enacted now 


even if it has the effect of lessening Federal revenues: 


‘Tax Foundation, Inc., whose report is appended. 
5 The Office of the Secretary of the Treasury, in a letter addressed to the chairman of the 
Committee on Ways and Means, gave as its lowest estimate $315 million to $430 million. 


® SEC data. 


7H. Rept. 647. 
® Formerly with Bankers Trust Co.; now associated in Woolrych & Currier, San Diego. 
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“New forms of savings build up slowly and need to be started immediately 
if we are to meet the demands of the ensuing 10 years. Even a small increase is 
important. For example, an additional $1 billion in the 1956-57 capital mar- 
kets, pressed as they were by lessening general liquidity, would have had a pro- 
nounced effect on the long-term interest rates. 

“Even a small increase in new savings, such as 200 to 500 million dollars—an 
amount that might be stimulated within several years following enactment of 
H. R. 9-10—would tend to have a beneficial effect not only on the rates on this 
new amount but on funds borrowed everywhere. 

“This bill is desirable therefore quite apart from its purpose in mitigating an 
existing tax inequity because it would induced capital accumulation in an era 
when new capital is greatly needed. The self-employed comprise a valuable 
potential reservoir of new savings—a reservoir that cannot be fully utilized until 
the limitations of the present tax structure are altered. 

“It was formerly believed that an increase in the interest rate would call 
forth savings enough to meet the demand for capital. This is no longer correct, 
if indeed it ever was, now that savings have become institutionalized and depend 
heavily upon contractural agreements such as insurance and retirement systems. 

“To achieve voluntary savings is becoming more and more difficult . We must 
create new institutions or create new forms through which funds can flow into 
the capital markets if we are to satisfy the free world’s ever-expanding de- 
mands. 

“In this connection, the Canadians and the British are ahead of us in en- 
couraging new forms of saving by removal of tax inequities against the self- 
employed.” 


(b) The Federal Government will realize revenue from corporate investment of 
the additional funds diverted to institutionalized savings 

New funds diverted by the self-employed to savings as a result of H. R. 
9-10 will for the most part be invested with banks, insurance companies and 
other corporate commercial savings institutions. They in turn will employ these 
funds in profit-making investments.’ Any realized profit will be taxed by the 
Federal Government at corporate rate of 52 percent. 

Thus, while some Federal revenue from taxation of individual income at the 
lower rate is deferred, the Treasury will realize some new revenue at the higher 
corporate rates. To the extent this is true there will be an offset to any current 
revenue loss. 


Ill. EXISTING LEGISLATION DISCRIMINATES AGAINST THE SELF-EMPLOYED BECAUSE IT 
GIVES THE SELF-EMPLOYED NOT EVEN A FRACTION OF THE SEVERAL RETIREMENT 
BENEFITS GRANTED TO THE EMPLOYEE 


The purpose of H. H. R. 9-10 is to encourage the establishment of voluntary pen- 
sion plans by self-employed individuals. This would be accomplished by afford- 
ing such individuals a tax deferment on a limited portion of their income set 
aside for their retirement. Under existing law such tax deferment is taken 
by employed persons whose employers have established so-called employee pension 
plans meeting certain statutory requirements. However, since self-employed 
individuals cannot be their own employees, they cannot qualify under existing 
legislation. 

It will be recalled that the Social Security Act, which sets up a compulsory 
system of old-age pensions, originally applied exclusively to employed persons. 
Later it was extended to most self-employed persons. H. R. 9 and 10 would 
similarly extend the principle of the supplemental private retirement savings 
plan to the self-employed. 


(a) The employer-employee relationship derives substantial taw advantage under 
the law, over the self-employed, in three principal areas: Pension plans, stock 
options and accident and heaith benefits 

Pension plans, stock bonus, and profit-sharing plans, and accident and health 
benefits constitute three major fringe areas of compensation to the employee 
on which income tax is exempted or deferred. The compensation therein con- 
sists of contributions made by the employer to whom they are tax-deductible. 

Thus utilized, the tax laws enable the employer to share the tax advantage 
thus gained with his employees, his shareholders and in the market place. A 


® To some extent, this would stimulate jobs and the output of goods. 
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professional partnership, the farmer or the unincorporated business is not thus 
favored. 

By 1956, pension and profit-sharing plans were covering an estimated 14 
million employees, enabling them to defer the payment of tax on a portion of 
their compensation to lower or nontaxable brackets following retirement. 
Further, various fringe benefits escaped tax entirely. 

The annual contributions to retirement programs, both private and public 
added up to more than $13 billion in 1956. That sum represented the combined 
payments by employers and employees into funds to provide the benefits under 
the various plans, It was equivalent to about 4 cents out of every dollar of 
total personal income before taxes last year—or approximately $200 for every- 
body employed in the civilian working populations. 


Some idea of the magnitude of the tax shelter erected for the employer-em- 
ployee relationship follows : 


Private and public pension and retirement programs in 1956 


[In billions of dollars} 














Type of plan Employer | Employee Total 

Corporate Leerhnds , se ERs 2.0 0.2 2.2 
I tk, cg acs dee phibwiby sth Sibare dabidthel wyndee 32 oz 1.5 
CURR et lt, oe , ai 3.1 3.1 6.2 
Federal civilian... --- eoieeu , .4 -6 1.0 
Railroad retirement-.-_.._...........-.-.-.-. Pyee 3 3 .6 
State and local__...... dindhjey tena ightos straws 44 1.0 8 1.8 

ME Sara aarp ies 8.0 5.3 13.3 


Source: Institute of Life Insurance, 


It is significant to note that nearly 61 percent of the total annual contribu- 
tions shown above was paid by employers. 

It is estimated that at the start of 1956, nearly 25 million persons were covered 
by old-age pension plans, including both private and government plans and in- 
cluding nearly 2 million annuitants already on the receiving end of pension pay- 
ments. These figures included the Armed Forces, but excluding them, the total 
covered was 21,500,000 including 1,790,000 actual annuitants. 

Excluding the members of the Armed Forces, the number of active employees 
enrolled in pension plans was just under 20 million, which was about 40 percent 
of the number of employees in civilian, nonagricultural establishments last year, 
then just under 50 million. By 1956 the total of civilian employees enrolled in 
pension plans was up about 50 percent from the end of World War II and was 
4 times the total at the end of 1935. 

There is the capital gains shelter. In 1950 came provisions (which were subse- 
quently liberalized) enabling employees to realize capital gains via the stock 
option, The old Tax Code provided for capital gain treatment of lump-sum dis- 
tributions from pension and profit-sharing trusts deriving from the employee’s 
separation from service. The Revenue Act of 1951 excluded from any tax at 
the point of distribution of the lump sum that portion thereof that represented 
net unrealized appreciation in securities of the employer corporation. The 1954 
Code extended capital gain treatment of lump-sum distributions made as a result 
of the death of the employee after separation from service and to lump-sum dis- 
tributions under plans funded through annuity contracts without a trust. 

There is the estate tax shelter. When a beneficiary other than the executor 
receives an annuity or other payment deriving from employer contributions and 
distributed under a trusteed or nontrusteed qualified pension, stock bonus, or 
profit-sharing plan, no estate tax is payable thereon. 

Thus, while the self-employed pays income tax at top surtax rates on all in- 
come, coupled with full exposure to the estate tax, his employed neighbor can 
look forward to the receipt of pension plan income at low tax rates upon retire- 
ment, and with no estate tax on the amounts deriving from employer contribu- 
tions still payable to his beneficiaries following his death. And there is nothing 
to prevent a valuable stock option coexisting with a growing interest in an 
employer-financed pension plan. 

Nor need retirement any longer constitute a day of reckoning for the employee 
whose tax on his employer's contributions to the pension fund was theoretically 
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deferred to the retirement period. If, for example, at the age of 65 he no longer 
has earned income, and his total income (including social security receipts) is 
$3,300 per annum, the double personal exemption coupled with the standard de- 
duction and the new retirement income credit results in no tax payable. When 
the wife attains age 65 the retirement income can reach $4,000 per annum, with- 
out any tax being payable. 

The last substantial one-sided advantage accruing to the employed is the em- 
ployer accident and health plans. If an employer voluntarily establishes an acci- 
dent and health plan, the employee may be reimbursed for all his medical ex- 
penses and those of his spouse and dependents—and this compensation is not 
taxed: The same is true for amounts received for bodily injury to the taxpayer, 
his spouse, or a dependent. In addition, if under the plan the employee receives 
compensation during his absence from work on account of personal injuries or 
sickness, such receipts are excludable from gross income up to $100 a week. If in 
order to fund this plan the employer makes payments to an insurance company 
or otherwise, such payments do not constitute taxable income to the covered 
employee. 


Iv. ENCOURAGEMENT OF INDIVIDUAL ENTERPRISE VITAL TO THE NATION’S PRESENT 
WELFARE AND FUTURE SECURITY WILL DIRECTLY RESULT FROM THE ENACTMENT 
OF THIS LEGISLATION 


The self-employed are in the last analysis small business people. Business 
failures approximated 7,600 in 1952. It has been estimated that such failures 
will approximate 14,000 for 1957. Although these amazing figures certainly do 
not comprise solely unincorporated self-employed businesses, the unincorporated 
business is generally a small organization and the characteristic of any small 
business is its relative inability to withstand financial stress. 

The self-employed have practically no opportunity whatever to establish any 
reserves recognized by the Office of Internal Revenue, even if there is a surplus 
to put into a reserve. Yet the history of earnings of the self-employed indicates 
conclusively that they are particularly vulnerable to the ups and downs of busi- 
ness and to the oppressive effects of rising interest rates and shrinking capital 
markets. 

The self-employed must continuously regenerate his income. For the most 
part, those who work for corporations or for the Government can count on some 
compensation ever payday. In a corporation the employee no longer dreads 
ineapacitation because of illness or work stoppage. The sole proprietor, on the 
contrary, when unable to work is unable to generate income. And this occurs 
both during times of illness and in the declining years. 

In the typical self-operated business, as compared with salaried employees, 
the hazard is multiplied many times by the fixity of costs and expenses. The 
worst that can happen to an employee is that he can be let out with no termina- 
tion pay and no continuing compensation whatever. The sole proprietor can- 
not get off so easily. He has his fixed expenses which must continue. If there 
are no others, there is the rent. The dentist or the barber cannot close the 
office if business declines or if he is unable to work at full efficiency; his liveli- 
hood consists of performing his services. The farmer is in an even worse position 
with help to employ, taxes to pay, and the mortgage to meet. 

Motivated alike by his need for self-reliance and his sense of isolation from the 
benevolent tax shelter erected for others against old age and disability, the self- 
employed has been a bastion of the fine old art of thrift. He tries to save. In 
1950, among urban families, the self-employed were far more thrifty than all 
the others.” In 3 of the 4 income groups analyzed," the savings of the self- 
employed were significantly higher than those of all others. (The self-employed 
in the income class under $4,000 probably included victims of business failure 
which accounts in a large part both for the low income and the considerable 
amount of dissavings. ) 

In an article appearing in Business Week for June 16, 1956, it was demon- 
strated that although the self-employed were receiving only 16.5 percent of the 
aggregate income they were responsible for 55.1 percent of the aggregate savings 


7 For further development of this subject, see Raymond W. Goldsmith, Study of Savings 
in the United States, vol. 3, Princeton University Press, 1955. 7 . 

“For further information see Irwin Friend, Consumers Expenditures Study, released in 
1956 under the auspices of Wharton School of Finance and Commerce in cooperation with 
the Bureau of Labor Statistics. 
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among urban families. It is well known that farmers, most of whom are self- 
employed, also are frugal citizens. 

It is vital to America to encourage self-reliance, individual enterprise and 
thrift. In the early days of this country, it was men with these qualities who 
made the Nation great, who drafted the Constitution, who conquered the wilder- 
ness and won the West. If we still want to develop this breed, the Government 
must see to it that each citizen has a fair opportunity to succeed in a career in 
which he can mostly fully express his talent. His choice should not be restricted, 
for example, by tax inequities or economic hazards resulting from discrimina- 
tory legislation which favors one group over others. 

The stimulating drive which, for example, serves to keep the Nation’s highly 
capable self-employed scientists, engineers, and technological specialists mobile 
and adaptable is the constant need to solve diverse problems in a variety of ways 
or methods. Such technological versatility is essential to America today. Yet, 
unless specialists such as these are willing to go on a corporate or government 
payroll, they must subtract from purely creative endeavor a substantial amount 
of time and energy to obtain some equivalent of that personal security which 
is the statutory right of even the shipping room clerk in a corporation. 

This is true for all self-employed professional individuals: They must assume 
many of the risks of business while at the mercy of heavy progressive income 
taxes which leave no means for establishing reserves adequate to average out 
the bad years, the catastrophic periods—-whether attributable to economics, 
illness, or old age. 

In general it can be said that the Government over the past two decades has 
evidenced little practical solicitude for individual enterprise. 

One effect is that many younger professional trainees today prefer the bland- 
ishments of the hiring officer, or the protection of civil service, rather than 
striking out for themselves. Pension plans and fringe benefits seem more 
attractice than the risks of career enterprise. 


Vv. CONCLUSION 


(1) A discrimination in the tax law cannot morally be perpetuated indefinitely 
when a just and economically defensible revision of the law is available. H. R. 
9-10 would revise the Tax Code to accomplish a long overdue adjustment of 
this inequity. 

2) Since the Government recently indicated its readiness to foster educa- 
tion and opportunity for those of its citizens who are not merely seeking jobs 
and job security but rather opportunities involving heavy moral and intellectual 
responsibilities, let it aajust its tax system in such a way as to reaffirm its 
faith in individual enterprise, self-reliance and thrift. 

(8) Advocacy of H. R. 9 and H. R. 10 in effect is asking endorsement of a 
‘limited but essential program of retirement saving through incentives applied 
to one broad classless area of the economy to which in equity it should be 
applied. The current and long-term benefits of saving, coupled with the posi- 
tive values of an incentive to self-reliance, vastly exceed the temporary and 
slight effect on Government revenue that postponement of a modest amount of 
current taxes will impose. 


APPENDIX 


STATEMENT OF THE TAx FOUNDATION, INC., ON REVENUE DEFERRAL FROM AL- 
LOWING DepucTIONS FoR TAx PURPOSES OF AMOUNTS PAID By SELF-EMPLOYED 
ror RETIREMENT FuNDS OR AS RETIREMENT Deposits UNper H. R. 10, Sexr- 
EMPLOYED INDIVIDUALS’ RETIREMENT ACT OF 1957 


With minor qualifications, this bill defines a self-employed individual as any 
individual who is subject to the self-employment tax. In 1955, total earnings 
of self-employed subject to the self-employed tax was $27.5 billion (Social Se- 
curity Bulletin, Annual Statistical Supplement, 1955, p. 7). 

The bill defines a “retirement deposit” as a payment in money to a restricted 
retirement fund (trust or custodian account established under a retirement 
plan for self-employed individuals) or to a life-insurance company as premi- 
ums under a restricted retirement policy. A _ restricted retirement policy 
“means an annuity, endowment, or life-insurance contract, or combination 
thereof, other than a term insurance contract, issued by a life-insurance com- 
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pany on the life of * * * a self-employed individual * * * [subject to certain 
specified limitations].” The bill provides that ** * * if the policy provides for 
life insurance protection, that portion of such premiums which (under regula- 
tions prescribed by the Secretary or his delegate) is properly allocable to the 
eost of such life-insurance protection shall not be deductible * * *.” 

To estimate the revenue eflect of this bill requires first determining the 
amounts that might be deductible under existing conditions and second deter- 
mining any increase in payments to retirement plans as a result of the stimulus 
of deductibility. Such deductibility might be regarded as equivalent to a higher 
interest rate on this particular form of savings. 

First, as to amounts that currently might become available for deductibility 
disregarding the stimulus of deductibility to this kind of savings. In 1955, 
life insurance and annuity premiums amounted to 3.8 percent of disposable 
personal income. Payments for annuities, both group and individual, amounted 
to only $1.3 billion out of total life and annuity premiums of $10 billion (1956 
Life Insurance Fact Book, p. 50). Of course, part of the premiums for life 
insurance would also be eligible for deductibility as retirement deposits. But 
even if as much as half of life-insurance premiums might become eligible, 
total deductible payments could hardly exceed 2 percent of disposable personal 
income. 

The stimulus provided by a higher effective rate of interest on such savings 
would produce some increase in this form of savings. However, past evidence 
suggests the conclusion that a shifting in the form of savings on this account, 
and an increase in total savings, would be relatively small. Thus higher rates 
of interest in recent years seem to have had relatively little effect on the rate 
of aggregate personal savings. It as been shown by Butters, Thompson, and 
Bollinger in Effects of Taxation on Investments by Individuals (Harvard 
Graduate School of Business Administration, 1953), that exemption of interest 
on state and local government securities has had a relatively small effect on 
holdings of these securities even by individuals at high-income levels. 

It may be concluded that on the average the self-employed would put no more 
than 2 or 3 percent of their incomes into deductible retirement deposits. With 
a total income of $27.5 billion this would mean at a maximum added deductions 
of $500 to $800 million. 

The average tax rate on taxable income (after deductions and exemptions) 
in 1955 was 23.5 percent (percentage of total tax to taxable income, Fiscal 
Facts for 1957, p. 22). This average somewhat understates an average rate 
applicable to changes in income. But it is notable that nearly 80 percent of 
all Federal income taxpayers are subject only to the first bracket rate. <A 
marginal rate on adjusted gross income would be about 90 percent of a marginal 
rate on taxable income (exemptions do not affect changes in income and tax). 
As 2 result, we can use 20 percent as an average rate applicable to changes in 
adjusted gross income. At this rate, a change of $500 to $800 million in allow- 
able deductions would mean a revenue deferment of from $100 to $160 million. 

This represents the ultimate loss after several years when taxpayers have 
adjusted to the deductibility of retirement deposits. In the first year or two 
after the bill is enacted, the revenue deferment will probably be much less than 
$100 million. 

On the basis of the above rate, it can also be said that a revenue loss of as 
much as $400 million would imply an increase of $2 billion in deductions of the 
self-employed, an amount greater than 1956 saving by all individuals in the 
form of State and local government securities under the stimulus of tax exemp- 
tion of interest on these securities. Indeed, total saving by all individuals 
in the form of private insurance and pension reserves in 1956 amounted to $7.7 
billion (SEC data). It is therefore hardly conceivable that self-employed persons 
alone would divert to retirement deposits as much as $2 billion even under the 
stimulus of deductibility. 





Keepinc Up WITH THE JONESES 


The old saw about “keeping up with the Joneses” has a new twist: Just 
about the time you catch up with them, they refinance. Actually, it can be 
well-nigh impossible to catch up with the Joneses at all—if Jones is a typical 
employee and you are one of the ten million individuals in America who works 
for himself. 
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Let’s take an example: 2 neighbors, 1 named Jones, I named Smith. Each 
is 45 years old. Hach has a wife and two children. Each is a pharmacist. 
Jones is employed by a well-known pharmaceutical company, Smith owns and 
operates his own corner drugstore. Each makes $6,000 a year before taxes. 
Hach pays the same amount of taxes. Yet Jones winds up with the equivalent 
of $1,404 more each year than Smith because what isn’t showing in Jones’ tax 
return is the legally “hidden” compensation from his company that will provide 
him with $150 a month beginning at 65, for the rest of his life. 

The law allows Jones’ employer to set up this retirement plan for him with 
tax-deductible dollars. The law does not require Jones to declare this com- 
pensation as a part of his taxable income but that same law bars Smith from 
setting up a tax-deductible pension plan. Why? Because Smith runs his own 
business and the law does not permit the self-employed to deduct anything for 
his old age. 

Let’s see how just one item—the pension plan—in what is popularly called 
the “fringe benefit package” can provide Jones with nearly a 25-percent tax 
advantage over neighbor Smith plus the assurance of a guaranteed retirement 
income over and above social security. 











Jones Smith 

Gross annual income. -..................--..---- oe te IBS ss Soi is osaeaee $6, 000. 00 $6, 000 
Exemptions and standard deductions................--.-- cine kee s cn alenwoea 3, 000. 00 8,000 
TRO IONS vcs ek ccdibion sswulh~ JY diam ase bhdeedcbescnecs abatssS aconddedoenee 3, 000. 00 8, 000 
EGG GO oi 3. ka do cic bed oh s cipiw a eis dcmegrd snk Cette Ha ceb ins dpe dbta Sethe 600. 00 600 
FOOe SO CI ars Na cat als acing suse easd so chodnt thosactnenn venetian coe 5, 400. 00 5, 400 

Untaxed additional compensation employer-paid contribution to pension plan to 
provide $150 a month for life beginning at 65..............-...-.------.--...---.--- 1, 146. 03 0 
Net actual annual compensation, spendable and deferred.............--------- 6, 546. 03 | 5, 400 

i 











If Smith, in order to keep up with the Joneses, were to buy an annuity to pro- 
vide himself a $150 a month income for life, beginning at 65, Jones and Smith 
would each have the actual spendable income shown below : 




















| Jones Smith 
Net spendable dollars... -- ae eal $5, 400 | $5, 400. 00 
Gross Ist-year premium on annual pre mium retirement annuity-_- ats bau 0 1, 146. 03 
Net spendable dollars after taxes and after providing for $150 a month retire- 
ment income plan... = alse tinea 5, 400 4, 253. 97 








In other words, Smith either will have to be satisfied with a net spendable 
income of $4,253.97 (while Jones has $5,400) or he will have to somehow increase 
his yearly income from his drugstore by an additional $1,404.03 before taxes 
in order to keep up with Jones, 


Jones Smith 


Gross annual income. - . m ‘ i ‘ g Mik bi $6, 000 | $7, 404.03 
Taxable income. ---_-- i 45 4u05s-tin stadders 3,000 | 4, 263. 62 
Income tax. : snsidh sheeatontnenaeh 600 858. 00 
Net spendable dollars. .-. pT! } 5,400 | 6, 546.03 
Gross Ist-year premium on annual premium retirement annuity-- UBL Le 0} 1,146.03 


~~ 5,400 | 5, 400. 00 


Net after taxes and after having provided for $150 a month on which to retire -- 





Actually, if you are self-employed, it is considerably harder than even these 
figures indicate to keep up with the Joneses. If Jones’ relationship with his 
company is fairly typical, he will pick up in addition to his salary and in addi- 
tion to his pension benefits one or all of the following wore provisions. Contri- 
butions by Jones’ company for each of these benefits are tax deductible by the 
corporation and although additional compensation, nonetheless tax-free to Jones : 

Paid vacations, sick leave without loss of income, group life insurance, group 
hospitalization, group medical protection, and long-term salary continuance in 
case of disability. 








| 
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It is obvious that the self-employed Smiths cannot begin to catch up with the 
Joneses. The reason is not hard to find. 

The income-tax law allows—it encourages—Jones to differ or escape altogether 
the tax on his fringe compensation, but Smith, the law says, must pay tax on all 
of his compensation. And with the steeply graduated rates of taxation, the 
higher Smith’s income climbs, the greater the tax advantage enjoyed by Jones. 


Mr. Donanvue. Thank you, sir. 

Mr. Jenxins. Mr. Chairman, I would like first to commend the 
excellent statements presented in support of this legislation. I would 
also like to compliment my cosponsor from New York, Mr. Keogh, 
who has worked so effectively and so diligently in behalf of these 
legislative proposals. 

The Cuarrman. Mr. Keogh will inquire. 

Mr. Keoeu. Mr. Chairman, I appreciate very much the kind re- 
marks of my distinguished colleague and cosponsor of this legislation 
and I want to again publicly express to him my appreciation for his 
continued assistance and inspiration in the work we have been engaged 
in, making this pending prposal known to the members of this com- 
mittee, the House, and the Senate. 

Mr. Chairman, I would like to commend the chairman of the Dis- 
trict of Columbia Bar Association legislative committee and the chair- 
man of the American Thrift Assembly for his expeditious manner in 
presenting the case here this morning. 

I am sure I need not remind the members of this committee that it 
was not without difficulty that the chairman of the proponents suc- 
ceeded in reducing to what we think an irreducible minimum the 
number of witnesses who wanted to appear and testify here this morn- 
ing to conserve the time of the committee. 

We have obtained a number of endorsements and expressions of sup- 
port from many fine national organizations of businessmen and self- 
employed generally, and I would like, Mr. Chairman, to ask unani- 
mous consent that we be permitted to insert in the record at the close 
of the testimony on the pending bills those endorsements and expres- 
sions of support. 

The Cuamman. Without objection they will be included. 

(The above mentioned endorsers are as follows :) 


CURRENT ENDORSEMENT OF THE PRINCIPLE OF INDIVIDUAL TAX DEFERMENT FOR 
SELF-EMPLOYED RETIREMENT SAVING PLANS 


NATIONAL ASSOCIATIONS 


American Angus Association 

American Association of Medical Clinics 
American Association of Small Business 
American Bar Association 

American Brahman Breeders Association 
American College of Radiology 

American Dental Association 

American Federation of Labor 

American Hereford Association 

American Hotel Association 

American Institute of Architects 

American Institute of Certified Public Accountants 
American Institute of Chemists 

American Medical Association 

American National Cattlemen’s Association 
American Ophthalmological Society 
American Optometric Association 
American Patent Law Association 
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American Podiatry Association 

American Society of Industrial Designers 

American Society of Internal Medicine 

American Veterinary Medical Association 

American Woman’s Society of CPA’s 

Association of Consulting Chemists and Chemical Engineers, Inc. 
Association of Consulting Management Engineers, Inc. 
Association of Stock Exchange Firms 

Authors League of America 

Bureau of Salesmen’s National Association 
Conference of Actuaries in Public Practice 

MIngineers Joint Council 

Investment Bankers Association of America 

Maritime Law Association of the United States 
Mobilehome Dealers Association 

National Association of Chiropodists 

National Association of Plumbing Contractors 
National Association of Real Estate Boards 

National Association of Retail Druggists 

National Association of Retail Meat and Food Dealers, Inc. 
National Association of Tax Accountants 

National Association of Women’s and Children’s Apparel Salesmen, Ine. 
National Association of Women Lawyers 

National Automobile Dealers Association 

National Council of Salesmen’s Organizations, Inc. 
National Federation of Independent Business 
National Food Brokers Association 

National Funeral Directors Association 

National Liquor Stores Association, Inc, 

National Live Stock Tax Committee 

National Medical Veterans Society 

National Shorthand Reporters Association 

National Society of Professional Engineers 

National Society of Public Accountants 

National Sugar Brokers Association 

National Wholesale Furniture Salesmen’s Association 
Public Relations Society of America, Inc. 


STATE ASSOCIATIONS 


Bar Association of the State of Kansas 
Connecticut State Medical Society 

Dental Society of the State of New York 
Florida Bar Association 

Florida Society of Anesthesiologists 
Georgia Bar Association 

Illinois Agricultural Association 

Illinois State Bar Association 

Independent Farmers of Ohio 

Insurance Brokers Exchange of California 
Iowa State Bar Association 

Iowa State Dental Association 

Kansas Medical Society 

Maryland State Bar Association 

Minnesota Bar Association 

Minnesota Furniture Salesmen’s Club 
Minnesota State Medical Association 
Missouri Bar, Integrated 

Missouri Society of Professional Engineers 
Missouri State Medical Association 

Mutual Agents Association of the State of New York 
Nebraska State Bar Association 

New Jersey State Bar Association 

New York State Bar Association 

Ohio Association of Real Estate Boards 
Ohio State Bar Association 

Pennsylvania Bar Association 
Pennsylvania Society of Professional Engineers 
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Rhode Island Bar Association 
Tennessee Bar Association 
Texas Medical Association 
Virginia State Bar Association 
West Virginia State Medical Association 
Wisconsin Society of Certified Public Accountants 
Women’s Auxiliary to the Medical Association of Georgia 
Women’s Auxiliary to Medical Society of New Jersey 
State Bar of New Mexico 

LOCAL ASSOCEATIONS 


Association of the Bar of the City of New York 


Bar Association of Baltimore City 


Bernalillo County (N. Mex.) Medical Society 
Boston Bar Association 

Buncombe County (N. C.) Bar Association 
Central Oregon Bar Association 

Chamber of Commerce of Greater Philadelphia 
Chamber of Commerce of Metropolitan St. Louis 
Charles River (N. Y.) District Medical Society 
Cincinnati Association of Consulting Engineers 
Cincinnati Bar Association 

Cleveland Patent Law Association 

Copper County (Mich.) Bar Association 
County Medical Society 

Craddock Memorial Clinic of Sylacauga, Ala. 
Dayton (Ohio) Bar Association 

Denver (Colo.) Dental Association 

District of Columbia Bar Association 

District of Columbia Dental Association 
Eighth District Dental Society of the State of New York 
Erie County (N. Y.) Bar Association 

Garfield County (Okla.) Bar Association 
Grand Rapids (Mich.) Bar Association 

Glaus Brothers Jewelers of Minerva, Ohio 
Harris County (Tex.) Medical Society 
Harrison County (Iowa) Bar Association 
Hollywood (Calif.) Chamber of Commerce, Inc. 
Hudson County (N. Y.) Dental Society 
Indianapolis Bar Association 

Jefferson County (N. Y.) Bar Association 
Joint Handicapped Council, of New York City 
Kent County (R.I.) Bar Association 
Kingfisher (Okla.) County Bar Association 
Livingston County (N. Y.) Bar Association 
Lucas County (Ohio) Bar Association 
Maricopa (Ariz.) County Bar Association 
Medical Society of the County of New York 
Medical and Surgical Clinic of Wichita Falls, Tex. 
Meriden (Miss.) Real Estate Board 

Minnesota Society of Professional Engineers 
Monmouth Bar Association (New York) 
Needham (Mass.) Medical Society 

Newton (Mass.) Medical Society 

New Orleans Bar Association 

Norfolk and Portsmouth (Va.) Bar Association 
Northern Virginia Dental Society 

Polk County (Fla.) Medical Association 

Rapid City (S. Dak.) Medical Center 
Richmond County (N. Y.) Bar Association 
Sacramento County (Calif.) Bar Association 
Santa Barbara County County Medical Society 
Second District Dental Society of New York 
Stephens County (Okla.) Bar Association 
Southwest Chapter of the Virginia Society of CPA’s 
Steuben County (N. Y.) Bar Association 
Tacoma (Wash.) Bar Association 

Tulare County Bar Association 


SS “ 
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Union County (N. J.) Bar Association 

Vicksburg ( Miss.) Real Estate Board 

Ware County, Georgia, Medical Society 

Waltham (Mass.) Medical Society 

Wellesley (Mass.) Medical Society 

Westib (Mass.) Medical Society 

Women’s Auxiliary to Kankakee (Il).) County Medical Society 
Women’s Auxiliary to Montgomery (Md.) Medical Society 
Women’s Auxiliary to Union County (N. J.) Medical Society 
Women’s Auxiliary to Yuma County (Ariz.) Medical Association 


Mr. Kroeu. I would like to ask unanimous consent that there be 
listed at the conclusion of the testimony on the bills on which we 
have heard the testimony so far this morning a list of numbers and 
tne introducers who have introduced similar bills to H. R. 9 and 
I. R. 10. 

The Cuarrman. Without objection, that will be included. 

(Following is the list mentioned above :) 


Bitts SrmiLar To H. R. 9 Anpd 10 


H. R. 760, Mr. Lipscomb H. R. 5325, Mr. Fulton 

H. R. 2193, Mr. Steed H. R. 6088, Mr. Herlong 

H. R. 2470, Mr. Matthews H. R. 6614, Mr. Wainwright 
H. R. 2490, Mr. Reuss H. R. 7868, Mr. Dooley 

H. R. 3045, Mr. Hale H, R. 7874, Mr. Hemphill 
H. R. 3495, Mr. Miller (California ) H. R. 8158, Mr. Flood 

H. R. 4403, Mr. McDonough 


Mr. Kxroeu. If I may be permitted, I should like to direct a very 
few and I trust brief questions to the panel who have appeared. 

The CHatrmMan. You are recognized. 

Mr. Kroon. I think I shall be directing most of my questions to 
Dr. Murray. 

Dr. Murray, is it in your opinion proper to characterize these bills 
as savings incentive bills? 

Mr. Murray. Very definitely. As I mentioned in my remarks, you 
can properly say that these bills constitute an enabling act for a new 
kind of a savings plan and you can call it either an incentive or a 
removal of an inequity. In either event, it is designed to give the sel f- 
employed savings planner a greater opportunity. 

Mr. Krocu. Thank you. I meant not by that question to imply that 
I was of the opinion that these bills are tax savings bills only. You 
have brought out the removal of the inequity and the opportunities 
that the other witnesses have indicated would be given to the self- 
employed of the country. 

Do you have any opinion on the effect on our national economy that 
the savings made more possible under these bills would have and if so, 
would you give that opinion to us? 

Mr. Morray. I think it is clear that looking down the road in the 
years ahead one of our major problems is to develop a savings flow 
so that we may achieve our objective of orderly economic growth and 
progress without persistent inflationary measures. I think that there 
would be unanimous agreement among economists and students that 
the basically limiting factor in the orderly program and growth of 
our country is a sound, stable, steady flow of savings, so that, as I have 
brought out, this is not a program which is going to produce a large 
savings flow in the short run, but in the long run it seems to me it can 
be a significant contribution to this problem of a savings deficiency 
which we face in the years ahead. 
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Mr. Krocu. Doctor, you express that opinion after giving due con- 
sideration to the present economic situation in the country. Is that 
not correct? 

Mr. Morray. That is correct. 

Mr. Kroeu. You have indicated that the estimates of the effect on 
the revenues of these bills made by the Treasury Department are based 
on the assumption of a degree or percentage of activity within varying 
income brackets and, as [ understand it—and if I am not correct please 
correct me—those assumptions are based on the participation of up to 
15 percent by those whose incomes are $3,000 and less and ranging in 
an increasing percentage to 6624 percent of those whose earned incomes 
are $20,000 a year or more. 

You mentioned it in a prepared statement, but I ask this question 
simply to point it up: You are of the opinion, are you not, that those 
assumptions upon which the estimate is based are subject to critical 
comment ? 

Mr. Murray. Yes, I think they are. I am sure that the experts in 
the Treasury Department would agree. They have put in here a 
maximum figure. I would say almost a maximum conceivable figure, 
but I think the crux of the point that is so important to the committee’s 
considerations is not whether in fact the Treasury estimate will turn 
out to be accurate 5, 6, 7, 8,9 or 10 years from now... 

Maybe it will and maybe it won't. A lot of things obviously will 
have changed in that length of time. We will have a larger group of 
self-employed, so I would assume that there would be larger partici- 
pation, but I think it is totally unrealistic to take into serious con- 
sideration the Treasury tax deferral estimates as though they were ap- 
plicable to fiscal year 1958-59 or 1959-60. 

This in my opinion is as totally unrealistic as any kind of a measure 
of the tax deferral involved. 

Mr. Kroeu. As a matter of fact, Doctor, if the assumption of the 
Department were partially well founded and if the initial participa- 
tion were to the greatest extent by those in the upper age brackets, that 
would definitely have the effect of shortening the period within which 
the Treasury must wait to recoup some of the taxes deferred by the 
plan. Isthat not correct ? 

Mr. Murray. That is absolutely correct. That is the assumption, 
I think, which was probably valid, that initially there would be a 
greater response from older individuals, let us say men over 50. By 
definition, this means that the period of tax deferral will average a 
lot less than if the younger men were participating in it. 

Mr. Kroeu. Doctor, would you be good enough specifically to tell 
us how many persons you have estimated are included in the self- 
employed category in connection with your estimate of the effect of 
this plan ? 

Mr. Murray. I would say, as you all know, the composition of the 
self-employed group is a changing, moving one. I have used a figure 
of 714 million, which I think is as good an estimate as we can perhaps 
generally agree upon. This is a larger estimate than I believe the 
Treasury used in their computation, so that I feel that in my own esti- 
mates of the tax deferral I have included a rather large group as 
being eligible under this program. 


SEE 
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Mr. Krocu. Am I transposing correctly the effect of the statement 


you made in your direct testimony when I say this: that for every 
dollar of taxes deferred under the proposals, there would be added 
to the capital funds of this country an additional amount, on the aver- 
age, of between $3.25 and $3.75. Is that fairly accurate? 

Mr. Murray. That is right. 

Mr. Krocu. Under the proposals, is it not true that that capital fund 
so created does not become available to the individual participating 
until he reaches the age of 65, or sooner suffers total and permanent 
disability? Isthat correct? 

Mr. Morray. That is correct. If it is withdrawn under any cir- 
cumstances prior to that time, there is a tax penalty involved. 

Mr. Kxrocu. The penalty proposed in the bills is intended to be a 
penalty that would equalize the incidence of the tax deferral, is that 
right ? 

r. Murray. That is right. In other words, the penalty would 
make up for any tax deferral that might have been involved in the 
case of those who withdraw prior to age 65. 

Mr. Keocu. Doctor, I assume and I know that you listened to the 
testimony of Mr. Vogt. I close my interrogation with this final 
question : 

As an educator, have you any opinion with respect to the effect that 
these bills will have on graduates of the universities in this country 
engaging in individual self-employed enterprises? 

fr. Murray. Yes, I certainly do, because this is a matter of real 
active controversy and discussion among our students in the Graduate 
School of Business at Columbia as they approach graduation time and 
they are considering placement opportunities. The students have 
meetings and continuous argument: “Do you want to go out and work 
for yourself?” 

What I find is that there is lots of this interest in being on your 
own, in undertaking your own business. But when the men get down 
to the heart of the argument, they do not consider simply what they 
like to do. They think in terms of their family responsibilities. 

As you know, these young men get married while they are still in 
shank, and they are very well aware of what these family respon- 
sibilities are. When you get down to the debate of, “Where are you 
going to take your job?” then the economic elements are all a part of 
the picture, and the proponents of seeking employment in the large 
business organization can show and will argue very effectively on the 
whole range of fringe benefits, accident and health, group life, pension 
plans, profit-sharing, stock options, the whole list of fringe benefits 
or supplementary compensation devices which are one of the powerful 
arguments in favor of seeking employment, working for someone else. 

What we are talking about here, I think, is one step, not a complete 
step, but one step in equalizing so that the man does not have to have 
any feeling that he is doing less for his family if he wants to follow 
his real impulses and his real ambitions to work for himself. 

Mr. Krocn. Most if not all of those benefits you have listed are in 
the nature of deferred compensation on which, in the hands of the 
recipient, the taxes thereon are deferred, is that right? 

Mr. Morray. That is absolutely correct. 

Mr. Kroon. Thank you very much, Mr. Chairman. 
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The Cuarrman. Are there any further questions? 

Mr. Byrnes will inquire. 

Mr. Byrnes. Dr. Murray, I certainly agree with the case you made 
about the discouragement of self-employment and the emphasis which 
Congress, really, by our Federal laws, has placed upon that. I do have 
a question as far as this particular area of inequities is concerned, 
which we must a exists. 

If we follow the proposals of 9 and 10, I wonder whether we will 
not open up another area of inequity in this particular field. 

I would ask you what you would do with the situation, were the 
employee covered under a contribution pension plan, where he is 
actually making the contribution himself. What you are saying is 
that the self-employed should be able to do it and yet have it deferred. 

As I understand, the plan does not provide for a recognition of that 
contribution and a deferral of that. Even though you will have 
situations where even if you did permit it under the bill, you still 
have another area where that contribution would not be equivalent to 
the maximum contribution of, let us say, 10 percent as provided in this 
bill. 

Do you not believe that that should be covered, or do you? 

Mr. Morray. I think here we get into a very large question. The 
purpose of H. R. 9 and 10, as I see it, is to equalize, on the basis of 
what you might thing of as a typical employer’s contribution to the 

lan; whatever the self-employed would do on his own that might 
comparable to his contribution to a pension plan in a contributory 
plan would be on an after-tax basis. 

Let me illustrate. 

For example, I am covered under the Teachers Insurance and An- 


nuity Association program, widely in use in the universities. The. 


university contributes 10 percent and I contribute 5 percent. If I 
were operating on my own as a self-employed individual, under the 
terms of the Jenkins-Keogh bill, what I would be able to do would 
be to equalize that 10 percent, which is never taxable income to me 
until I retire, which the university put in there for my benefit after 
retirement, I could do myself, with the Jenkins-Keogh bill in opera- 
tion. I would be just exactly in the same position, as far as the 5 
percent which I am contributing now is concerned. 

This is something I have to save after taxes that I pay into Teachers 
Insurance and Annuity Association. If I were self-employed, I would 
be in exactly the same boat. So it would seem to me that what we 
have done here is essentially an equalizer to let the self-employed 
operate in his role as an employer. 

After all, this is what it means, is it not? It is an employer of 
oneself that we are talking about. The self-employed is in a kind 
of a dual role here. He is employer and he is employee in one person. 
What we are trying to do is unravel] that. 

Mr. Byrnes. I see your point. Your point is that what you are 
trying to do is offset the advantage gained from the employer con- 
tribution deferment. 

Mr. Morray. Yes. 

Mr. Byrnes. What about the situation, then, where the employer 
contribution is not equivalent to the maximum contribution permitted 
to the self-employed? I think in many cases they are not. 
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Mr. Murray. In many cases it would not run as high as 10 percent 
on retirement benefits alone. 

Mr. Byrnes. That is right. 

Mr. Murray. However, the trend as you know, has been sharply 
upward in this total package. If you take all of the contingencies 
and all of the programs, when you add in retirement benefits, group 
life, accident and health, and the other forms of employee benefits 
which are not taxed to the employee, the 10 percent does not bother me 
as being unduly generous or inequitable. I think it is perhaps a 
pretty fair average of what we are talking about. 

Mr. Byrnes. One of the reasons why I bring this point up is be- 
cause we have had before the committee contentions and we have had 
before the committee legislation which the committee has discussed 
at least to some extent, based on the theory that since the employer’s 
contribution is deferred, the employee’s contribution in a contributory 
system should also be deferred. 

I was just wondering how this whole thing should be geared to- 
gether into a compact parcel, where we would do equity all down 
the line. 

Mr. Kean. Mr, Chairman, may I inquire? 

The Cuarrman. Mr. Kean will inquire. : 

Mr. Kean. Before I came to Congress, I was in a partnership busi- 
ness. I am very cognizant of this problem, and I have a great deal 
of sympathy with what you are trying to achieve. 

It is especially true in a business such as I was in, the investment 
business, which is a very volatile business. One or two years we would 
make a lot of money, and then for a couple of years we would not 
make any money. 

The result was that our junior partners, the people who were not 
providing capital but were providing brains only, were completely 
whipsawed. When we made a lot of money, they paid high income 
taxes. When we made nothing outside of a drawing account, they 
were in a very low bracket. It was impossible for them to put aside 
the money that they should have for their own protection. 

I am very sympathetic to the idea of doing something about this 
matter. 

The CuarrmMan. Are there any further questions? 

Mr. Mason is recognized. 

Mr. Mason. Mr. Chairman, just one question that has arisen in my 
mind since Mr. Byrnes was inquiring: 

If we establish this 10 percent for the self-employed, making it 
attractive for the self-employed rather than to go into industry, would 
that not then naturally require industry to gradually go from the 2 
or 5 or 6 up to 10 to make it also attractive to get into industry? In 
that sense, it would be a good thing if we did this. 

Would you think that that is about what it would amount to? 

Mr. Murray. I think you would, of course, have this more competi- 
tive and bring about a greater equalizing of the terms of employment. 
This, it seems to me, is always good. 

I feel very strongly on the basic idea that people ought to be able 
to do what they want to do. This is one of the characteristics of our 
system, and this applies to freedom of opportunity to choose your 
own career and your own calling. It seems to me always unfortunate 











1798 GENERAL REVENUE REVISION 


- we discriminate against people when they are trying to make their 
choice. 

I would argue, I suppose, just as firmly that we should not diserimi- 
nate against men who want to work for somebody else as employees. 
What we are really after is not to exert economic pressures on their 
choice. Let them seek their own goal. 

{ do think one thing we want to keep always reminding ourselves 
when we compare the individual provisions versus the employer pro- 
visions, that when the employer puts this aside, it is true it is in his 
total cost of doing business and his compensation, and these are hard, 
plain, cold dollars. But they are not quite as tough to put aside as 
what the individual has to dig up out of his own resources, against all 
of the competitive claims. 

You know how much easier it is to save some money that vou have 
never seen that somebody has saved for you, and how much harder it 
is when you have received this form of compensation, to do the neces- 
sary depriving of yourself of other things you might like to do in 
order to put this aside in a self-employed retirement benefit plan: 

I think we need real incentives, because this is hard—the self-suffi- 
cient kind of making one’s way—and the mere fact that there is a tax 
deduction does not provide the dollars with which the individual has 
in the final analysis to make his own provision for his own future. 

The Cuarrman. Are there any further questions? 

Mr. Sapiak. Mr. Chairman ? 

The Cuatrman. Mr. Sadlak will inquire. 

Mr. Sapiak. Just one brief question, Dr. Murray. 

In the final analysis, following up your final statement that you 
have made, that if there were a revision of the tax structure so that 
the individual himself would have a little more of his own money 
then he himself would make that decision as to where he would put 
it, he would have something available in order to make an investment 
to provide for himself. Would that not be so? 

Mr. Morray. That is right. It would make it considerably easier 
for him to participate in a self-employed retirement program if his 
total tax bill were less. 

The Cuarrman. Are there any further questions? If not, we thank 
you gentlemen for your appearance and the information you have 
given the committee. 

Mr. Dononve. Thank you, Mr. Chairman. 

(The following statement was filed with the committee :) 


STATEMENT OF KENNETH SS. KEYES, PRESIDENT, NATIONAL ASSOCIATION OF REAL 
Estate Boarps BEFORE THE HousE WAYS AND MEANS COMMITTEE, IN SUPPORT 
or H. R. 9 and H. R. 10 (JENKINS-KEOGH BILLs) To PROVIDE FOR THE POST- 
PONEMENT OF INCOME TAX ON INCOME SET ASIDE To PROVIDE RETIREMENT PLANS 
FOR SELF-EMPLOYED PERSONS 


The National Association of Real Estate Boards has joined many other asso- 
ciations of self-employed persons in support of the Jenkins-Keogh bills, H. R. 
9 and 10, which would allow self-employed persons to exclude from their gross 
taxable income a certain portion of such income for investment in restricted 
retirement funds with such persons paying the tax upon receiving the an- 
nuities upon retirement at age 65. H. R. 9 and H. R. 10 would authorize deduc- 
cease of not to exceed the lesser of 10 percent of self-employed income or 
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We do not believe that there is serious question as to the tax discrimination 
against self-employed persons which the Jenkins-Keogh bills seek to correct. 
The committee is no doubt aware of the President’s support of the provisiuns of 
these bills as announced in his first state of the union message in 1953. 

The growing needs of our expanding economy make it increasingly difficult 
for the great majority of the American people to accumulate a retirement fund 
out of current income. The Congress has accepted the validity of this argument 
by previding in the Internal Revenue Code that a corporation may deduct from 
its gross income contributions made for the retirement accounts of its officials 
and employees. The inequities thus resulting with respect to the self-employed 
person are so apparent that we must examine closely the reasons for the failure 
of Congress to take action on these bills in the 1954 general tax revision. 

Spokesmen for the Treasury Department have expressed their opposition to 
the Jenkins-Keogh bills because of their seemingly high costs. Unfortunately, 
such charges of high costs allegedly running into billion of dollars in revenue 
remained unchallenged until the American Thrift Assembly was organized in 
1957 to conduct the necessary research into the revenue and economic implica- 
tions of this legislation. The ATA has been invited to testify before this com- 
mittee, and we are confident that its witnesses will contribute materially to 
clearing up any misunderstanding on this most vital point. 

The Tax Foundation, Inc., in a study of the measure in August 1957, esti- 
mated that on the average the self-employed would put no more than 2 to 8 per- 
cent of their income into deductible retirement accounts and that this would 
mean maximum added deductions of $500 to $800 million. However, nearly 80 
percent of all Federal income taxpayers are subjected to the first bracket rate. 
As a result, we can use 20 percent as an average rate applicable to changes in 
adjusted gross income, At this rate the change of $500 to $800 million in al- 
lowable deductions would mean a revenue deferment of from $100 to $160 million. 

This, according to the Tax Foundation’s report, represents ultimate loss after 
several years when taxpayers have become more fully acquainted with the de- 
duction of retirement deposits. Thus in the first year or two after the bill is- 
enacted, the revenue deferments will probably be much less than $100 million. 

While loss in revenue is a most important consideration in evaluating amend- 
ments to our tax laws, nevertheless the Congress ought to consider the benefits 
to the economy of the increase in savings resulting from approval of the Jenkins- 
Keogh legislation. The June 26, 1957, report of the Subcommittee on Fiscal 
Policies of the Joint Economic Committee had this to say on the point: 

“The basic problem is an inadequate level of savings out of current income. 
An ever-increasing volume of real savings is needed to meet the economy’s re- 
quirements for replacement of plant and equipment under inflated prices and 
for growth based upon full exploitation of rapid technological advances. Fiscal 
and monetary policies should be directed toward encouraging a higher level of 
voluntary real savings under the present conditions of inflationary pressure.” 

On June 27, 1955, the Treasury Department in its statement on Jenkins- 
Keogh legislation before this committee said: 

“* * * it is the Treasury Department’s view that the net effect of the present 
law is to give substantial potential tax advantages to employees who are coy- 
ered by qualified pension plans over self-employed individuals and employees 
who are not covered by such plans in the opportunities to secure retirement 
income, 

“The simplest way to give self-employed individuals a tax status comparable 
to that afforded employees who are covered by qualified pension plans would 
be through the allowance of a tax exclusion for amounts paid into restricted 
funds or otherwise committed to the provision of retirement incomes. * * *” 

The above, we believe, represents succinct and most persuasive evidence that 
enactment of Jenkins-Keogh legislation is long overdue. We trust that this com- 
mittee will point the way toward removal of this grave inequity against self- 
employed persons by reporting favorably the Jenkins-Keogh bill at this session 
of the Congress. 


The Cuarrman. Our next witness is Dr. Emmett J. Murphy. 
Dr. Murphy, will you please come forward and give your name, 


address, and the capacity in which you appear for the benefit of the 
record. 
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STATEMENT OF DR. EMMETT J. MURPHY, DIRECTOR, INDUSTRIAL 
RELATIONS COMMITTEE, NATIONAL CHIROPRACTIC ASSOCIA- 
TION, WASHINGTON, D. C. 


Dr. Murruy. Mr. Chairman, it is the understanding of the National 
Chiropractic Association that the members of the chiropractic profes- 
sion can benefit under the provisions of the Jenkins-Keogh bill, if it is 
enacted into law. 

Therefore, we are vitally interested in seeing that this legislation is 
favorably adopted by Congress. However, even though the provisions 
of the bill did not allow doctors of chiropractic to benefit from the 
proposed arrangement for tax relief on moneys devoted to a private 
retirement fund, our organization would feel constrained to testify in 
its favor for the simple reason that this is justifiable legislation which 
will end a gross inequity in the tax law. 

We note that there is some objection to the passage of tax relief 
legislation, such as the Jenkins-Keogh bill, because, it is claimed, this 
will result in a loss in revenue for the Government. I think one 
might argue the logic and economics of such a statment, but, on the 
other hand, we feel that the important point to remember is that this 
proposed legislation will adjust a tax inequity. 

It is neither fair nor logical to point to a loss in revenue as the 
important reason for opposing the passage of this bill. Americans 
are more interested in equitable and fair treatment of all taxpayers 
than in a temporary decrease in revenue. If there is a need for more 
tax money for the general fund, let us seek it by an equitable levy 
and through other changes in our tax laws. 

For the self-employed, there is no plan for retirement that is cur- 
rently in operation. Even for some professional people, such as 
members of the chiropractic profession, the present social-security 
benefits do not give the type of complete coverage that many of our 
members desire. The costs and standards of living for many doctors 
of chiropractic indicates there is a need for a retirement system which 
will be more complete, and give them the security and income, in later 
years, which they find necessary. 

The professional man has a work schedule which is really no sched- 
ule at all. His time is at the command of his patients; he cannot set 
a time for vacation; if he is indisposed himself, he gets no remunera- 
tion; he has no other fringe benefits of the kind which accrue to those 
who are employed by others. He is denied many benefits, and this 
method of correcting one of the inequities in the tax law ought to be 
favored by the House and Senate. 

Our entire premise in asking for tax relief is that the self-employed 
are discriminated against under the present tax law. If given an 
opportunity to set aside earnings during the active, peak, and pro- 
ductive years, so as to provide for retirement income, these profes- 
sional and other self-employed people could make many contributions 
to the national economy. 

We hesitate to ani into the field of economics on this proposal, 
but, if our understanding of the legislation is correct, this provision 
for new retirement funds for the self-employed would create a reser- 
voir of funds which could be used as economic stimuli. 
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The ordinary time lag in making provisions for equitable adjust- 
ments as provided by the Jenkins-Keogh bill, will not put new retire- 
ment plans into operation for another 2 or 3 years, or perhaps longer. 
In that time, other adjustments in tax laws can be made to prevent 
serious revenue loss. 

At the time the self-employed man seeks to benefit for his retire- 
ment plan, he will take up paying taxes on the retirement money 
which he receives. There is no easy way to contemplate what that 
amount of money will come to but, I am sure that the committee mem- 
bers will agree, had this bill been enacted 20 years ago, it is possible 
the deferred revenue collected now on the benefits paid out of retire- 
ment funds would represent more than the tax on the original mone 
put into the funds. hat I am trying to say is this: Future condi- 
tions and future tax programs may well work in such a way as to gain, 
rather than lose, revenue for the Federal Government under this 
program. 

The Cuarman. Are there any questions? 

If not, Dr. Murphy, we thank you, sir, for your appearance and the 
information you have given the committee. 

Dr. Morreuy. Thank you. 

The CuHarrmMan. Our next witness is Dr. Floyd W. Pillars. 

Dr. Pillars, will you please come forward and give your name, 
address, and the capacity in which you appear, for the benefit of the 
record. 


STATEMENT OF DR. FLOYD W. PILLARS, VICE CHAIRMAN OF THE 
COUNCIL ON LEGISLATION OF THE AMERICAN DENTAL ASSO- 
CIATION; ACCOMPANIED BY BERNARD J. CONWAY, SECRETARY 
OF THE COUNCIL 


Dr. Puuars. Mr. Chairman, I am Dr. Floyd W. Pillars, a practic- 
ing oral surgeon from Des Moines, Iowa. I am the vice chairman of 
the council on legislation of the American Dental Association. In 
order to save the time of this committee, I would like to have my pre- 
pared testimony presented for the record. 


The Coearrman. Without objection, the statement will be included 
in the record. 


(The statement referred to is as follows :) 


STATEMENT OF THE AMERICAN DENTAL ASSOCIATION ON H, R. 9 anv H. R. 10, 
85ruH ConaeREsS, IDENTICAL BILLS TO ENCOURAGE THE ESTABLISHMENT OF 
VOLUNTARY PENSION PLANS BY SELF-EMPLOYED INDIVIDUALS 


Mr. Chairman and members of the committee, I am Dr. Floyd W. Pillars, 
a practicing oral surgeon from Des Moines, Iowa. I am vice chairman of the 
council on legislation of the American Dental Association. With me is Mr. 
Bernard J. Conway, secretary of the council. In behalf of the American Dental 
Association, which represents more than 80 percent of the Nation’s practicing 
dentists, I urge this committee to report favorably on H. R. 9 and H. R. 10. 


OBJECTIVE OF H. R. 9 AND H. R. 10 


H. R. 9 and H. R. 10 would give a self-employed individual the right to make 
yearly deductions of a limited amount of earned income paid into a private 
retirement plan; in effect, deferring the tax on those amounts until a distri- 
bution of them would be made from the retirement plan. Generally, the maxi- 
mum annual deduction would be 10 percent of annual net earnings from self- 
employment up to a maximum of $5,000. 
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On regular distributions after age 65, taxable income would be not less than 
the amount distributed minus deductions for personal exemptions. On dis- 
tribution before age 65, a special schedule would apply. Appendix A to this 
statement sets out an example of the tax effects upon a distribution, a volun- 
tary withdrawal, before age 65. 


ASSOCIATION’S OFFICIAL POSITION 


The American Dental Association in 1948 authorized the Council on Legisla- 
tion to support Federal legislation directed toward removing income tax in- 
equities imposed upon self-employed groups. In 1954, the association emphati- 
cally endorsed the principle contained in H, R. 9 and H. R. 10 within the fol- 
lowing resolution : : 

Resolved, That the council on legislation be authorized to seek, or support, leg- 
islation which, if enacted, will offer to dentists an opportunity to establish a 
retirement income plan or fund for themselves as individuals under the same 
tax equities as are now provided for the beneficiaries of company sponsored 
plans (Transcript, ADA, 1954: 263). 


IMPORTANCE OF H. BR. 9 AND H. RB. 10 TO DENTISTS 


Approximately 80 percent of the practicing dentists in this country are self- 
employed. The dental profession, therefore, is greatly affected by those tax 
policies which discriminate against self-employed persons, particularly the pro- 
fessional practitioner who is a sole proprietor or member of a small partner- 
— The substantial majority of dentists in this country practice in 1 of those 

ways. 

A problem common to most individuals is that of providing a source of income 
for their later years related to the standard of living set during more productive 
years. A solution to this problem is not only in the individual’s interest but in 
the interest of our economy as well. Congress has recognized the objective as 
a worthy one, through its enactment of the provisions now contained in sec- 
tions 401-404 of the Internal Revenue Code of 1954 which provide for the es- 
tablishment of employee pension plans. The tax benefits in these sections, how- 
ever, apply only to employed persons. 

The economic difficulties faced by a self-employed dentist in providing for his 
later years are in many respects more complex than those encountered by em- 
ployed persons. The dentist starts on his professional career relatively late in 
his youth after spending approximately 6 to 8 years in preprofessional and pro- 
fessional study. Thus, the typical dentist is almost 27 years of age when he 
first enters dental practice and beings to earn income. 

Upon entering practice, the dentist must make a substantial financial invest- 
ment in equipment and supplies; the average amount has been computed to be 
approximately $8,000. Once established, the dentist has not too many years of 
high income productivity, after which his earning power diminishes significantly. 
This cycle of dental income is graphically shown in a study made by the Associa- 
tion’s Bureau of Hconomic Research and Statistics in 1956. That study, utilizing 
income figures for 1955, shows that during the first 5 years of practice the aver- 
age yearly net income of a self-employed dentist before taxes is $8,264; this 
- inereases to $11,701 per year during the second 5-year period of his practice. 
During the years of his greatest financial obligations, from age 35 to 50, the 
dentist reaches his peak earning capacity. For example, in the 5-year period 
from age 40 to 44, the average yearly net income of the self-employed dentist 
before taxes reaches a peak of $14,447. After age 50, his net income diminishes 
markedly. During the 5-year period from age 60 to 65, the average income is 
$10,372. Attached to this statement as appendix B is a complete development 
of this study. 

If this cycle of income is viewed against the many financial responsibilities, 
both professional and personal, faced by a dentist over the course of his career, 
it ean be seen that he has little opportunity under the present tax program to 
establish a suitable retirement program. Typically, the dentist is seldom en- 
couraged at any stage of his career to allocate funds regularly for his later 
years. The tax incentives contained in H. R. 9 and 10 would enable the self- 
employed dentist, as sections 401-404 of the existing code have enabled the 
employed person, to provide adequately for retirement years. 
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THE SELF-EMPLOYED GROUPS 


Experience has shown that the tax policies of the Federal Government can 
and do accomplish more than the production of needed revenue. Indirectly the 
taxing policy may encourage the institution or expansion of desirable social 
measures; the favorable tax treatment of so-called fringe benefits for employed 
groups is a noteworthy instance. The pension contribution advantages for 
employed persons under existing law, for example, are being highlighted at this 
hearing. 

Unquestionably the favorable tax treatment of employed groups in the area 
of fringe benefits was considered a wholesome social and economic step. It 
might now be appropriate to consider whether the status of self-employed 
groups should be enhanced in the national interest. 

I speak only for the dental profession. But I believe that the learned pro- 
fessions must remain predominantly a self-employed group. The dentist, the 
physician, the lawer offer highly personalized services. The typical professional 
practitioner is devoted first to the interests, the welfare, of his patients or 
clients; his service to them is much more than a job to be done. These and 
many other characteristics of professional endeavor can best be preserved 
through the so-called private practice system. 

Whether the private practice system for professional endeavor continues to 
attract persons with the needed qualifications and skills may be a critical 
question in the near future. This Nation needs engineers, scientists, and 
teachers. Almost invariably their functions are performed as employees. In 
the future a great deal of effort will be spent to attract the top students in 
these pursuits; this is vital to our national interest. But it is from the same 
class of students that dentistry and medicine must draw their future 
practitioners. 

The combination of employment security and the many inducements that will 
shortly be initiated to attract students to engineering, science, and teaching 
will unquestionably have an effect upon the recruitment of qualified persons 
to dentistry and other professional endeavors. The American Dental Associa- 
tion does not, of course, expect this committee to resolve this problem com- 
pletely. The association does urge the committee to consider the enactment 
of H. R. 9 and H. R. 10 not only as a desirable measure to equalize the tax 
treatenent of the self-employed with the employed group, but also as an effec- 
tive step toward preserving a strong and vital force of self-employed profes- 
sional practitioners in the national interest. 

The American Dental Association is a charter member of the American 
Thrift Assembly and supports the assembly’s position on this legislation. 

In behalf of the American Dental Association I wish to thank the committee 
for the opportunity to present the association’s position in support of H. R. 9 
and H. R. 10. 





REVISION 


a 
=) 
A 
a 
5 
fa 


GENERAL 





“08 ‘(@) pus (Pp) u0em30q VOB) UdEq OU UOWJONPep peY Xv} UT COUDIEYIC—"aLON 


Se ee ae ee on ee ae eee ne ee hee ere eT eee ee eee Pernt? Be Se ED UNE TURITINS 70 gues. Nees, 


ggeteictetoted 


queoled OTT pepnpous 
BuyAjdde SuyMo Ss} uumnyoo u0y3ng meq U0T? 
qnoyys xe} XB} [BUOT} Bulpeoeid =| -j14S1p 103J8 | -OMpop jueUI ertioouy uoyjonpep eWOoUy 
[suo}Ippe | -Ippe yoy | upyunoure | sesodind xv}| -8.1}j01 psy O[GEXBL, JUdTEO1140Y [snqoy 
jojyunoury | uo junoury U0 XB, 10} ommoouy | opquded xB,y, 


[(9+0et ‘8$) $29‘ TS 8] 81804 Zu;peoosd } OY} JO YORE UT PUB 1961 UT PEpNpoUT oq 04 yuNOUTE 94} 
SnY,L ‘ePpeuUl o10M SUOTINGIIZUOO YOI AA Uy sivEeA F ZUTPooed PUY UOIZNI!1\S1p JO voA BT} Jo eM] OT} U] ATQuIw pepNpuUy oq [[eys JUNOUTS sty} 4Bq} Sepyaoid Mv] oY} Sesodind 
XB} JO *“JUOTIISOAU] UO UINJOI OZI‘I$ PuvsivEed 2 10} 180A JOd Q0O'I$ JO SUO]JNQIJ}U0D Suyjussetdel puny JuuIE.7}01 oy} WO UMBIPYITA S} OST‘S$ ‘L961 UT Vy) OUINSSY :uO;ywUL[dx G7] 
Ol ‘YH PUD 6 'Y “H 4epun gg abv 02 sud suoynainsrp fo adwory 


y Xlqnaday 


SSS Se 


GENERAL REVENUE REVISION 1805 


APPENDIX B 
Average income of dentists by age, 1955 
Age: Mean net income | Age—Continued Mean net income 
PD a icentashnti kn aibatncen takin $8, 264 OE Sr Ciitpiteinceinamenciann $11, 452 
ally ads ee Ee 11, 701 ie ecient ees 10, 372 
OB Ot GOs ikidtinttiendints 13, 624 CU RODE pcecemnny 8,1 
OP 00 Cha 14, 447 ek A Ee 6, 979 
0D WP iiibttatndndsinses 13, 895 FB sen etna ts 3, 702 
OP We Gi hcdcetate 12, 998 | 
The CHarrman. Can you complete your remarks in the 5 minutes 


allotted to you, sir? 

Dr. Prxars. Yes, sir. 

The Cuarrman. You are recognized. 

Dr. Pixxiars. I would like to point out that the American Dental 
Association has for a great number of years been favorable to this 
legislation, H. R. 9 and H. R. 10. We have also supported and we do 
support the position of the American Thrift Assembly. We of the 
American Dental Association were charter members of the American 
Thrift Assembly. 

I think with those brief remarks we will answer any questions that 
you care to present us. 

The Cuarrman. Thank you, Doctor, for your appearance and the 
information you have given to the committee. 

Are there any questions ? Y 7 . 

Mr. Kroon. Mr. Chairman, may I ask Dr. Pillars one brief question. 
_ I want to express my deep appreciation to you for your graciousness 
in considering the time of the committee, 

Do you have an opinion as to whether, with respect to the dental pro- 
fession, the effective rate, the effective maximum would be the 10 
percent of earned income or the dollar maximum in the pending bills? 

Dr. Pitiars. The top rate would not be utilized by the dental pro- 
fession. 

Mr. Keoen. That is, the top dollar maximum. 

Dr. Pruuars. That is correct. 

Mr. Kroon. Therefore, the effective rate for the average and for 
ee all the dentsits in the country would be the 10 percent 

imitation. Is that not correct? 

Dr. Puuars. Yes; I think that is correct. 

Mr. Keon. Thank you. 

The Cuarrman. Are there any further questions? 

If not, Dr. Pillars, we thank you, sir, for your appearance and the 
information you have given the committee. 

Dr. Prtiars. Thank you. 

(The following letters and resolutions were received by the com- 
mittee :) 

HOvUSE OF REPRESENTATIVES, 


Washington, D. C., March 21, 1958. 
Leo Irwin, Esq., 


Clerk, Committee on Ways and Means, 
House of Representatives, 
Washington, D. O. 
Dear Leo: Will you please have the enclosed endorsements from the Nevada 
State Medical Association and the Nevada Society of Certified Public Account- 
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ants made a part of the record in connection with the Jenkins-Keogh bills (H. R. 
9 and H. R. 10). 
With kind regards, I am 

Sincerely yours, 


GENE KEOGH. 


NEVADA Soorety or CERTIFIED PUBLIC ACCOUNTANTS, 
Reno, Nev., October 25, 1957. 
Mr. MorGan ANGLIM, 
150 North Center Street, 
Reno, Nev. 


Dear MorGan: Enclosed are five copies of a resolution adopted by the Nevada 
Society of Certified Public Accountants at our annual meeting held on October 
18 and 19, together with a petition signed by the members present relative to the 
Jenkins-Keogh bill. 

. We are getting additional signatures on other copies of the petition which we 
will forward to you at a later date. 

At our annual meeting, David A. Messing, 230 South Fifth Street, Las Vegas, 
Nev., was eleteed president, Ira W. Bradshaw, of 440 Hoover Street, was elected 
secretary-treasurer, and I was elected vice president. 

If we can be of any further assistance in this matter, please feel free to call 
on wus. 


Yours very truly, 


Jom MCMULLEN, 
Vice President. 
RESOLUTION 


Whereas the present Internal Revenue Code of the United States discriminates 
against the self-employed in the matter of pensions and retirements; and 

Whereas the members of the Nevada Society of Certified Public Accountants 
are self-employed, and feel that they are entitled as Americans to the same 
tax advantages as employees; and 

Whereas the Jenkins-Keogh bills (H. R. 9 and 10, 85th Cong.) would minimize 
the present inequities of the Internal Revenue Code between self-employed 
persons and employees : Now, therefore, be it 

Resolved, That the Nevada Society of Certified Public Accountants, at its 
annual convention, after discussion of the Jenkins-Keogh bills, endorses the 
Jenkins-Keogh bills and requests the Congress of the United States to enact 
them ; and be it further 

Resolved, That a copy of this resolution, duly certified by the Secretary of 
the Nevada Society of Certified Public Accountants, be forwarded to the con- 
gressional delegation of the State of Nevada, to members of the Ways and Means 
Comittee of the Congress of the United States, and to the Speaker of the House 
of Representatives of the United States, the Honorable Sam Rayburn. 

Certified to be a true copy. 

J. W. McMvtien, 

Seoretary-Treasurer. 


Nevapa STATE MEpIcaL ASSOCIATION, 
Reno, Nev., December 16, 1957. 


Mr. MorGaANn ANGLIM, 
Reno, Nev. 

Dear Mr. Ancirm: At the recently concluded aunual meeting of the associa- 
tion in Las Vegas, September 25-28, a resolution endorsing the Jenkins-Keogh 
bill was passed and a copy is attached hereto. 

Following your suggestion, certified copies of this resolution have been for- 
warded to Senators George W. Malone and Alan Bible and to Congressman 
Baring as well as to Hon. Sam Rayburn, Speaker of the House of Representatives. 

As a result of action by the council of the Nevada State Medical Association, 
taken at the quarterly meeting December 15, 1957, I have been instructed to for- 
ward to the American Thrift Assembly, through your office, a check in the 
amount of $100 to assist in defraying the cost of the informational program 
that has been undertaken by the Thrift Assembly, please find it enclosed. 

Very sincerely yours, 
NELSON B. NEFF. 
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RESOLUTION ADOPTED BY THE NEVADA STATE MEDICAL ASSOCIATION IN ANNUAL 
MEETING IN Las VEGAS, SEPTEMBER 25-28, 1957 


Whereas the present Internal Revenue Code of the United States discriminates 
against the self-employed in the matter of pensions and retirement; and 

Whereas the members of the Nevada State Medical Association are self-em- 
ployed, and feel that they are entitled as Americans to the same tax advantages 
as employees; and 

Whereas the Jenkins-Keogh bills (H,. R. 9 and 10, 85th Cong.) would minimize 
the present inequities of the Inernal Revenue Code between self-employed persons 
and employees: Now, therefore, be it 

Resolwed, That the Nevada State Medical Association, at its annual convention 
held in Las Vegas, Nev., after discussion of the Jenkins-Keogh bills, endorses 
the Jenkins-Keogh bills and requests the Congress of the United States to enact 
them ; and be it further 

Resolwed, That a copy of this resolution, duly certified by the secretary of the 
Nevada State Medical Association, be forwarded to the congressional delegation 
of the State of Nevada, to the members of the Ways and Means Committee of 
the Congress of the United States, and to the Speaker of the House of Repre- 
sentatives of the United States, the Honorable Sam Rayburn. 


The Cuarrman. The next witness is Mr. Mitchell M. Shipmen. 


Please identify yourself for the record by giving us your name, ad- 
dress, and the capacity in which you appear. 


STATEMENT OF MITCHELL M. SHIPMEN, GENERAL COUNSEL, NA- 
TIONAL COUNCIL OF SALESMEN’S ORGANIZATIONS, INC., NEW 
YORK CITY 


Mr. Surpmen. Mr. Chairman and members of the committee, I am 
Mitchell M. Shipmen, a practicing attorney in New York City, and I 
serve as general counsel for the National Council of Salesmen’s 
Organizations. 

e Cuatrman. Mr. Shipmen, can you complete your comments in 
the time allotted to you? 

Mr. Suremen. Yes. 

I would respectfully ask you if we may have our written statement 
that we submitted to you incorporated in the record. 

™ CuarrMan. Without objection, it will be incorporated in the 
record. 

(The statement referred to is as follows:) 


STATEMENT OF POSITION OF THE NATIONAL COUNCIL OF SALESMEN’S ORGANIZA- 
TIONS, INC., ON THE JENKINS-KxoGH Bitts, H. R. 9 anp H. R. 10 


The National Council of Salesmen’s Organizations, Inc., is a nonprofit member- 
ship corporation, duly organized under the laws of the State of New York. It 
is the parent body of some 30 salesmen’s groups and clubs located throughout 
the United States. 

As the “national voice” of these salesmen’s organizations, council states herein 
its position in reference to. H. R. 9 and H. R. 10 generally referred to as the 
Jenkins-Keogh bills, which seek to encourage the establishment of retirement 
plans by certain individuals not presently included in qualified corporate pension 
systems, 

CERTAIN FACTS CONCERNING WHOLESALE SALESMEN 


The following facts should be considered in connection with the wholesale 
salesmen of America, as represented by national council. 

First, by far, the vast majority of wholesale salesmen are employees, as dis- 
tinguished from independent agents or self-employed. 

Second, such an infinitesimal number of these salesmen are included in corpo- 
rate pension plans which have qualified with the Internal Revenue Service, that 
for all practical purposes, they constitute one of the largest pensionless employee 
groups in the country. 
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Third, the preponderant majority of these wholesale salesmen are employed 
by small and moderate-size business enterprises, as distinguished from large or 
giant corporations. Thus, the probability of eventual corporate coverage of them 
is negligible. For all practical purposes, they will continue to be pensionless 
employees unless and until congressional relief is afforded them. 


NATIONAL COUNCIL, ONE OF THE ENDORSERS OF ORIGINAL JENKINS-KEOGH BILLS, 
DOES SO NOW, WITH ONE IMPORTANT RESERVATION 


The Jenkins-Keogh bills have been before Congress for several years. Na- 
tional council has always vigorously and wholeheartedly endorsed the fair tax 
principles embodied in the prior versions thereof. It has appeared before con- 
gressional committees in support of this legislation and has constantly advocated 
that this administration carry out its pledge to eliminate the present inequity in 
the law which was recognized officially by Secretary of the Treasury Humphrey 
as recently as June 1955 in the testimony before the Ways and Means Committee. 

Today, when H. R. 9 and H. R. 10 are again being considered, national council 
reiterates its previous position that taxpayers not currently included in any quali- 
fied corporation retirement system should be given the right to set aside a reason- 
able amount of their income in a restricted retirement fund as defined in the 
pending bills, and to deduct from their gross income for tax purposes, the amount 
so invested. 


NATIONAL COUNCIL OPPOSES LIMITATION TO SELF-EMPLOYED 


As much as the national council favors the principles of the extension of pension 
coverage, it is, at the same time, unalterably opposed to the present bills insofar 
as they are limited to the self-employed. 

The Jenkins-Keogh proposals introduced at this session of the Congress, have, 
for the first time, omitted from their provisions the pensionless employee group. 
If, as it has been properly argued, the Internal Revenue Code discriminates 
against both the self-employed and the pensionless employees, in denying to 
them the privileges accorded to corporations which have qualified pension plans 
and to their employees, then it is manifestly unfair and inequitable to propose 
to limit H. R. 9 and H. R. 10 to the self-employed and to omit the pensionless 
employees, who probably more than any other group of taxpayers need the tax 
deferment right as to a reasonable part of their income to enable them to set 
aside such an amount in an individual retirement plan as more specifically pro- 
vided in the Jenkins-Keogh bills. 


WHOLESALE SALESMEN NEED OPPORTUNITY TO SET UP THEIR OWN RETIREMENT FUNDS 


The wholesale salesmen of America, in particular, are in need of the tax 
deferment rights which Jenkins-Keogh now proposes to give solely to the self- 
employed. There is no question that the wholesale salesman is a key factor in 
our ever-expanding economy. Enlightened industry leaders realize the all-im- 
portant role which the salesman plays in distributing the goods of our Nation’s 
factories. It has recently been said about salesmen that they are “our not-so- 
secret weapon for combating overproduction with increased consumption, Yet 
they are in constant danger of becoming the skeleton at the feast.’ 

To encourage the enary into the field of salesmanship of younger men, and 
to insur the security of those who are already in the field, it is all-important 
to the welfare of our economy that their needs for future security be considered 
in connection with this legislation, which justifiably seeks to encourage the 
establishment of retirement plans by individuals on their own initiative. The 
vast majority of wholesale salesmen are commissioned men, required to pay their 
own expenses of travel and doing business, from their commission earnings. For 
them, the Jenkins-Keogh proposals are a necessity, for otherwise it is economi- 
eally impossible for them to establish their own individual retirement plans. 

The plight of the wholesale salesmen is cited as typical of the situation in 
which most pensionless employees find themselves under present-day economic 
conditions. 

A great majority of salesmen and pensionless employees are employed by the 
self-employed group and by the smaller corporations. The cold fact is that these 
types of business enterprises in today’s economy do not have the financial capacity 
to establish qualified corporation employee retirement plans. The disposable 
income of the average self-employed business entrepreneur has been stated as 
being only $5,000 per annum. This certainly emphasizes the plight of employees 
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of such business concerns and the particular need which they have for the tax 
treatment which» Jenkins-Keogh proposes to accord their employers, The situa- 
tion is equally true in regard to the smaller corporations in our economy. 

The chief objection of pension plans of the small and moderate size business 
concerns is the cost involved. This has been the subject of a study of the 
Harvard University Business School under the direction of Prof. Harry R. 
Tosdal. In this survey, Professor Tosdal found as follows: 

“The experience of business firms with pension plans has all too often been 
that the burden of such plant becomes intolerable and the choice has had to be 
made between wrecking the business and modifying or throwing out the pension 
plan. The cost to fund such a plan may be more than a business in its existing 
situation can stand. Furthermore, a pension fitted to the existing resources may 
be inadequate and unsatisfactory and have on the whole a bad effect on morale. 
In some situations, substantial sums are needed for funding such plans and a 
company may need that capital for expansion and stability in order to assure 
the continuance of the company as a competitive factor.” 


CONCLUSION 


H. H.9 and H. R. 10 should be amended so as to reinclude within its provisions 
pensionless employees 


We submit that the purpose of Jenkins-Keogh is to allow limited deferments 
from Federal income tax for the specific purpose of allowing those not covered by 
qualified corporation pension plans to set up their own old-age pension program. 
The bills are aimed directly at alleviating the risks of those, who, by virtue of 
their position in the economic structure, cannot expect to enjoy the benefits of 
a corporation retirement system. We have pointed out that the wholesale sales- 
man and the pensionless employee are primarily involved with those types of 
business concerns which simply cannot afford to establish qualified pension plans. 
We have also endeavored to indicate that these employees are most subject to the 
economic risks which Jenkins-Keogh seeks to alleviate. 

We therefore respectfully request that the coverage of H. R. 9 and H. R. 10 be 
broadened to include the pensionless employee. To omit them would, in effect, 
be to compound the inequity which exists in our tax structure, The cost to the 
Government of the tax deferment privileges presently accorded to corporations 
and to their employees, is now borne both by the self-employed and the pension- 
less employee who do not share the same privileges. To eliminate the discrimina- 
tion as against the self-employed and at the same time to allow it to continue to 
exist with reference to the pensionless employee would shift the tax cost entirely 
on the shoulders of the pensionless employee. Manifestly, this must and should 
be avoided. 

Finally, we submit that the estimated loss in current taxes to the Government 
by reason of the deferment plan envisaged by Jenkins-Keogh, would not be as 
substantial as has been depicted by Treasury officials. Certainly, insofar as pen- 
sionless employees are concerned, very few, if any, would be in a position to set 
aside an amount even approximating the maximum of $5,000 per annum now 
provided for in the bills. In this connection, may we recommend that considera- 
tion be given, if necessary, to the reduction of this allowable maximum so as to 
make possible the broadening of the base of coverage to include the pensionless 
employees. The Coudert bill, H. R. 45, contains provisions along this line and we 
therefore respectfully request that it be considered as an alternative proposal to 
H. R. 9 and H. R. 10. 

Respectfully submitted. 

NATIONAL COUNCIL OF SALESMEN’S 
ORGANIZATIONS, INC., 
By Louis A. Caparpo, President. 
BENJAMIN SHAPIRO, 
Vice President and Chairman of Legislative Committee. 
MITCHELL M. SHIPMAN, 
General Counsel. 


Note.—The national council is a democratically organized and governed federa- 
tion of numerous salesmen’s groups throughout the country. We have always 
considered it important that any minority sentiment in a democratic body be 
expressed. Accordingly, we advise this committee that several of our member 
groups have urged that the proposals contained in H. R. 9 and H. R. 10 be passed 
in their present form, and that the amendment herein proposed to include pension- 
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less employees be taken up by the Congress after the Jenkins-Keogh principles 
have been enacted into law. - 

Mr. Suremen. There are just a few remarks I would like to make. 

We are not sympathetic with the bills, but there is one aspect of it 
that we must bring to your attention. 

The National Council of Salesmen’s Organizations represents the 
corps of people who sell merchandise at wholesale to people for resale. 
The greater preponderance of them, and indeed by far the preponder- 
ance, are people who are employed by small companies who do not 
have provision for pension and retirement. They are, in fact, inde- 
pendent businessmen in many he po except that they are employed. 

Under the bill as it is presently proposed, they would not be cov- 
ered. We feel that if the discriminatory features or the inequities of 
the bill, of the tax law, are to be removed, then these salesmen and the 
pensionless mae should be included, too. 

It is along those lines that we urge this committee to consider that 
aspect of the absence of coverage, the pensionless employees. 

I think the remarks of the Congressman from Wisconsin are the 
core of the position of national council. We do have some independ- 
ent salesmen’s groups, and of course they would be covered by the bill, 
but we most fervently ask that the bills in the original form some years 
ago—and I had the opportunity to come down here and testify in con- 
nection with those bills. Their coverage was full and inclusive, both 
of employees who were pensionless and those who were self-employed. 

Thank you very much. 

The Cuarrman. Thank you, sir, for your appearance and the infor- 
mation you have given to the committee. 

Mr. Surpmen. I would be glad to answer any questions that the 
committee has. 

The Carman. Are there any questions of Mr. Shipmen? 

If not, we thank you again, sir. 

We will now hear from our colleague, the Honorable Henry S. 
Reuss, of Wisconsin. 


STATEMENT OF CONGRESSMAN HENRY S. REUSS, OF WISCONSIN 


Mr. Reuss. Mr. Chairman, as the author of H. R. 2490, one of the 
several bills before this committee identical with the Jenkins-Keogh 
bills, I appreciate this opportunity to testify in favor of this leg- 
islation. 

The purpose of these bills is to allow 10 million self-employed Amer- 
icans to provide for their own retirement, from their own funds, with- 
out having to pay income tax on the money they set aside until the 
funds are received later as retirement or survivor benefits. 

Passage of this legislation would simply put the self-employed on 
equal footing with the 15 million Americans now covered i one of 
the 30,000 corporate retirement and profit-sharing plans approved by 
the Treasury. Under those plans, both the company and individual 
contributions to the employee’s retirement plan—whether he is the 
president or the president’s office boy—are free from taxation. Such 
payments are a direct benefit of employment. They are, in effect, 
wages earned but untaxed during working years and paid and taxed 
during retirement. 
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H. R. 2490 would extend this principle to a person in business for 
himself, be he doctor or druggist, barber, farmer, lawyer, accountant, 
or the neighborhood grocer. ‘The bill recognizes that these people have 
the same right to tax exemption for retirement purposes that is en- 
joyed by the workers on the Ford assembly line, and in the front offices 
of the Ford executive suite. 

To preserve self-enterprise, Congress should encourage self-em- 
ployed citizens to make realistic plans for their retirement. By giving 
tax exemption to those farsighted self-employed individuals who es- 
tablish their own retirement programs, we will give the self-employed 
a degree of equity in taxes and retirement they presently lack. 

_ Under this bill, an individual may set aside up to 10 percent of his 

income Ni $5,000 a year, whichever is less) in an approved retirement 
lan and exclude it from his gross income in computing his income tax. 
eople over 50 may deduct even more, permitting older people the 

benefit although they have only a few years left before retirement. 

The legislation has been carefully considered by this committee in 
the past. In fact, it now has the backing of President Eisenhower; 
the Treasury Department (in principle); groups representing our 
self-employed—National Federation of Independent Business, Na- 
tional Council of Salesmen’s Organizations, American Farm Bureau 
Federation, American Bar Association, American Medical Associa- 
tion; Congressmen from both sides of the aisle, including 13 whose 
bills are before the committee today. 

I join with them in support of this legislation. We should not 
penalize those millions of Americans who “go it alone” by hanging 
out their law office shingle, running a dry cleaning shop, or practicing 
medicine. That is why I am and will continue working hard for the 
adoption of this retirement legislation, and respectfully urge this 
committee to act promptly and favorably upon it. 

Our next scheduled witness is Mr. David G. Bress, who will not 
appear. 

F he Chair understands that the next witness, Mr. Howard Lindsay, 
is not present. Is that right? But he is to be present later on. 

Mr. Dan Lacy is present, but he desires to follow Mr. Lindsay. Is 
that correct ? 

The written statements of Mr. Lindsay and Mr. Lacy will appear 
in the record for today in the order of their place on our calendar. 

(The statements referred to are as follows :) 


STATEMENT OF THE AUTHORS LEAGUE OF AMERICA, INC., CONCERNING TAX PROBLEMS 
or AuTHorRS SUBMITTED BY Howarp LINDSAY, MEMBER OF ITS COUNCIL 


The league is grateful for this opportunity to express its views on certain tax 
problems faced by authors, and to suggest possible revisions to reduce these 
inequities. 

The problems are, briefly : 

(1) The author’s inability, under present income tax law, to accumulate the 
means for professional survival or to provide a reserve for retirement. 

(2) Denial of social security benefits to authors, otherwise eligible, because 
of receipt of royalties from books written long prior to retirement and the 
fact that an author may be engaged, although unprofitably, in the writing of 
another work. 

(3) Arbitrary classification of income from inherited property as “income in 
respect of a decedent,” and the consequent denial to an author’s heirs of the 
right to take depreciation on literary property they have inherited at the market 
value on which estate taxes have been assessed. 


20675—58—pt. 2———34 
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These problems are shared by all persons who, by their independent effort, 
create works protected by the Copyright Act—novelists, dramatists, poets, his- 
torians, biographers, composers, scientists, painters, and sculptors. 


(1) THE PROBLEM OF PROFESSIONAL SURVIVAL 


(a) The creation of a literary work is a protracted process which does not pro- 
duce income until it is completed 


One overwhelming handicap faced by most authors who write independently 
is the inability to accumulate the means for professional survival, the funds to 
support themselves and their families while they are writing. This is not a 
problem because authors are profligate or inept or do not receive substantial re- 
turn on their work. It is a problem faced by authors who are frugal, success- 
ful, and who make money. 

The problem is due to an inexorable condition of the author’s calling. From 
the beginning to the end of his career, the author’s life is a series of prolonged 
periods devoted to the creation of literary property; during these periods the 
work he is creating does not produce any income for him. (We are speaking of 
authors who write independently—who do not render services to others in ex- 
change for salary or fees.) 

Income is only realized intermittently when the property created, the book or 
play, is put to use by publication, performance or other means. 

These periods of unremunerative creation vary in length from months to years, 
depending upon the writing habits of the individual author, the degree of initial 
preparation required, the nature of the work, and a variety of other circum- 
stances. 

One such period will often be followed consecutively by another, since creative 
work does not always culminate in a literary property which the author can 
exploit. Often a work in progress is abandoned uncompleted. Sometimes a 
play (or novel) will not be presented to the public for many years because of 
problems encountered by the producer or publisher, and, frequently, the product 
of these months or years of unremunerated writing is published (or performed) 
and fails. 

The financial failure of a book or novel is a risk inherent, indeed inevitable, 
in a writing career. It is an experience which is suffered by great writers as 
well as novices. A “flop” is as commonplace in the theater (or in book publish- 
ing) as dry holes are in the oil industry or operating losses in any manufac- 
turing enterprise. (Ironically, an author may fail with a work which has great 
merit and receives its recognition years later, too late to benefit him although it 
may benefit others who can exploit it profitably after it has passed into the 
public domain.) 

To survive professionally—to devote his time and talent exclusively to writ- 
ing—an author must have a reserve to draw on to support himself and his 
family during these recurring, prolonged, and unremunerated periods of writing. 
The professional author is limited to one source, the proceeds of the work he 
has already created. From these he must be able to accumulate his reserves for 
continued professional survival. 

But today it is difficult to do this. Profits from a successful play or book, 
particularly when substantial, are decimated by high income taxation since they 
are of necessity received within a brief period of time. 


(b) Concentration of income 


The profitable life of most novels, which may have taken as much as 4 or 5 
years to write, is usually no more than 10 to 14 months; a successful play will 
run for an equal or slightly longer period of time. It is rare for a hit to survive 
for more than 2 years on Broadway. 

Copies are sold, and tickets are purchased, because the work is a success, 
and when it is a success. Unlike a patented device or process, there is no long 
term substantial demand for a book or play; or, more accurately, no continuous 
demand on a basis which is profitable to the owner of the property, the author. 
After its initial success, a novel or biography will continue to be read for years 
by many thousands of people, but the return to the author is negligible. For 
example, readers avail themselves of free copies on public or school library 
shelves. 

Consequently, the author, as owner of the property (the literary or artistic 
composition and the rights in it secured by copyright), derives the greater part 
of his royalty or rental income within a span of a few months. As owner, he 
will have leased one or more of the separable property rights in the work; a 
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novelist will lease (or license) the limited right of publication ; a playwright will 
lease the limited right of performance in this country and Canada. If the work 
is successful, additional rights will be leased ; the novelist may license publication 
of book club and paperback editions; the playwright will lease the right of 
amateur performance of his property. All of these additional licenses are usually 
made at the time of the initial success when the demand is great. Occasionally 
an author will be able to lease or sell one of the most valuable property rights he 
possesses, the right to make a motion-picture version, in this same period because 
the interest in that right is stimulated by the current success of the property. 

Although there are several means by which an author may put his literary 
property to work, the conditions of the market compel him to exploit most of 
them within one or 2 successive tax years ; except in the unusual case the author 
cannot defer the leasing or sale of rights until later tax periods. 


(c) Present income taw procedures are a serious obstacle to literary and artistic 
careers 


Because profits are received in one or 2 successive tax years, present income 
tax rates make it impossible to support an author over the long pull of his 
career, or to provide a reserve for retirement. An unfortunate consequence is 
that many writers of talent are prevented from devoting their time and ability 
to creative writing. They can only afford to write as salaried employees; or turn 
to unrelated work to support themselves. Because creative writing requires sus- 
tained, concentrated effort, these people cannot afford to make valuable con- 
tributions to our culture. And paradoxically, as salaried writers they will over 
a lifetime earn more income and pay less income tax than they would have done 
as independent authors under our present tax structure, 


(ad) Need for statutory revision 


These problems merit the most serious consideration. It is a matter of public 
interest that creative talent be encouraged and not deterred from pursuing 
careers in literature and the arts. This is not to say that unless there is tax 
reform all writing will cease, but we do say that unless the author is given 
equitable treatment many persons capable of creating valuable work will not do 
so because they cannot afford to. 

Secondly, these problems deserve consideration because they involve inequitable 
treatment of a group of taxpayers caused by the peculiar conditions under which 
their property is created and exploited, difficulties and inequities of a kind 
which Congress has seen fit, in the past, to remedy in other areas. Income from 
other rapidly depleting assets is given special consideration; taxpayers are per- 


mitted to cushion the effect of operating losses, in other enterprises, by carryback 
or carryover provisions. 


The code does not contain any provisions which solve the author’s problems. 
It deals specifically with taxation of income from literary property in two in- 
stances: Section 1302, which was intended to assist authors, and sections 1221 
and 1231, which discriminate against them. 

(e) Section 1302 


Section 1302 was designed to permit—in limited circumstances—allocation of 
profit from a literary work over the period of its creation. It was not intended 
to solve the problem of permitting the author to accumulate the resources for 
professional survival, to live under the unique conditions which characterize his 
career. Even in terms of its narrow purpose, the section has not afforded ade- 
quate relief for these reasons: 

(i) The author is only permitted to allocate profits received in a single tax 
year if his receipts are no less than 80 percent of all profit derived from the 
work (a) during that year; (b) in all preceding years; and (c) in the year 
following. 

This requirement is impossible to satisfy in most instances. Although the 
profits from a successful book or play are concentrated over a period of a few 
months, that period frequently overlaps 2 taxable years. Plays are ordinarily 
produced in the fall, and if successful would run into the succeeding year. Simi- 
lar patterns are prevalent in book publishing. The sale of movie rights fre- 
quently fall in the succeeding tax year. 

Consequently, although 50, 60, or 75 percent of all income from a literary 
property may be received in the first year of its publication or performance— 
a concentration which under prevalent tax rates is disastrous—relief is denied 
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because of the 80 percent requirement and the taking into account of income 
received in the subsequent 12 months. 

(ii) If an author meets the 80 percent requirement he is only permitted to 
allocate the profits from the work over a maximum of 36 months, although the 
actual writing may have entailed many months more. The inequity of this lim- 
itation is emphasized by the more favorable treatment given to other taxpayers 
in similar circumstances. An inventor is entitled to allocate his profits up to 
a maximum of 60 months; and lawyers and others qualifying under section 1801 
may allocate their income over the entire period in which the services were ren- 
dered, without limitation of time. 


(f) Sections 1221 and 1231 


When owned by its author, a novel (and the copyright on it and the rights 
secured thereby) cannot be treated as a “capital asset” (sec. 1221) or “property 
used in trade or business” (sec, 1231). The same property can be transformed 
into one of these classifications of “capital assets” the moment it is acquired by 
a purchaser, although he makes the same use of the property as the author did. 
He can depreciate the property, and the proceeds of its sale (if held for 6 
months) may be treated as a capital gain. 

This anomalous condition is recognized in the language of the two sections. 
Copyrights and literary property are not disqualified as such from capital gains 
treatment; they are only disqualified so long as they are held by the author. 
There is no justification in logic or policy for this discrimination. The owner 
of buildings held for rental purposes is not denied capital gains treatment be- 
cause he was the individual who constructed them. A corporation is not denied 
capital gains treatment upon the sale of machinery used in its business because 
it constructed that machinery itself rather than purchased it from someone 
else. 

Obviously, the only basis of distinction should be the manner in which the 
property is used by its owner. The same property may be an item held for 
sale in the ordinary course of business by one owner; it may be a capital asset 
or property used in the course of a business in the hands of another owner. 
The profits on the sales of buildings are taxable at ordinary rates if the owner’s 
business is building and selling; they are taxable at capital gains rates if the: 
owner was in the business of renting. 

Authors are entitled to like treatment. If one author derives his profit by a 
continual process of selling his copyrights or rights therein, then his gains 
should be taxed as ordinary income. But where a novelist, for example, fol- 
lows the usual practice of his profession and retains ownership of copyright 
on all of the works he has ever written and derives his income by leasing 
(licensing) rights therein for limited periods of time, he should be entitled, as 
is the owner of any other type of rental property, to treat the gain from an 
isolated sale of one of his copyrights, or of a right or rights secured thereby,. 
as a capital gain. 

The same considerations of public policy which prompted Congress to ex- 
tend the privilege of capital gains treatment to inventors exist here. Moreover, 
the risks of failure faced by an author, and the sacrifices he makes in the cre- 
ation and development of a literary property, are as formidable as those faced 
by the purchaser of common stock or any other risk-taking investor, authors 
require at least as much incentive, and have, as we have indicated, as great a 
need for a opportunity to increase their capital. If extending the privilege of 
capital gains treatment to authors is considered a reward, we sincerely suggest 
that rewarding creative talent in this manner is not bad public policy. 


(g) Recommendations for statutory revisions 

In the light of the foregoing discussion, we respectfully suggest for considera- 
tion (i) two revisions in the method of taxing ordinary income derived from 
the exploitation of literary property; (ii) a revision of section 1302; (iii) re- 
visions in the capital gains sections; and (iv) the adoption of individual re- 
tirement provisions in the manner proposed by Representative Keogh in H. R. 
10, 84th Congress, 1st session. 

(i) An author (or one whose “basis is determined by reference to the au- 
thor’s”) should be permitted as a deduction from annual gross income derived 
from lease or license of literary property, a reasonable allowance for depletion 
of that property amounting to 25 percent of such gross income. 

Such a provision would take into account the fact that literary properties 
are usually rapidly depleting assets, created by arduous effort over long, unre- 
munerative periods of time, and at a considerable risk. 
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The second method of meeting the problems, and recognizing these factors, 
would be to permit the author to compute his tax upon income derived from 
the lease, license, sale, or other use of literary property as follows: 

All income derived from the taxpayer’s literary properties in the taxable 
year shall be aggregated with similar income (if any) received in any one or 
more of the 4 preceding taxable years. Such aggregated income shall be divided 
into 5 equal installments which shall be allocated, respectively, to the cur- 
rent taxable year, and to each of the 4 preceding years. The tax attributable 
to such income in the current and preceding 4 years shall be computed as if 
received in each of these years on the allocated basis. The tax payable by the 
author in the current taxable year shall be the tax attribuable to such allocated 
income in that year, and the defference in each of the 4 preceding years between 
the tax attributed to such income on am allocated basis and the tax attributed 
to such income prior to allocation. 

The privilege of reallocation in this manner would be available from year 
to year. 

We respectfully submit that such a method of computation would not cause 
any significant loss of tax revenues, nor would it impose any administrative 
difficulties. The practice of averaging and reallocating income is well estab- 
lished ; it is applied not only under section 1302 but under other sections (e. g. 
secs. 172, 1301) in areas where the amounts of income and of income tax greatly 
exceed those which would be involved here. 

(ii) As an alternative, and one which in all candor we believe would not 
meet the problems as adequately, we recommend that section 1302 be amended 
to (a) permit allocation of gross income from literary property in any taxable 
year in which gross income is not less than 40 percent of the gross income de- 
rived from such property in the current year and in previous taxable years; 
(b) permit the taxpayer to allocate such income over the period in which the 
work was created (or, at the very least, subject to the same maximum time limi- 
tation applicable to patents—60 months). 

(iii) We recommend that the provisions of sections 1221 and 1231 of the 
Internal Revenue Code, absolutely excluding copyrights or literary property 
from capital-gains treatment, be eliminated, and that the taxpayer whose per- 
sonal efforts created a copyright on literary or musical or artistic compositions 
or similar property, be permitted to treat the sale of the copyright, or any sepa- 
rable right therein as the sale of a capital asset (or an asset used in trade or 
business) so long as such transaction is not the usual and ordinary means by 
which the taxpayer exploits his copyrights, literary property, or the rights 
therein. 

(iv) At present, it is impossible for authors as well as other self-employed 
persons in many fields of endeavor to make adequate provision for retirement 
in the absence of benefits and safeguards which are extended to salaried em- 
ployees under the Internal Revenue Code. 

It seems clear that the only opportunity which authors and other self-em- 
ployed individuals will have to establish reserves for retirement is by the 
enactment of an individual retirement act to permit them to establish volun- 
tary pension plans, The league believes that an enactment of the type proposed 
by Representative Keogh in H. R. 10, 84th Congress, 1st session, would ade- 
quately meet this problem. 


(2) DENIAL OF SOCIAL SECURITY BENEFITS TO RETIRED AUTHORS ON THE MISTAKEN 
THEORY THAT ROYALTIES FROM PAST WORKS MUST BE TREATED AS INCOME FROM 
CURRENT EMPLOY MENT 


The Social Security Administration has ruled that if an author continues to 
write between 65 and 72 (or 60 and 72 if a woman), he or she will lose his 
social security benefits even though what is written produces no income, should 
the author at the same time receive royalties (exceeding $1,200 annually) on 
literary property created and licensed for use before retirement. Benefits 
would also be suspended if the total royalties from earlier and current works 
exceed $1,200. This is another example of arbitrary and important equating 
of rental income produced by literary property with wages of compensation 
received for services rendered. 

This is due to a misinterpretation by the Social Security Administration of 
section 203 of the Social Security Act (42 U. S. C. 403), which requires that 
social security benefits be reduced or denied entirely to eligible authors if they 
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continue to work or engage in self-employment and thereby earn more than 
$1,200 annually. 

Congress did not intend that benefits would be suspended if a person received 
income from his property (whether it be stocks, bonds, or copyrights), or even 
from services performed in the past, so long as he did not earn $1,200 annually 
from current work or employment. For this section provides that an eligible 
individual is entitled to benefits whenever he is not working; receipt of dividends, 
interest or royalties on literary property, no matter how substantial, would not 
deprive an author of social-security benefits if he did not write. And benefits 
are not denied to a person who works, so long as he does not earn more than 
$1,200 annually. 

The Social Security Administration has taken two unrelated factors (i) the 
receipt of royalties for the use of literary property written before age 65, and 
(ii) the current writing of a new book or play and combined them to achieve 
disqualification. As a result, an author could continue to write so long as such 
writing produced less than $1,200 annually, even though he received substantial 
amounts of income from various types of property—real estate, securities, 
mortgages. But if he received royalties from literary property, produced in the 
past, he would have to stop his current writing or lose his social-security benefits. 

Much valuable writing is done by authors who have reached 65. 


(2) DISCRIMINATORY TAX TREATMENT OF INCOME RECEIVED BY AUTHORS’ HEIRS FROM 
INHERITED LITERARY PROPERTY 


Discrimination in the tax treatment of an author’s literary property haunts 
him not only during his career but even after his death. 

At death, the literary property he created passes to his heirs and estate, and 
may subsequently produce profit in the form of royalties on copies of a book sold 
(or performances of a play presented) after his demise. The Internal Revenue 
Service has taken the position that such payments for posthumous uses are 
“income in respect of a decedent” under section 691 of the code. 

As a result, an author’s heirs are denied the right, which legatees of similar 
rental property have (under sec. 1014 of the code), of taking the fair market 
value of the inherited property at the time of death and recovering its value by 
deducting an allowance for depreciation from the income it produces, before: 
computation of taxes. But the fair market value of the inherited literary prop- 
erty is included in the estate for the purpose of assessing estate tax. 

The purpose of section 691 is to insure that income (wages, fees, commissions) 
earned by a person during his lifetime does not escape income taxation because: 
he died before it was paid—to prevent such accrued income from being con- 
sidered as part of the estate. 

But royalties paid to an author’s heirs on copies of a book sold after his death 
are not income which the author had earned or was entitled to receive before 
his death—though paid under a publishing contract in effect at his death. Ina 
publishing contract (or other license agreement), the author, as the owner of 
literary property, grants to the publisher the right to make a limited use of the 
property—the right of publication—in a limited area, e. g., the United States. 
The license fixes the rental (or royalty) to be paid for such use as the publisher 
may make during its term. The license agreement is not a contract of employ- 
ment; royalties are not payment for services rendered, and the author does not 
sell anything to the publisher; he retains title to the copyright. 

The contract simply fixes the rate of royalties to be paid if and as the pub- 
lisher uses the right of publication; it does not impose any obligation on the 
publisher to pay specified amounts or at any specified time, nor does it vest in the 
author any right to receive specified amounts of royalties. Nothing accrues to 
him at the time the contract is signed. Only as and when copies of a book are 
sold (or performances of a play are staged) do royalties become payable as to, 
those particular copies or performances. If copies of a book are not sold, the 
author has no claim for royalties nor any rights against the publisher, except to 
terminate the lease. 

Consequently, at the time of an author’s death, the only income which could 
have accrued to him under a publishing contract would be unpaid royalties due 
on copies sold before his death. As to copies sold after death, royalties are paid 
to the heir, as owner of the property right used by the publisher (the right of 
publication) for its use. 

Although these are fundamental principles of contract law, applicable to con- 
tracts and licenses of literary property, the Service has taken a diamentrically 
opposed position, and is equating rental paid for the use of literary property with 
wages-or compensation earned by an individual before his death. 
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An author’s heirs are thus denied rights given to persons inheriting other in- 
come producing property even when subject to leases. The owner of an apart- 
ment building may, during his lifetime, have rented all of the apartments on 
leases effective for a long time beyond the date of his death. Nonetheless, when 
his heirs inherit the building and receive rent, they are not required to treat it as 
income earned by the deceased owner, although the rent for the entire term 
(before and after the owner’s demise) was established as an obligation by the 
lease at the moment it was signed during the owner’s lifetime. Posthumous rent 
is considered as income produced by the inherited building. And even though 
the owner may have fully depreciated the building before his death, his heirs 
are entitled to establish a new cost basis for it, at fair market value, and to deduct 
oo eo rents an allowance for depreciation, thus obtaining a significant 

x saving. 

In effect, heirs are entitled to establish a cost basis for inherited property, much 
as a purchaser is permitted to do for purchased property, except that it is estab- 
lished at fair market value rather than at purchase price. This underlines the 
incongruous treatment given to literary property, for when it is sold to a stranger 
he is entitled to take his purchase price as the cost basis of the property (copy- 
rights and the works they protect )—even though the income which the literary 
property produces for him thereafter may be payable under long-term license 
agreements which the author had previously executed. 

Again, the failure to make a distinction between income produced from the 
leasing or licensing of literary property, and compensation for services or wages, 
sg to the detriment of authors, in a manner which is both illogical and 
unfair. 

We believe that the inequities and hardships which we have described are 
sufficient, as such to merit the committee’s consideration. There is ample pre- 
cedent for relieving unintended hardships which result from the impact of broadly 
drawn statutes upon the unique economic conditions of a particular group of tax- 
payers. The case for relief is even stronger here because authors are actually dis- 
criminated against—they are denied privileges which are extended to other 
taxpayers holding similar property for the same purposes. 

Moreover, the consequences of the provisions and interpretations, which we 
have discussed, transcended the welfare of author-taxpayers, and have a con- 
siderable effect on important national values and purposes. Obviously tax 
statutes can stimulate and encourage—or deter and inhibit—activities which are 
of public concern. Frequently, statutory changes are enacted for precisely that 
purpose. 

We believe that in the case of authors, these statutory provisions (and admin- 
istrative decisions) are definite obstacles for persons who would otherwise write 
professionally; and conversely that there has been a deplorable lack of effort 
to encourage writing. 

We have no doubt that with or without tax reforms many authors will con- 
tinue to write. But we also have no doubt that the obstacles inherent in these 
statuory provisions will deter many people of talent from continuing to write 
independently, and will continue to penalize those who do. This is particularly 
unfortunate, since most creative writing is done by individuals whose income 
is derived from their copyrights, who do not work for hire. Many authors could 
write independently, since royalty income can be adequate for self-support, were 
it not for these existing tax provisions. 


SratemMent or Dan Lacy, MANnacine Director, AMERICAN Book PUBLISHERS 
CoUNCIL ON TAXATION OF INCOME FROM COPYRIGHTS 


My name is Dan Lacy. I am appearing on behalf of the American Book Pub- 
lishers Council, 24 West 40th Street, New York City, of which organization I am 
the managing director. The council is the trade and professional association of 
general book publishers in the United States. Our membership of 147 publish- 
ing houses includes almost all of the general book publishing firms in this country, 
the larger university presses, book clubs, publishers of inexpensive paperbound 
books, and a number of publishing affiliates of religious denominations. 

The council welcomes this opportunity to present its views on the policy ques- 
tions relating to the taxation of income from copyrighted material. In a very real 
sense our statement is supporting and supplementary to the testimony being 
presented to the committee by the Authors League. It is the author who is direct- 
ly affected by the methods of Federal taxation applied to income-from copy- 
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righted works. We believe, however, that the public also has a great interest in 
this question because of the effect of taxation upon the professional authorship 
and upon the quality and quantity of published material which can be made 
available for study, research, public information, recreation and cultural im- 
provement. 

Copyrights and patents are two of the very few forms of property specifically 
provided for in the Constitution of the United States. Article I, section 8, of the 
Constitution gives the Congress the power “To promote the progress of science 
and useful arts, by securing for limited times to authors and inventors the 


exclusive right to their respective writings and discoveries;”. The purpose of 


this constitutional provision was obviously to promote the public welfare by en- 
couraging inventors and writers to carry on their work. The patent and copy- 
right laws of the United States spell out the details of the property rights con- 
ferred upon inventors and authors and in general give the author, playwright, and 


composer a sound and salable title to his creative work for a limited period of 


years. 

As members of this committee well know, however, with the great growth of 
income and estate taxation it is not gross income which counts in these times, 
but the income that remains after taxes. In this respect, we believe present 
Federal tax law has gradually evolved so as to discriminate against income from 


copyrights as compared with income from other forms of property. Thus the 


constitutional encouragement of authorship by grant of the copyright privilege is 
to a considerable extent being nullified by the tax laws. 

It is necessary here to give some attention to the special characteristics of the 
income derived from copyrights and to the way in which professional authors 


earn their living in order to see clearly the special impact upon them of the 


present tax laws. We are concerned here not with the writer who is in a salaried 
position or who is paid on a regular monthly basis, and whose tax problems are 
substantially those of any salaried employee. We are rather concerned with the 
author who is an independent businessman devoting himself to the creation of a 
special class of property—copyrighted literary works—and whose income is 
derived from the exploitation of this property. Several points need to be borne 
in mind. First, this is an extremely speculative enterprise. A particular novel, 
if it happens to be a “best seller” and to be the choice of one of the major book 
clubs and the subject of a motion picture, can be very remunerative, but for every 
novel that reaches this level of success there are many dozens—indeed hundreds— 
of relative failures which return only a slight income to the author in compen- 
sation for the several years of work that may have gone into their production. 

In the second place, for most American writers several years’ work and prep- 
aration necessarily go into the creation of a single major piece of writing. The 
income from one successful book is hence his compensation for several years of 
otherwise unpaid effort. The income from his successful book must also repay 
him for the years that have been devoted to the preparation of books that in the 
outcome were unsuccessful, just as the returns from a single successful oil well 
may have to cover the expenses of many unsuccessful test drillings. 

In the third place the income from a successful book is concentrated in a very 
short period of time. Few novels, even the most successful, sell actively for more 
than 1 to 2 years. The sale of movie rights generally comes simultaneously with 
the peak sale of the novel itself and so does any book club income that may be 
received. The income from certain types of copyrighted matter, for example, 
textbooks and standard musical compositions, are spread more evenly over a 
longer period of time, but in general.a characteristic of almost of all copyrighted 
income is its concentration in very short periods separated by long periods with 
little or no income. 

Finally, since the author is an independent businessman with no company- 
provided disability or sickness insurance, with no guaranteed annual income, and 
with no company-financed pension or retirement plan, the income he receives from 
his widely spaced successes must not only reimburse him for the years that went 
into their preparation, but must also provide the capital to finance him while 
he is working on his next book and with the means to set aside savings to protect 
him against the contingencies of illness or disability, to provide for the educa- 
tion of his children, and to provide for his own retirement and old age. 

What the author of copyrighted material needs to enable him to meet this 
situation without the necessity of abandoning professional authorship to seek 
other means of support, and without the risk of becoming a burden upon the state, 
is in essence three things: 
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1. A means of spreading peaks of income over the periods in which they were 
actually earned and for which they must actually provide support for the author. 

2. The termination of certain discriminations against copyrights as a class of 
property, so that when an author realizes a bona fide capital gain from dis- 
posing of a copyright he will be able to treat it for tax purposes as any other 
kind of property owner is able to treat a similar income from the sale of his 
property. 

8. A means of deferring tax liability on sums set aside to provide pensions 
or annuities comparable to that enjoyed by employees who participated in com- 
pany sponsored pension plans. 

In all three of these cases authors and other creators of copyrights are pres- 
ently discriminated against—obviously without deliberate congressional inten- 
tion—by varicus aspects of the tax laws. 


SPREADING OF INCOME 


The Congress has recognized the special need of the author to have some 
means of spreading his income for tax purposes, and has provided that both 
inventors and writers may spread or average their income over a period of time 
if the invention or the copyrighted work took 2 years or more to complete and 
if 80 percent of the income derived therefrom was received in a single calendar 
year. There is, however, a discrimination against authors as compared with 
inventors in that the income received from a patent may be spread over a period 
of 5 years and that received from a copyrighted work may be spread only over 
8 years, even though it is probable on the whole that a longer period of time goes 
into the creation of a typical copyrighted work than into the creation of a par- 
ticular patentable idea of an individual inventor. In addition to this discrimina- 
tion the congressional intent with respect to authors is in large degree frustrated 
by the 80 percent requirement. The income from a successful book is concen- 
trated within a relatively short period, usually not more than 24 months. How- 
ever, it is rare that so much as 80 percent falls within a single calendar year. 
This is particularly true since the typical publishing season and principal theater 
season runs from fall to spring, thus normally dividing the peak income between 
the latter half of one calendar year and the first half of the succeeding year. 
Relatively minor changes in the language of the spreading provision could greatly 
increase its effectiveness in achieving the purpose intended by the Congress. 


CAPITAL GAINS TREATMENT 


The Congress has undertaken by means of certain provisions of section 1235 
of the code to provide a special incentive to inventors in that patents may be 
sold by an inventor and profits from the sale taxed as a long-time capital gain. 
This is true whether the inventor is a “professional” inventor or not, and whether 
the sale is for a lump sum or is for a payment over a period of time based on 
the actual use of the product—in other words, on a royalty basis. In contrast 
to this preferential position afforded the creators of patents, the creator of copy- 
rights sutfers disadvantages with respect to capital gains experienced by the 
owner or creator of no other class of property. The author under no circumstances 
can realize a capital gain from the sale of a copyright, whether it be in the 
normal course of his business or as an isolated transaction, whether it be in 
its entirety or for a divisible part of the copyright, and whether it be for a 
lump sum or for a royalty payment. The Constitution assigns the same purpose 
to patents and to copyrights and gives them both the same preferential posi- 
tion within the Constitution. There would appear to be no sound reason for 
not extending to the creators of copyrights the benefits now extended to the 
creators of patents. There would certainly appear to be every reason not to 
impose a special disability upon the creators of copyrights that not only does 
not afford them the special benefits given inventors, but denies them rights 
available to the owners of property of every other kind. 


FUNDING OF RETIREMENT PROVISIONS 


In common with all other self-employed professional workers, the author 
is discriminated against in providing for his own retirement as contrasted with 
the employee of a corporation. If the corporation sets aside funds to provide 
for the retirement of its employees on the basis of an approved plan, those funds 
are not taxed until they are actually disbursed to the employee as retirement 
income. This wise provision of the Congress has been the basis of now very 
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widespread arrangements by American corporations that provide for the com- 
fortable retirement of their employees, supplementing the governmental pro- 
vision made through the social-security system. Probably few tax measures have 
been as well conveived or as beneficent in their consequences. 

The individual author struggling to sustain himself as a private creator of 
goods in our society has no such opportunity to provide for his retirement. 
In this situation he is, of course, joined by the attorney, the physician, and the 
practitioners of many other professions. The disadvantages of not being able 
to make a tax-exempt provision for future retirement income is particularly 
onerous in its impact upon the author because the occasional years in which 
he might otherwise be able to set aside a substantial sum for his retirement 
are also years in which, as we have previously pointed out, his tax rate is 
extraordinarily high. 

The effect upon the internal revenue from changes of this character would be 
negligible. The total annual income to authors from copyrights is probably 
no more than $100 million on which there is now probably a tax liability of no 
more than $15 million annually. The changes here proposed would remove none 
of that $100 million from taxation. Their only effect would be to defer or 
spread out certain tax payment with a corresponding leveling out of tax rates. 
Even this effect would apply only to those authors whose successful work over 
the years is paid for in very brief periods of peak income. Probable loss of 
tax revenue would doubtless be in the neighborhood of one or at very most 
two million dollars a year initially, which would be reduced as deferred tax 
income is received. 

Small as the effect on tax revenue would be, the social impact of the proposed 


‘changes would nevertheless be substantial. Only a handful of men and women 


in the United States who are without independent means now feel free to 


‘devote themselves wholly to authorship. Gladly they would accept the hazards 


of an occupation whose rewards are rarely large and always highly speculative, 
if the returns from the occasional and hoped-for success could be used to bridge 
the unpaid years of effort in between. But the present impact of taxation on 
peak income, coupled with the ineffectiveness of the present well-intended spread- 
ing provisions, makes it all but impossible for an author to sustain himself 
and his family and provide for his old age even when the works he creates 
are distinguished and successful. In consequence, almost all American authors 
are compelled to turn to other, more dependable and regular, but less creative 
means of livelihood and do such writing as they can in the weary margins of 
their time. There is no way we can measure the loss to American culture and 
scholarship from this deadening influence upon creative work, but surely it 
is grave. This is, of course, an unintended policy: no one has deliberately 
sought a tax policy that would discourage authorship. But nevertheless we 
have fallen into a situation in which our tax policies, far from carrying out 
the constitutional injunction to encourage authorship, act positively to dis- 
courage creative writing and intellectual effort as a profession. 

No special privileges are sought, but we do make the following recommenda- 
tions, intended to place authors on the same footing as inventors and as other 
creators and owners of property: 

1. The adoption of improved spreading provisions along the lines recommended 
at these hearings by the spokesman for the Authors League. 

2. Placing copyrights on the same basis as patents so far as capital gains treat- 
ment is concerned. 

3. The adoption of the legislation proposed by Representative Keogh (H. R. 
10), similar legislation to extend to the self-employed the opportunity, within 
reasonable limits, to make provision for voluntary pension plans. 


(The following letters and statements were filed with the com- 
mittee :) 


STATEMENT OF AMERICAN FEDERATION OF TELEVISION AND RADIO ARTISTS 
CONCERNING THE JENKINS-KEO@GH Bir1s, H. R. 9 anv H. R. 10 


The American Federation of Television and Radio Artists (AFTRA) is one of 
the constituent unions of the Associated Actors and Artists of America, a labor 
union affiliated with the AFL-CIO. 

Over a period of years, our union has supported legislation to enable persons 
te provide for their retirement and old age in the manner contemplated by this 








GENERAL REVENUE REVISION 1821 


bill. At the time we undertook to support the bill there were no qualified pen- 
sion plans in the entertainment industry. As a result of collective bargaining 
agreements consummated in November 1954, between AFTRA and the broadcast- 
ing industry, pension and welfare plans were approved and subsequently were 
qualified by the Treasury Department. 

Effective January 1, 1958, a qualified pension plan became applicable to per- 
formers rendering services in the radio and television industries who might meet 
the requirements of the plan. 

Since our original efforts on behalf of the bill, it has been amended to exclude 
from its application employed persons and those who are eligible for pension 
benefits under qualified pension or profit-sharing plans. Accordingly, the mem- 
bers of AFTRA are no longer covered by the proposed legislation. 

Our purpose in submitting this statement is to bring to the attention of the 
committee the inequality which results from the exclusion of AFTRANS from the 
benefits of the bill. Although many members will eventually be able to retire 
with social security and pension benefits, the amounts derived by them will in 
most instances be inadequate to maintain a satisfactory standard of living. More- 
over, persons who qualify under the proposed legislation will be able to make 
better provision for themselves by complying with the requirements of the bill 
than can our members having comparable incomes who are deprived of the oppor- 
tunity to provide for themselves by the exclusionary amendment. 

It is our recommendation that all persons, whether the beneficiaries of social 
security alone or of qualified pension plans as well be permitted to make con- 
tributions on their own which would bring up their retirement benefits to the 
amounts which they would realize under the proposed bill. The law should be 
amended by adopting a formula which would equate the position of all taxpayers. 


STATEMENT OF J. G. HARDENBERGH, V. M. D., ExEcuTIVE SECRETARY, AMERICAN 
VETERINARY MEDICAL ASSOCIATION, CHICAGO, ILL. 


Mr. Chairman and members of the committee, the American Veterinary 
Medical Association, representing the veterinary profession in the United States, 
has consistently supported legislation pertaining to the establishment of volun- 
tary pension plans for the self-employed, presenting testimony before the Com- 
mittee on Ways and Means in 1953 and 1955. Our members have directed us 
to inform your committee of their desires in this matter. Furthermore, the 
association has supported the effort of the American Thrift Assembly to obtain 
equity for the self-employed, that would be realized by enactment of the current 
Jenkins-Keogh bills. 

Knowing that this committee is well versed concerning the provisions of the 
proposed Self-Employed Individuals Retirement Act of 1957, also regarding the 
numerous reasons advanced for granting the self-employed limited tax defer- 
ments for the specific purpose of establishing old-age pension programs, we will 
not elaborate on these. Instead, the American Veterinary Medical Association, 
speaking on behalf of its constituent associations in the 48 States, and in the 
territories of Alaska, Hawaii, and Puerto Rico, strongly urges the Committee on 
Ways and Means to report favorably and recommend enactment of H. R. 9 
and H. R. 10. 

For the information of the committee, we are including as a part of this 
statement, the text of a resolution which was unanimously passed by the AVMA 


house of representatives during the 94th annual meeting of the association, 
Cleveland, Ohio, August 1957: 


“Resolution No. 2 


“Whereas there are now pending the Congress H. R. 9 and H. R. 10, com- 
monly referred to as the Jenkins-Keogh bills, which bills would grant to self- 
employed persons substantially the same tax benefits as are now available to 
employed persons participating in corporate pension plans ; and 

“Whereas common justice demands that self-employed citizens of the United 
States have available to themselves the same tax benefits as are provided for 
employed persons; therefore be it 

“Resolved, That the American Veterinary Medical Association in annual ses- 


yn “nor the 85th Congress to enact the said proposal into law; and be it 
er 
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“Resolved, That a copy of this resolution be sent to each Senator and Repre- 
sentative and to the Vice President of the United States.” 

The American Veterinary Medical Association appreciates this opportunity 
of presenting its views on this matter to the committee. 


STATEMENT OF Georce H. Frates, WASHINGTON REPRESENTATIVE OF THE NATIONAL. 
ASSOCIATION OF Reta DrugGists, IN Support or H. R. 9 anv H. R. 10, THE 
JENKINS-KEOoGH BILL 


Mr. Chairman and gentlemen of the committee, my name is George H. Frates. 
I am the Washington representative of the National Association of Retail Drug- 
gists, an organization composed of 36,000 small, independent, retail pharmacists 
practicing their profession in every State of the Union and the District of Co- 
lumbia. These thousands of retailers own and operate the NARD. Dr. John 
W. Dargavel is administrative supervisor. He is general manager and execu- 
tive secretary of the association, with headquarters at 205 West Wacker Drive, 
Chicago, Ill. My office is at 1163 National Press Building, Washington, D. CO. 

Our statement, submitted today, is patterned along the lines of those who- 
plead with the Congress for tax equalization for independent, self-employed 
persons. The independent retail pharmacists of our Nation do not ask for Gov- 
ernment subsidies in order to operate their pharmacies, to the end that their 
a services may be available to the public during the day and far into 

e night. 

Why should a corporation or an individual conducting some other form of a 
business who hires people, be permitted to defer a portion of taxable income 
from taxation by setting it up in a retirement fund, when the small, indepen- 
dent, retail pharmacists cannot do likewise? We have been told many, many 
times by the honorable Members of Congress that “small business is the back- 
bone of the Nation.” If this be true, the Congress should overwhelmingly enact 
H. R. 9 and H. R. 10 into law. These are days of challenge for small busi- 
ness—for the small self-employed person. 

H. R. 9 and H. R. 10 would correct a discrimination that has unfairly penalized 
those who choose to work for themselves rather than for others. This pro- 
posed legislation would permit the individual operator to deduct from his total 
income a fixed percentage or dollar amount on which he would pay no income 
tax. He would be allowed to invest this money in a pension retirement fund. 
Only when he used this fund in later years would he pay income taxes on the 
money. 

For further purposes of the record, we reiterate the testimony given before 
this committee by the Honorable F. Joseph Donohue because his study cites two. 
characters, Jones and Smith, identified as practicing pharmacists. 


“KEEPING UP WITH THE JONESES 


“The old saw about ‘keeping up with the Joneses’ has a new twist: Just 
about the time you catch up with them, they refinance. Actuaily, it can be well- 
nigh impossible to catch up with the Joneses at all—if Jones is a typical em- 
ployee and you are one of the 10 million individuals in America who works for 
himself. 

“Let’s take an example: Two neighbors, 1 named Jones, 1 named Smith. Hach 
is 45 years old. Each has a wife and two children. Each is a pharmacist. 
Jones is employed by a well-known pharmaceutical company. Smith owns and 
operates his own corner drugstore. Each makes $6,000 a year before taxes. 
Each pays the same amount of taxes. Yet Jones winds up with the equivalent 
of $1,404 more each year than Smith because what isn’t showing in Jones’ tax 
return is the legally ‘hidden’ compensation from his company that will provide 
him with $150 a month beginning at 65, for the rest of his life. 

“The law allows Jones’ employer to set up this retirement plan for him with 
tax deductible dollars. The law does not require Jones to declare this compen- 
sation as a part of his taxable income but that same law bars Smith from setting 
up a tax deductible pension plan. Why? Because Smith runs his own business 
and the law does not permit the self-employed to deduct anything for his old age. 

“Let’s see how just one item—the pension plan—in what is popularly called 
the ‘fringe benefit package’ can provide Jones with nearly a 25 percent tax ad- 
vantage over neighbor Smith plus the assurance of a guaranteed retirement in- 
come over and above social security. 
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Jones Smith 


ee ney BN Sino oni a nanan ok eS Basho iti Ripa on gus baseaete $6, 000. 00 $6, 000 
Exemptions and standard deductions.................-..-.-----.---.---------.------ 3,000. 00 3, 000 
SRD SRD. 5s neipcrngbicdiinetinebiiambagaédadhane tahoe sthabebsderindhlediacs 3, 000. 00 3, 000 
I oe so Le re i aoa a dis peanesalideeniialene sivepaieenearanes oak | 600.00 600 
Pee ID CIID. Site ceced bb tok g Ue d oct ddsdnkgenvenemcuctbaasceseeumugee’ 5, 400. 00 5, 400 

Untaxed additional compensation ne -paid contribution to pension plan to 
provide $150 a month for life beginning at 65....................------.--------.--- 1, 146. 03 0 
Net actual annual compensation, spendable and deferred_.-_.................-- 6, 546. 03 5, 400 


“If Smith, in order to keep up with the Joneses, were to buy an annuity 
to provide himself a $150 a month income for life, beginning at 65, Jones 
and Smith would each have the actual spendable income shown below: 


Jones Smith 


eT Set ESTERS eC ay eee SSE ERR Cr eer ays $5, * $5, 400. 00 
Gross first year premium on annual premium retirement annuity_................-.. 1, 146. 03 


Net spendable dollars after taxes and after providing for $150 a month retirement 
FN din c itis ttlinRitceenenssdidin ne obbeteddmaiadyMaadienainiaap bind mesial 5,400 | 4, 253.97 


“In other words, Smith either will have to be satisfied with a net spendable 
income of $4,253.97 (while Jones has $5,400) or he will have to somehow in- 
crease his yearly income from his drugstore by an additional $1,404.03 before 
taxes in order to keep up with Jones. 





Jones Smith 
Se ais iine npekingcentedcngrtseeudiiicilr dnd habtenlbimatindinntd $6, 000 $7, 404. 03 
I Stn oe oka cengunheadpadg-awhdimpmeraetartedesnitenna:aioriae 3, 000 4, 263. 62 
PN ih.8 Su on dtbecsab cocks eGsiUicsbbddnettblNl Aveslivsinesiissdcall 600 858. 00 
Pa 5 i ssn ciara Sebbindeeieihe ai einusitedainananigaltaas 5, 400 6, 546. 03 
Gross lst year premium on annual premium retirement annuity._..............- 0 1, 146. 03 
Net after taxes and after having provided for $150 a month on which to acne 


DOID, 2 00tstacdetnewnawnionsdplatgsqn cq hicaimebishwndiincdinntytinabeceds 5, 400 


“Actually, if you are self-employed, it is considerably harder than even these 
figures indicate to keep up with the Joneses. If Jones’ relationship with his 
company is fairly typical, he will pick up in addition to his salary and in addi- 
tion to his pension benefits one or all of the following security provisions. Con- 
tributions by Jones’ company for each of these benefits are tax deductible by the 
corporation and although additional compensation, nonetheless tax-free to Jones: 
Paid vacations, sick leave without loss of income, group life insurance, group 
hospitalization, group medical protection, and long-term salary continuance in 
case of disability. 

“It is obvious that the self-employed Smiths cannot begin to catch up with the 
Joneses. The reason is not hard to find. 

“The income tax law allows—it encourages—Jones to defer or escape alto- 
gether the tax on his fringe compensation, but Smith, the law says, must pay 
tax on all of his compensation. And with the steeply graduated rates of taxa- 
tion, the higher Smith’s income climbs, the greater the tax advantage enjoyed 
by Jones.” 

The National Association of Retail Druggists joins in supporting H. R. 9 and 
H. R. 10, with its two other teammates in the medical arts profession, namely ; 
the American Medical Association and the American Dental Association. 


STATEMENT BY LEON CHATELAIN, Jr., F. A. I. A., PRESIDENT OF THE AMERICAN 
INSTITUTE OF ARCHITECTS IN Support or H. R. 9 anv H. R. 10 (JenKiInNs-KE0GH) 


The American Institute of Architects is the national organization of the 
architectural profession in the United States. Its 127 chapters and 11 State 
organizations are located in every State and in certain United States possessions. 
With a membership of almost 13,000 registered architects, the institute repre- 
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sents the majority of practicing architects in the Nation and is qualified to speak 
in behalf of the profession. 

We are aware that the American Thrift Assembly, of which I am a director, 
is making a comprehensive presentation of the reasons why more than 10 million 
self-employed persons in the professions, small business, and agriculture favor 
this legislation. I do not wish to repeat the arguments that will be put forth 
so ably by others, nor do I wish to load the record unnecessarily with a repetition 
of the points raised in the very excellent statement which the executive director 
of the American Institute of Architects, Edmund R. Purves, F. A. I. A., gave to 
your committee in June 1955. His statement appears in full in the record of the 
hearings held at that time. 

Therefore, I shall limit myself to a brief comment on just one point. The 
architects of this country, whom I represent here, along with other self-employed 
individuals, are not asking for any sort of dispensation or special kind of treat- 
ment. We are seeking only the same treatment given to employed persons who 
are granted tax deferment on a limited portion of their income set aside for re- 
tirement. In other words, we too would like to be permitted to save some of the 
money we ourselves earn to provide for our old age. 

The present tax code discriminates against the self-employed in that respect. 
Your distinguished chairman, Mr. Mills, as well as many members of this com- 
mittee and the Congress, are on record as favoring the correction of inequities in 
taxation. Speaking for a profession which is subject to one form of tax dis- 
crimination, I earnestly request favorable action on H. R. 9 and H. R. 10. 


STATEMENT SUBMITTED BY CHESTER D. Swopsr, D. O., CHAIRMAN, DEPARTMENT OF 


PuBLic RELATIONS, AMERICAN OSTEOPATHIC ASSOCIATION, ON H. R. 9, AND 
H. R. 10 


This statement is submitted January 24, 1958, to the Committee on Ways and’ 
Means of the House of Representatives for inclusion in the record of hearings: 
on H. R. 9 and H. R. 10, and similar bills, cited as the “Self-Employed Indi- 
viduals’ Retirement Act of 1957,” by Dr. Chester D. Swope, of Washington, D. C., 
as chairman of the department of public relations of the American Osteopathic 
Association. 

The American Osteopathic Association supports the so-called Jenkins-Keogh 
bills (H. R. 9 and H. R. 10) with a technical amendment changing the reference 
to “physicians” to “doctors of medicine” in order to conform to the text of 
section 1402 (c) of the Internal Revenue Code. 

The bill allows a self-employed person to deduct from gross income each year 
a limited amount of self-employment income contributed by him to a restricted 
retirement fund or paid in as premiums to purchase an insurance policy with 
retirement features. He can deduct annually up to $5,000 or 10 percent of self- 
employment income, whichever is less, but not more than a total of $100,000: 
during his life time. There’s a 5-year carryover of unused deductions, sub- 
ject to certain limitations. 

An individual who has reached age 50 before the effective date is allowed to 
deduct an additional amount, to help him build up an adequate interest in the 
fund or obtain more than a token annuity. In his case, the normal deduction 
limit is increased by one-tenth for each year of age over 50 and not over 70. 

The contribution, plus accumulations, become taxable when distributed, and’ 
may be withdrawn at any time. However, where withdrawals take place before 
age 65 the tax is 10 percent greater than otherwise payable, but the payment 
is treated as having been received pro rata during the taxable year and the 4 
preceding years. Lump-sum payments after age 65 are given special treatment. 

It takes from 7 to 9 years after high school to train an osteopathic physician. 
By the time he has experienced the lean years of establishing a practice, an- 
other similar period will have transpired. In other words, osteopathic physi- 
cians, and other professional persons similarly situated, must depend on their 
middle-age earnings to provide for their retirement, a dependency that is dis- 
sipated by taxation that ignores it as an equitable consideration. 

The present tax structure offers inducements for the establishment of pension 
funds for employees. It is only fair and just that professional persons, being 
self-employed, be permitted to participate in restricted retirement funds that 
take into consideration the deferred and limited duration of their earning years. 
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In December 1951, the board of trustees of the American Osteopathic Associa- 
tion resolved in favor of the fair tax principles now embodied in the Jenkins- 
Keogh bill. The resolution has been continued in full force and effect. 

On behalf of the 12,500 physicians of the osteopathic school of medicine now 
active professionally in the United States in private practice, we urge adoption 
of the legislation, with the corrective amendment suggested. 


HovusE OF REPRESENTATIVES, 
Washington, D. C., January 17, 1958. 
COMMITTEE ON Ways AND MEANS, 
House of Representatives, Washington, D.C. 

GENTLEMEN: I understand that you have scheduled hearings on the Jenkins- 
Keogh bills for January 24. 

Personally I am entirely in favor of the principle involved in both H. R. 9: 
and H. R. 10, and I want to go on record in the hearings as advocating a favor- 
able recommendation from your committee. 

Cordially yours, 
J. ARTHUR YOUNGER, 
Member of Congress, Ninth District; California. 


House OF REPRESENTATIVES, 


Washington, D. C., February 11, 1958. 
JAMES P. Bowens, D. D. &., 


President, Southern California State Dental Association, 
Los Angeles, Calif. K- 


Deak Dr. Bowers: Referring to your letter of February 7, I have been pleased 
to forward your request to the chief clerk of the Committee on Ways and Means 
and have been assured the resolution of your association in support of H. R. 9 
and H. R. 10 will be made a part of the printed hearing record. 

With every good wish. 

Cordially, 


Crcit R. Kine, Member of Congress. 


SOUTHERN CALIFORNIA STATE DENTAL ASSOCIATION, 


Los Angeles, Calif., February 7, 1958. 
Hon. Cecrz R. Krne, 


Committee on Ways and Means, 
House Office Building, Washington, D. CO. 


HOoNnoRABLE SrzR: On March 14, 1957, this association addressed a letter to the 
House Committee on Ways and Means containing a resolution in support of the 
Jenkins-Keogh bills H. R. 9 and H. R. 10. That letter represents the exact plea 
still existent in this association and reads as follows: 

“Whereas there are now pending before the Congress, H. R. 9 and H. R. 10, 
commonly referred to as the Jenkins-Keogh bills, which bills would grant to self- 
employed persons substantially the same tax benefits as are now available to 
employed persons participating in corporate pension plans; and 

“Whereas common justice demands that self-employed citizens of the United 
States have available to themselves the same tax benefits as are provided for 
employed persons: 

“Resolved, That the Southern California State Dental Association, in annual 
aaa assembled, urges the 85th Congress to enact the said proposal into law; 

urther 

“Resolved, That a copy of this resolution be sent to each Senator and Repre- 
sentative from California and to the Vice President of the United States.” 

We earnestly hope that hearings will be held on this proposal and that our 
resolution be placed in the record of such hearings. 

We shall be very grateful to you, sir, for all that you may do to advance so - 
wholesome and so worthy a cause. 

Sincerely yours, 


JAMES P. Bowers, D. D. S., President. 
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House OF REPRESENTATIVES, 
Washington, D. C., October 8, 1957. 
Hon. JERE Cooper, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 


My Dear CoLLeacuE: It seems to me to be in the best interests of a great many 
self-employed professional people to have favorable consideration by your com- 
mittee of the Jenkins-Keogh bill which provides for tax exemption of income 
pension funds. 

It will be recognized by you that much of our community leadership springs 
from the self-employed. Generally speaking, you will find self-employed profes- 
sional people in the van of community, State, and National progress. They are 
the ones, by and large, who seize the initiative and press forward in most in- 
stances where there is a need for communal improvement. It naturally follows 
that theirs is not a narrow and selfish interest, but one in which altruism and 
unselfishness play a great part. 

The pending Jenkins-Keogh bill will do much toward encouraging the afore- 
mentioned professional men and women toward devoting even greater portions 
of time and effort for the benefit of all if they can feel that their fundamental 
effort for individual security meets with some recognition in the way of tax relief 
by the Federal Government. 

At your discretion, will you consider making this letter a part of the official 
committee record at the time of your hearings on this legislation? 

Sincerely yours, 
WILL E. NEAL, Member of Congress. 


MEDICAL Society oF THE COUNTY OF NEW YorK, 
New York, N. Y., January 30, 1958. 


CHAIRMAN, House WAYS AND MEANS COMMITTEE, 
House Office Building, Washington, D. C. 


Dear Sir: At the stated meeting of the Medical Society of the County of New 
York held on Monday, January 27, 1958, the following resolution reaffirming the 
society’s stand favoring the Jenkins-Keogh bill was adopted : 

“Whereas the Medical Society of the County of New York has previously gone 
on record favoring the inclusion of self-employed physicians in old-age and sur- 
vivors (social security) insurance system and in the extended benefits under the 
Jenkins-Keogh bill ; and 

“Whereas present laws permit the establishment of approved corporation pen- 
sion plans with the tax result that employees participating in these plans under 
the statute do not have to include their employers’ contribution in their indi- 
vidual gross income, until pensions are received, and company contributions are 
deductible by the employer in the vear in which made: and 

“Whereas the Jenkins-Keogh bill would give an opportunity to the 10 million 
self-employed individuals in the United States to provide for their own retire- 
ment security; and 

“Whereas the said bill would do much to reverse the present tax inequity and 
discrimination against self-employed persons: Therefore be it 

“Resolved, That the Medical Society of the County of New York again go on 
record as reaffirming its stand favoring the Jenkins-Keogh bill (H. R. 9 and 
H. R. 10) currently pending before the House Ways and Means Committee, 
Washington, D. C.; and be it further 

“Resolved, That this resolution be transmitted to the appropriate representa- 
tives prior to the hearings on tax revision by the Ways and Means Committee 
on January 7, 1958.” 

Sincerely yours, 


Wru1aM L. WHEELER, Jr., M. D., 
Secretary. 
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THE NATIONAL ASSOCIATION OF INSURANCE BROKERS, INC., 
New York, N. Y., January 9, 1958. 


Re H. R. 9 and 10, to encourage the establishment of voluntary pension plans 
by self-employed individuals. 
Hon. WiLsur D. MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


DEAR REPRESENTATIVE Mitts: During the last session of Congress we were in 
correspondence with the late Honorable Jere Cooper on behalf of the members 
of the National Association of Insurance Brokers, Inc., in support of the enact- 
ment of the Jenkins-Keogh bill. We sent him a copy of the resolution which 
was unanimously adopted at our annual meeting last May urging such enact- 
ment. We enclose a copy for your information. 

Since that time a number of our member associations throughout the country 
have themselves adopted similar resolutions. 

We previously informed Representative Cooper that we did not plan to have 
a representative present at the hearings to be held by your committee on this 
subject. However, we requested that it be recorded in the minutes of such hear- 
ings that the National Association of Insurance Brokers, Inc., and its local 
member associations, comprising thousands of self-employed businessmen 
throughout the country, are wholeheartedly in favor of H. R. 9 or 10 and urge 
your committee to favorably report out either of these bills. 

We strongly believe that the tax credits to savings and pension plans which 
are now enjoyed by corporate management and employees should be made avail- 
able to partners and individual proprietors in accordance with the American 
principles of equality and fair play. We would greatly appreciate your bringing 
to the attention of your committee our views as stated above. 

Very truly yours, 
Barciay SHAW. 


The following resolution was unanimously adopted by the National Associ- 
ation of Insurance Brokers, Inc., at their annual meeting of the board of directors 
held in St. Louis, Mo., on May 13, 14, and 15, 1957. 

“Resolved, That the directors of the National Association of Insurance 
Brokers, Inc., in official session at the Chase Hotel, St. Louis, Mo., on the 13th, 
14th, and 15th days of May 1957, do hereby declare themselves in favor of the 
principles of the Jenkins-Keogh bill which would extend to the partners and 
individual proprietors the tax credits related to savings and pension plans, 
which are now available for the benefit of their employees, and would give them 
the same benefits now enjoyed by corporate management and employees. The 
secretary is hereby instructed to transmit a copy of this resolution to the ap- 
propriate congressional committee. 


AMERICAN MEDICAL ASSOCIATION, 
Chicago, Iul., January 28, 1958. 
Hon. WILBuR D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN MILts: I would like to take this opportunity to submit, 
for the consideration of the Ways and Means Committee, the views of the Ameri- 
can Medical Association concerning H. R. 9 and H. R. 10, 85th Congress, cur- 
rently being studied by your committee. 

The American Medical Association vigorously endorses the principle of these 
bills, which are measures designed to provide tax deferment on retirement funds 
for self-employed persons. The American Medical Association has endorsed the 
principle of legislation of this type for a number of years. We have collaborated 
closely with representatives of the American Bar Association, the original 
sponsors of this measure, and other national organizations of self-employed 
taxpayers who would be afforded some measure of tax equity by the enactment 
of these bills. 

Early in 1948, our board of trustees was appraised of a movement to promote 
enactment of Federal legislation under which self-employed persons couid 
finance their own retirement plans through the deduction of amounts from their 
taxable income. Our board approved this movement, which action was endorsed 
by our house of delegates, the governing body of the association, at its meeting 
in June 1948. 
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On May 13, 1952, representatives of the association appeared before your 
committee in general support of H. R. 4371 and H. R. 4373, 82d Congress. At 
that time, we suggested various amendments to those bills. H. R. 9 and H. R. 
10 now before your committee include all of the basic amendments recommended 
by the association in 1952 

On August 12, 1953, representatives of the association again appeared before 
the committee in support of H. R. 10 and H. R. 11, 83d Congress. 

It is the belief of the American Medical Association that physicians, dentists, 
veterinarians, lawyers, farmers, small-business men and the many others who 
comprise the Nation’s self-employed have long been neglected in Federal tax 
legislation relating to pensions. Under the existing law, corporations are en- 
titled to set aside tax-free money to purchase pensions and annuities for their 
employees, and millions of employees are benefiting from that arrangement. 
Yet the self-employed are denied this tax advantage in providing for their 
old age. The purpose of these bills is to eliminate this discrimination and 
inequity. By extending the tax deferment privilege to the country’s 10 million 
self-employed, this legislation will give them an increased incentive during their 
best earning years to save for their old age. 

Unless something is done to make self-employment as financially attractive as 
the employee relationship, we believe there is a grave danger that many profes- 
sional men will bypass the private practice of their profession. The trend today 
is definitely toward becoming an employed person. This situation also contributes 
to a maldistribution of physicians since it makes the large city more attractive 
to the young professional man by providing more opportunities for him to become 
employed. 

On the basis of our observations over many years, we are convinced that this 
is one of the factors contributing to the pronounced migration of professional 
people into urban areas. So, quite apart from the objective of obtaining tax 
equality with our employed counterparts, we urge you to approve legislation of 
this type, because it is in the public interest. 

This legislation will be of particular benefit to physicians and other professional 
men who go through a long and costly period of trainnig, and whose earnings are 
bunched into a comparatively few years when they are subject to high income tax 
rates. 

Under the program proposed in the pending bills, the amount of each person’s 
pension would be determined by his own contributions, without one cent being 
added by the Government. In addition, the program would not force an individual 
into idle retirement in order to draw upon his pension fund. Most important, it 
presents an opportunity for all who can provide for their own retirement to do 
so without undue discrimination against those who work for themselves. 

These comments indicate very briefly the general viewpoint of the American 
Medical Association toward this legislation. Because it removes a discrimina- 
tory factor which now discourages the private practice of medicine and other pro- 
fessions, it is in the public interest. Because it relieves an existing inequality, 
it should commend itself to you. Our association is glad to join the other great 
national organizations of the self-employed in urging that your committee act 
favorably on these bills. 

Sincerely yours, 
F, J. L. BLASINGAME, M. D. 





CONFERENCE OF ACTUARIES IN PuBLIC PRACTICE, 
Chicago, Ill., January 21, 1958. 
Hon. Wiisur D. MILs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 

Drak CONGRESSMAN Mitts: The Conference of Actuaries in Public Practices, a 
nationwide association of consulting actuaries, is on record as favoring the pas- 
sage of the Jenkins-Keogh bill (H. R. 9'and H. R. 10). 

At the annual meeting of the conference held in October 1957 the enclosed 
resolution with reference to this bill was unanimously adopted. A copy of the 
resolution is enclosed for your consideration, and we urge that the Committee on 
Ways and Means give a favorable recommendation to this bill at this session of 
Congress. 

Very truly yours, 


Epwarp D. Brown, Jr., Secretary. 
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RESOLUTION 


Whereas the members of the Conference of Actuaries in Public Practice pro- 
vide actuarial guidance to the managers of pension plans covering more than 
10 million employees in the United States, and employer contributions in the 
aggregate are at least 6 times the amount of the contributions by employees; 
and 

Whereas most of the members are self-employed persons ; and 

Whereas the Jenkins-Keogh bills (H. R. 9 and H. R. 10) are intended to pro- 
vide pension tax equality for the self-employed ; and 

Whereas the members are familiar with the new pension legislation in the 
United Kingdom and in Canada for the self-employed ; and 

Whereas the new law of the United Kingdom and the Jenkins-Keogh bills 
provide higher limits for older self-employed persons who are closer to retire- 
ment and the new Canadian law is slanted in the direction of averaging peak 
years of income as well as providing encouragement to save for old age; and 

Whereas the new laws in the United Kingdom and Canada and the Jenkins- 
Keogh bills specify an annual limit of 10 percent of earned income but differ 
on the maximum number of pounds or dollars which can be set aside each year; 
and 

Whereas it is difficult to develop a meaningful common denominator for the 
pound and dollar limits with respect to the present state of employer-employee 
pension plans in the 3 countries and average level of earnings in the 3 countries: 
Now be it 

Resolwed, That the Conference of Actuaries in Public Practice hereby urges 
the Committee on Ways and Means of the House of Representatives to approve 
the 10 percent of earned income limit now provided in the Jenkins-Keogh bills; 
and be it further 

Resolwed, That the Ways and Means Committee be urged to develop a more 
equitable dollar limit which is more in keeping with the prevailing relationships 
between employer’s contributions, the amount of the employee’s compensation 
and the amount of the employee’s benefits in pension plans approved under section 
401 and related sections of the Internal Revenue Code; and be it further 

Resolwed, That the Ways and Means Committee be urged to provide higher 
limits for older self-employed persons who are close to retirement at the date 
of enactment of this legislation and who would otherwise be unable to accumulate 
a sum sufficient to provide an adequate income after retirement. 





MEMORANDUM IN Support oF H,. R. 9 anp H. R. 10, SuBMiTTeD oN BEHALF OF THE 
NEw YorK STocK EXCHANGE BY G. KEITH FUNSTON, PRESIDENT 


The New York Stock Exchange, as it has for a number of years, wishes to 
support H. R. 9 and H. R, 10, which are designed to enable self-employed persons 
to save a portion of their income each year for their retirement on a basis of 
equality with those persons who are employees of concerns which have estab- 
lished pension plans. 

This bill would aid small-business men, farmers, and professional men, totaling 
more than 10 million self-employed persons. The members of the New York 
Stock Exchange are one of the smaller groups that would be affected by this 
legislation. However, their problem is typical of that of the small-business man 
in a. service industry. More than 95 percent of our member brokers still do busi- 
ness as individuals or as members of partnerships. Although a stock-exchange 
firm can set up a pension plan for its employees, the partners themselves are 
excluded from participating in the plan. 

Certainly, the same reasons that impelled Congress to permit corporations to 
deduct as a business expense payments into a properly constituted employees’ 
pension plan apply with equal force in permitting the self-employed to make simi- 
lar deductions of funds properly segregated to provide retirement benefits. The 
proposed legislation is justified not only on the basis of equality but also as 
giving incentive to the self-reliant individual business and professional man to 
provide for his own future security. We believe that it is time for Congress to 


provide those who work for themselves with tax equality with those who work 
for others, 


Respectfully submitted. 
G. Kertru Funston, 
President, New York Stock Exchange. 
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RESOLUTION ADOPTED BY THE NEVADA STATE MeEpiIcaL ASSOCIATION IN ANNUAL 
Session, SEPTEMBER 25-28, 1957, Las Vecas, NEvV., ENDORSING THE JENKINS- 
Keocu Brits (H. R. 9 anp H. R. 10, 85rH Cone.) 


Whereas the present Internal Revenue Code of the United States discriminates 
against the self-employed in the matter of pensions and retirement; and 

Whereas the members of the Nevada State Medical Association are self- 
employed, and feel that they are entitled as Americans to the same tax advantages 
as employees; and 

Whereas the Jenkins-Keogh bills (H. R. 9 and H. R. 10, 85th Cong.) would 
minimize the present inequities of the Internal Revenue Code between self- 
employed persons and employees: Now, therefore, be it 

Resolved, That the Nevada State Medical Association, at its annual conven- 
tion held in Las Vegas, Nev., after discussion of the Jenkins-Keogh bills, en- 
dorses the Jenkins-Keogh bills and requests the Congress of the United States to 
enact them ; and be it further 

Resolved, That a copy of this resolution, duly certified by the secretary of the 
Nevada State Medical Association, be forwarded to the congressional delegation 
of the State of Nevada, to the members of the Ways and Means Committee of the 
Congress of the United States, and to the Speaker of the House of Representa- 
tives of the United States, the Honorable Sam Rayburn. 

[SEAL] WiiuraM A. O’Brien, M. D., 

Secretary. 


Inutinois STATE Bark ASSOCIATION, 
Hon. Wrzsvur D. MIs, Chicago, Ill., January 24, 1958. 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 

Dear Mr. Mitts: This letter is to present the position of the Illinois State Bar 
Association concerning H. R. 9 and H. R. 10, 85th Congress, which are currently 
being considered by your committee. We request that this letter and attach- 
ments be made a part of the printed hearings of these bills. 

At the outset, I wish to state that the Illinois State Bar Association actively 
endorsed the above-mentioned bills and earnestly requests that your committee 
consider and report them favorably. In order to indicate the extent of our 
interest, I will review, briefly, the official actions of our association with respect 
to this legislation. 

During the month of October 1956 the question of individual retirement 
legislation was discussed at each of the annual meetings of the Federation of Local 
Bar Associations in the seven supreme judicial districts in Illinois. At these 
meetings, resolution (copy enclosed) urging the enactment of this type of legis- 
lation was adopted. During the following month the board of governors of the 
State association appointed a special committee to prepare a form of constitu- 
tional petition to the Congress urging the enactment of bills such as H. R. 9 and 
H. R. 10 during the 85th Congress. A petition such as the attached was sent to 
each local bar association in the State of Illinois and to each bar association 
represented in the national conference of bar presidents. Petitions containing 
the signatures of over 2,500 self-employed persons were thereafter presented to 
your ete by the Illinois State Bar Association through the American Thrift 
Assembly. 

More recently, in May and November of 1957, the board of governors of the 
association again endorsed and supported the subject legislation. The resolution 
adopted in November directed the appointment of a representative to appear at 
hearings on the bills to testify on behalf of our association. In compliance with 
the wishes of your committee, however, and in order to conserve your time, this 
letter is being submitted in lieu of a personal appearance. 

The legal profession in the State of Illinois is on record as preferring a mecha- 
nism which will encourage the establishment of voluntary pension plans in 
preference to a compulsory, federally controlled system of social insurance. Our 
members are also keenly aware of and concerned about the serious inequities 
which exist under present Federal tax laws between lawyers, as self-employed 
persons and those persons who are employed by others. 

Under the existing law, employers may purchase pensions and other annuities 
for employees and treat the cost as a business expense. Under this arrangement 
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an employee pays no income tax on such retirement contributions made on his 
behalf by his employer and he is thus able to defer tax payments on this part of 
his income until his retirement, when because of a smaller income he may pay 
little or no tax. The self-employed lawyer, however, enjoys no such advantage 
but instead has the disadvantage during his years of greatest earnings of paying 
the highest income-tax rate on all the money which he is able to set aside for his 
old age and retirement 

Professional practitioners practicing independently or as members of a part- 
nership may establish a qualified pension or profit sharing plan for their em- 
ployees (assistants, clerks, secretaries, technicians, etc.). However, as employers 
they are themselves ineligible to participate in these tax sheltered plans. Sole 
proprietors and members of partnerships in nonprofessional occupations can 
readily change their status by incorporating and obtaining the status of em- 
ployees. Even though they may be controlling shareholders or corporate officers, 
they can participate in qualified pension or profit sharing retirement plans along 
with other employees. 

In their search for equal tax treatment and in order to acquire status as “em- 
ployees,” some physicians who previously practiced in medical partnerships have 
organized themselves into ‘unincorporated associations,” and as such are taxable 
as corporations. In U. S. v. Kintner (107 F. Supp. 976), a group of physicians 
who were partners organized themselves in this way to secure the benefits of a 
preferred pension plan. 

The Ninth Circuit Court of Appeals held that these physicians could be con- 
sidered as employees under section 401 (a) for the purposes of an employees’ 
pension plan. Although, in Revenue Ruling 56-23, C. B. 1956-1, 598, the In- 
ternal Revenue Service originally refused to follow the Kintner decision, the 
Service has now acquiesced (T. I. R.-61) where it is apparent that a particular 
organization of doctors or other professional groups has more of the criteria 
of a corporation than a partnership. 

The Kintner case and the current position of the Internal Revenue Service, 
in permitting partners to obtain tax deferment of amounts contributed to a re- 
tirement pension plan by reorganizing as an unincorporated association, cer- 
tainly emphasizes the inequity in the present tax laws with respect to self-em- 
ployed persons. 

It is the belief of our association that H. R. 9 and H. R. 10 would tend to 
equalize this unfair situation by allowing lawyers and other self-employed 
persons to put aside proportionate sums for retirement purposes up to $5,000 
of their income each year with the income-tax payments deferred until retire- 
ment payments are paid. 

It is our opinion that it is in the best interest of this country for the Con- 
gress to eliminate existing inequities of this type. We are also convinced that 
the enactment of the Jenkins-Keogh bills would lessen inflationary pressures 
through the encouragement of increased savings. 

In conclusion Mr. Chairman, on behalf of the Illinois State Bar Association 
and the attorneys of the State of Illinois, I would like to express appreciation 
for the opportunity to present our views on this extremely important legisla- 
tion. We urge you to favorably report the pending bills, or comparah’e legisla- 
tion, early enough during the 85th Congress to permit action by the Senate. 

Sincerely yours, 
B. F. Sears. 


RESOLUTION OF ILLINOIS STATE BAR ASSOCIATION 


Resolved by the Board of Governors of the Illinois State Bar Association, 
That this association urge enactment into law by the 85th Congress of bills 
containing the substance and principles of the so-called Jenkins-Keogh bills, 
being H. R. 9 and H. R. 10, in the 85th Congress, which have been actively sup- 
ported by this association in several preceding sessions upon direct and repeated 
request of a large majority of its membership ;: further 

Resolved, That the president is directed to appoint a representative or repre- 
sentatives of this association who are hereby authorized to appear and testify 
in support of such legislation at any hearings pertaining thereto by the House 
Ways and Means Committee or any subcommittee thereof in this or any subse- 
quent Congress ; further 

Resolved, That this association, its officers, its committee charged with mat- 
ters relating thereto, and its said representatives, do all things necessary, de- 
sirable and proper to obtain enactment of such legislation. 
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THE Cuicaco BAR ASSOCIATION, 
Chicago, Ill., January 22, 1958. 
Hon. Wivseur D. Mr1s, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


My Dear Mr. Mitts: The Chicago Bar Association favors enactment of leg- 
islation embodying the principles and purposes of the Jenkins-Keogh bills H. R. 
9 and H. R. 10. 

We believe that the equitable adjustment of the income-tax laws which would 
be effected by the Jenkins-Keogh bills is vitally important to our national econ- 
omy because it furnishes a means through which self-employed persons can pro- 
vide for themselves upon retirement rather than look to the Federal Govern- 
ment for support. 

I understand that the arguments in favor of these bills will be presented to 
the Ways and Means Committee on Friday of this week. Repetition of these 
arguments herein is therefore unnecessary. The Chicago Bar Association con- 
curs in the conclusion that legislation providing for a method of deferment of 
income for self-employed persons, as contemplated by the Jenkins-Keogh bills, 
be enacted in this session, and we respectfully urge your favorable consideration. 

Sincerely, 
BE. Dovetas ScHWANTES, President. 


CHAMBER OF COMMERCE OF THE UNITED STATES, 
Washington, D. C., January 28, 1958. 
Hon. Wizvur D. MIs, 
Chairman, Ways and Means Committee, 
New House Office Building, Washington, D. C. 


Dear Mr. Mitts: The Chamber of Commerce of the United States strongly 
supports the general principle of encouraging individuals to build retirement 
income—old-age protection—through their own efforts. We believe that this en- 
couragement is a natural complement to the congressional intent for social se- 
curity. That is, social security is to provide a floor of protection on which each 
individual is expected to build more old-age income protection through his own 
efforts. We favor the idea of offering this encouragement through the postpone- 
ment of taxes on income set aside for this purpose. 

Such encouragement should extend to both employees and the self-employed. 
While employees covered by industrial-type pensions stand to benefit to the ex- 
tent that employers make a contribution, a substantial number of them will re- 
ceive only small monthly payments. We bélieve these workers should be en- 
couraged to make additional provision for old age. 

We therefore support H. R. 380 which extends this encouragement to em- 
ployees and the self-employed. For the same reasons, we do not support H. R. 
9 and H. R. 10, which restrict this inducement to the self-employed. 

We also believe a difference in treatment would be appropriate for workers 
covered by contributory or noncontributory plans on the one hand, and all other 
workers and the self-employed on the other. This is because many workers as 
employees stand to benefit to the extent that employers make a pension contribu- 
tion. Consequently, we support the approach dealing with this aspect embodied 
in H. R. 380. 

Some 45 to 50 million workers have no protection from pensions financed in 
part or in whole by employer contributions, and many of the remaining 18 to 20 
million workers will receive relatively small pensions from this source. Con- 
sequently, we believe that this encouragement to individuals to build retirement 
income through their own efforts should be provided. Since this would entail 
some loss of Federal revenue, attention, of course, would have to be given to 
adjusting the annual amount and aggregate amount with respect to which in- 
dividuals would be allowed a postponement of taxes. 

We believe the widest possible freedom should be allowed in the choice of 
methods for providing old-age income. Sufficient restraint should be imposed 
to prevent individual short-run tax gains and to allow for efficient administration 
of this tax postponement feature. 

Any law should be flexible enough to enable any individual to employ tradi- 
tional methods of providing for old age, and any that might be subsequently 
developed. 
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I would appreciate it if you would make this letter a part of the record of the 
hearings on H. R.9 and H. R. 10. 
Cordially yours, 
CLARENCE R. Mres. 


The Cuarrman. The next witness is Mr. William C. Antoine. 
Please come forward, Mr. Antoine, and give us your name, address, 
and the capacity in which you appear, for the benefit of the record. 


STATEMENT OF WILLIAM C. ANTOINE, CHAIRMAN, SUBCOMMITTEE 
ON FEDERAL TAXATION AND GOVERNMENT EXPENDITURES, 
PENNSYLVANIA STATE CHAMBER OF COMMERCE 


Mr. Antorne. Mr. Chairman, my name is William C. Antoine. I 
am from Philadelphia, and I am appearing today on behalf of the 
Pennsylvania State Chamber of Commerce, which I serve as chairman 
of its subcommittee on Federal taxation and government expenditures. 

The Cuarmman. Mr. Antoine, can you complete your statement in 
the 15 minutes that you have been allotted to you ? 

Mr. Antorne. Mr. Chairman, I will take a good deal less than 15 
minutes. 

The Cuarrman. Your entire statement, however, will be included 
in the record. : 

Mr. Antorne. Yes, sir. I should like to have the statement included 
in the record, and then I should like to summarize to you briefly the 
principal points which it contains. 

The CHatrman. Without objection, your statement will be in- 
cluded in the record. 

(The statement referred to isa follows :) 


STATEMENT OF THE PENNSYLVANIA STATE CHAMBER OF COMMERCE, SUBMITTED 
’ 
BY WILLIAM C. ANTOINE 


THE TAXATION OF BUSINESS IN A DYNAMIC ECONOMY 


My name is William C. Antoine. I am a lawyer in Philadelphia. At this 
hearing today, I am representing the Pennsylvania State Chamber of Commerce, 
which I serve as chairman of its subcommittee on Federal taxation and govern- 
ment expenditures. 

The Pennsylvania State Chamber is a statewide federation of businessmen 
founded in 1916 to foster a spirit of understanding and cooperation among com- 
mercial, manufacturing, trade, and agricultural groups, and to provide proper 
facilities for considered action in advancing prosperity of the State. It has 
over 4,200 members representing business and industrial firms employing more 
than 1 million workers, plus 215 local chambers of commerce and 80 trade asso- 
ciations. It is the only statewide business organization in Pennsylvania rep- 
resenting all lines of business and industry. 

The State chamber maintains an active interest in Federal affairs as a mem- 
ber of the Council of State Chambers of Commerce and of the United States 
Chamber of Commerce. However, we are a completely autonomous organiza- 
tion responsible for our own policy determinations, just as are all local chambers 
of commerce and trade associations in Pennsylvania. 

Pennsylvania businessmen accept the need for high taxes to finance expendi- 
tures directly incident to war emergencies and continuing crises of cold war. 
But our State chamber of commerce has consistently opposed oppressive taxa- 
tion to support wasteful government expenditures. It has advocated a bal- 
anced budget at levels of expenditure which would permit more moderate taxa- 
tion, believing that the economy and Federal revenues would benefit from the 
lessening of tax pressures on investment, production, employment, and consump- 
tion. Our State chamber of commerce has also sought to keep government as 
close to the people as possible by providing for public education and other essen- 
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tial services, to the fullest extent possible, through State and local government 
action. National defense costs are now so great that we should not expect the 
Federal Government to finance services which the State and local communities 
can effectively and adequately furnish. 


The need for moderation in taxation 

The Pennsylvania State Chamber of Commerce wishes to emphasize the need 
for general tax reduction as an essential requirement for a healthy and grow- 
ing economy. In addition to revenue considerations, the effects of taxation on 
the health of the economy are of critical importance. Certainly now as the 
eountry is suffering an economic decline a downward adjustment in taxation is 
desirable. It would provide funds for greater consumer and business outlays 
and stimulate our faltering economy to higher levels of income and economic 
activity. 

Our heavy Federal taxes are the major part of the total annual tax load of 
some $100 billion. Such taxes amount to more than $70 billion, while State and 
local taxes add another $30 billion. All these taxes must ultimately be extracted 
from individuals, however indirectly they may be collected from corporations, 
vendors, or other sources. 

Taxes approximating 30 percent of the national income create serious strains 
and stresses on the economy and the individuals who finally pay them. Only 
with the most careful planning and control can Federal, State, and local gov- 
ernment expenditures be limited in such a manner that society does not suffer 
material losses from diverting funds from private to public uses. 

With creeping inflation in the postwar years have come creeping and even 
Soaring increases in Federal, State, and local expenditures, growing public debts, 
and many increases in taxation. Economists have come to realize that high 
taxation in boom periods contributes to inflation and higher prices. Investment 
and production are discouraged, on the one hand, while at the same time the 
higher tax costs of doing business are reflected in the increased costs of business 
purchases, in increased borrowing by business enterprises, and in the higher 
prices charged eventually to consumers. Inflation not only brings higher costs 
one prices; it also breeds instability and eventual deflation and even depres- 
sion. 

It is difficult or impossible to determine just where the danger point to the 
economy is when taxes are increased and their restrictive influence is felt. 
Many businessmen believe that individual and corporate income tax rates in 
excess of 50 percent are such a drag on the economy as to endanger its continued 
growth and stability. Indeed, some contend that a private enterprise economy 
is not likely to long endure unless tax rates are cut substantially below 50 per- 
cent. 

High tax rates are always a stimulus to illegal tax evasion and to a relentless 
search for legal loopholes for tax avoidance. The history of the income tax 
reveals that as its rates increase its inequalities and complexities multiply, and 
the tax base tends to deteriorate. It is an old axiom in taxation that the revenue 
limits of every tax are what the traffic will bear, and taxes on income, property, 
or consumption can become so heavy as to dry up the sources of revenue when 
the point of diminishing returns is reached. 


The Federal tawz program of the Pennsylwania State Chamber of Commerce 


It is the firm conviction of the Pennsylvania State Chamber of Commerce that 
business activity can best be stimulated by an immediate lowering of both in- 
dividual and corporate income-tax rates. An immediate reduction of the rates 
to more reasonable levels can be accomplished, consistently with the needs of 
our national defense and with a speading program which limits expenditures 
to only the most essential items. Specifically, the Pennsylvania State Chamber 
of Commerce offers the following program for the taxation of business in a 
dynamic economy : 

1. The rates on individuals, which now range from 20 to 91 percent, should 
be lowered at once to a range of from 19 to 82 percent. 

2. Successive further reductions should be made, annually if possible, until 
the maximum individual rate has been lowered to 50 percent or less. 

8. Corporate rates should be permitted to return to the 47 percent level on 
July 1, as presently scheduled. If present budgetary requirements do not permit 
the full reduction, at least the rates should be lowered to 50 percent with the 
remainder of the reduction to be put into effect as soon as possible. 

4. The personal exemptions and surtax exemptions for individuals should be 
kept at present levels. 
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The Pennsylvania State Chamber of Commerce is composed of many businesses, 
large and small, each serving the community to the extent that it can operate 
most efficiently and economically. In a dynamic and growing economy, small- 
and medimum-sized firms are vitally needed to supply those goods and services 
in which they excel. They are essential in a competitive economy, both to 
strengthen competition and to provide the investment, production, and employ- 
ment which a growing society demands. It follows that any tax program, to be 
realistic, must recognize the problems of small business and must not hamper 
its growth. 

The Federal tax program herein advocated will provide a favorable tax 
climate for small and growing business. Since most small enterprises are un- 
incorporated, both the individual and corporate rates must be lowered. Further- 
more, the only practicable way to help small business is by a general reduction 
in the rates. Small business is an elusive concept which is incapable of precise 
definition and any attempts to provide relief within a narrow area based upon 
a rigid definition of small business will often create inequities rather than 
remove them. For this reason, then Pennsylvania State Chamber of Commerce 
does not favor proposals which have been put forth for the purpose of aiding 
small business only. 


The questions of graduated corporation rates 


A proposal frequently advanced for the aid of small business is the imposition 
of graduated rates on corporations. The Pennsylvania State Chamber of 
Commerce is unalterably opposed to graduated income-tax rates on corporations. 
We believe that such a proposal, however well intentioned, is pernicious in its 
effects and has been advanced without adequate analysis of the underlying facts. 
In the first place, the proposal relates only to corporate enterprises, whereas the 
majority of our small businesses are either individual proprietorships or partner- 
ships. In both the latter cases, the profits of the business are subject to tax at 
the high individual surtax rates. 

Secondly, and even more seriously, the proposal to graduate corporate income- 
tax rates misconceives the nature of a corporation and its relations with its 
stockholders. Ultimately, the income of corporations must be taxed to their 
stockholders, and in any particular case the corporation may be owned by indi- 
viduals at all income levels. For example, a small corporation might be owned 
by one or a few wealthy individuals, whereas a large corporation might be owned 
by many individuals, each having but modest means, or by a group of individuals 
from all economic classes. Thus, the corporate profits belonging to a wealthy in- 
dividual might be taxed at low rates while the profits belonging to persons of 
modest income would be taxed at high rates. 

Another objection to the imposition of graduated corporate rates lies in the fact 
that a graduated rate system would put a premium on staying small. Thus, it 
would stifle the natural growth of the enterprise, and the accompanying benefit 
to the community, merely for the purpose of saving taxes. Furthermore, it 
would be an inducement, where possible, for the fragmentation of large enter- 
prises into many small corporations, in order to obtain the advantages of the 
lower tax rates. 

Those who would apply graduated taxation to corporations on the basis of 
assumed ability to pay confuse the principles of personal and business taxation. 
By ability to pay economists have come to mean the relative economic status 
of the individual as determined by the amount of his income, the number of 
dependents, and other variable factors. The corporate income tax allows for 
none of these variables. If the tax is not shifted, and frequently it is not, 
then, as has been mentioned above, all investors subject to it are hit alike at 
the same high rate whether they be rich or poor, married or single, or whatever 
their economic condition may be. And if the tax is shifted along in higher 
prices, as it may be, it becomes a high rate sales tax hitting every purchaser 
alike, whether he be a pauper or a millionaire. This effect is intensified by the 
fact that the tax is pyramided through the various stages of production and 
distribution. 

Do those advocating ability to pay propose that all individuals be taxed at 
the same rate on their gross income? Or do they advocate a general sales tax 
without any exemptions? 

Some may argue that corporate income-tax rates should be graduated because 
the larger firms make more money than the smaller, earning a progressively 
higher rate of return on the investment. However, there is no law of increasing 
returns on investment. If there were, there would be no limit on the size of 
any firm. 
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The amount of income does not show what the rate of return is on the invest- 
ment in a corporation. Two firms with equal incomes may have quite different 
investments. Rates of return certainly do not vary uniformly with size but 
depend upon many variable factors. 

The older and larger firms may be more likely to enjoy an income than new 
undertakings which have not proved their capacity to survive birth, infancy, 
and youth. Lumping together the profits statistics for all corporations, includ- 
ing the losses of firms on the margin or fading out of the picture, will undoubt- 
edly show some tendency for the ratio of net income to assets to be somewhat 
greater for the larger corporations, in some size classes, than the smaller. 
But if the comparison is confined to income corporations, it will be observed 
that higher ratios of profits to assets tend to be found among the smaller firms 
than among the larger. This tendency is demonstrated in the attached 
table (p. 7), which has been compiled from data published in Treasury income 
statistics. A successful young and growing corporation is likely to return the 
investor a higher return than a mature corporation which has settled down to 
a more definite pattern of activity and whose securities command a high price 
in the market. 


Comparison of profits of corporation reporting net income, showing net income 
as percentage of stockholders’ equity, 1948-54 


Net income before Federal taxes as percent 
of stockholders’ equity 











Corporation asset classes 

950 | 1951 954 | 
I es ot oi sc eee cbc cd 21.9 | 22.9 | 21.6 21.4 
I eae 19.0 | 18.5 | 17.4 16.7 
I atic heel 19.3 | 17.6 | 15.9 14.9 
Teen nn eae es aed 20.9 | 18.6 | 16.0 14.4 
Ey a on het oda lcseebeencdeanwual 22.0 | 19.9 | 16.7 14.9 
I os Ss oe anna 22.1 | 20.9 | 17.7 15.8 
ET LLL LTT LAT 20.9 | 20.2 | 17.6 15.7 
Ne te caspaccecseccsuesny 21.4 | 21.6 | 17.7 15.9 
| OY "eee eee 20.0 | 20.0 | 16.8 _ 16.7 
Ns ee a de ee ieaanced 19.4 | 18.9 | 16.3 15.6 
Total, all classes............- sli - 20.4 | 19.7 | 16.8 | 16.8 |" 15.6 

Net income after Federal taxes as percent 
of stockholders’ equity 
| 

a nda bios buben: 18.4 | 15.6 | 17.4 | 17.3 | 16.1 | 16.0 | 162 
am abaeirenbinraeumebina 16.4 | 13.3 | 146 | 13.3 | 12.4 )120/°121 
i aR RE a i SE REE al dA 15.9 | 12.6 | 13.8 | 11.7 | 10.6 9.9 |* 10.4 
lt Ph me boutbamasamel 15.7 | 12.1 | 13.4 | 10.8 9.5 8.8 9.2 
SS re ee ee 15.7 | 11.8 | 13.4 | 10.6 9.0 8.5 8.9 
iia a ea AIR PE ea 14.2 | 11.3 | 13.0 | 10.4 8.9] 8.4 8.8 
ee enn eciacendamenees 14.1 | 10.6 | 12.3 9.8 8.6 8.3 8.5 
ee eee 13.4 | 10.7 | 12.6|10.3| &7)] 84) '&7 
$50,000,000 to $100,000,000__...........----- eee 12.2/} 10.4/12.0; 96; 85] 84 3 9 
es ce adie tueie 11.0| 98/118] 97) 87] 9.0 9.0 
8 ep cochinninenacbenseaten 12.8 | 10.6 | 12.4 | 10.1 8.9 8.9 [9.0 





NotE.—Taxes in the above refer to Federal income and excess profits taxes. 
Source: Data assemble from U. 8. Treasury annual reports, Statistics of Income. 


Our profit statistics, as they are commonly cited, deal only with aggregates and 
may be very misleading with respect to individual concerns and those of com- 
parable size in assets or sales. Taxes are paid by particular firms and in- 
dividuals, not by groups or classes. Any tax directed at masses of corporations 
or individuals, unless it is tailored to fit every individual who ultimately pays 
the tax, is bound to violate ability to pay. 

The best way to improve the tax climate for small business is to improve it 
for all business. The rates of the corporate and personal income taxes should be 
moderated as much as possible and as soon as possible. If new business firms are 
to have the opportunity to succeed and grow, they must not be penalized by 
graduated taxes which will eventually stifle their advancement. 

There are other important features of a tax program which will provide a 
more favorable tax climate. These include more adequate allowances for de- 
preciation, further alleviation of the double taxation of dividends, the moderation 
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of capital-gains taxation, and the reduction and eventual elimination of the 
Federal estate and gift taxes. In his testimony before your committee on Janu- 
ary 16, Secretary of the Treasury Anderson offered the following four-point pro- 
gram for the relief of small business: 

1. That businesses be given the right to utilize, for purchases of used property 
not exceeding $50,000 in any one year, the formulas of accelerated depreciation 
that were made available to purchasers of new property by the Internal Revenue 
Code of 1954. 

2. That corporations with, say, 10 or fewer stockholders be given the option 
of being taxed as if they were partnerships. 

3. That the taxpayer be given the option of paying the estate tax over a period 
of up to 10 years in cases where the estate consists largely of investments in 
closely held business concerns. 

4. That original investors in small business be given the right to deduct from 
their incomes, up to some specified maximum, a loss, if any, realized on a stock 
investment in such business. At the present time, the deduction of such losses 
from income is subject to the general limitation on net capital losses of $1,000. 

In digressing to discuss some of the problems of small-business taxation, we 
should not lose sight of the fundamental principle emphasized at the outset— 
that present tax rates are too high to be consistent, over a long period, with our 
goals of economic growth and stability. The Pennsylvania State Chamber of 
Commerce strongly believes that the tax program which it has here presented is 
consistent with these goals and will provide a necessary contribution to the con- 
tinued growth and development of the economy. A program of moderation in 
both taxation and expenditure will, in the long run, best insure the economic 
well-being of our country. 

With the committee’s permission, I also would like to file for the record a 
supplemental statement containing detailed recommended changes to the Internal 
Revenue Code of 1954, prepared and submitted by the committee on taxation 
and government expenditures of the Pennsylvania State Chamber of Commerce. 


The Cuamman. You are recognized to proceed in your own way, 
sir. 
Mr. Antorne. Thank you. Mr. Chairman and gentlemen, the Penn- 
sylvania State Chamber of Commerce wishes to emphasize that it feels 
that there is a pressing need today for an immediate lowering of both 
individual and corporate income taxes. We feel] that this lowering 
is necessary today, particularly, in view of the state of decline in 
which our economy dnds itself. 

While we do not wish to minimize the effects of the revenue consid- 
erations, in considering taxation, we think that the effects of taxa- 
tion on the health of the economy are critical in importance. With 
this in mind, we offer for your consideration the following four- 
point program for the reduction of income-tax rates: 

1. The rates on individuals, which now range from 20 to 91 per- 
cent, should be lowered at once to a range of from 19 to 82 percent. 

2. Successive further reduction aeule be made, annually, if pos- 
sible, until the maximum individual rate has been lowered to 50 per- 
cent or less. 

3. Corporate rates should be permitted to return to the 47-percent 
level on July 1, as presently scheduled. If present budgetary re- 
quirements do not permit the full reduction, at least the rates should 
be lowered to 50 percent, with the remainder of the reduction to be 
put into effect as soon as possible. 

4. The personal exemptions and surtax exemptions for individuals 
should be cick at their present levels. 

Mr. Chairman and gentlemen, in presenting this program for a 
them rate reduction, we have considered the problems of small 

usiness as they are related to taxation. We believe that our program 
will be helpful to small business. We do not advocate any of the pro- 
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posals which have been put forth from time to time and which are 
aimed solely at helping small business. We made our decision for 
several reasons. 

The first is that small business is a very elusive concept, which is 
very difficult to identify properly. We feel that any of these pro- 
posals, by attempting to provide relief in a narrow area, based upon 
a rigid definition of small business, may well result in more inequities 
than it removes. Secondly, most of those we have studied are aimed 
principally at the corporate rates. 

We feel that any small-business proposal aimed solely at the cor- 
porate rates will fall short of the mark, because of the fact that studies 
indicate that about 85 percent of small business is unincorporated, 
being carried on either through individual proprietorships or part- 
nerships. 

Of caath therefore, no proposal directed at the corporate rates 
only would help these people who are not subject to those rates. 

n this connection, I would like to say just a few words, and then 
I will be finished, about the proposal which is often brought up, to 
graduate corporate-tax rates in order to help small business. Our 
chamber of commerce has consistently been and is unalterably op- 
posed to the graduation of corporate rates. 

First of ail, for the reasons I have just mentioned, it will not help 
small business, because of the small percentage of small business that 
is incorporated. Secondly, we feel that the principle of graduation of 
corporate rates is a false one which is based upon a misconception 
of the nature of a corporation and its relationship to its stockholders. 
The corporate income ultimately is the income of the stockholders. 

A small corporation may be owned by a few individuals with lar, 
incomes, whereas a large corporation may be owned by many indi- 
viduals with small incomes. Therefore, by graduating the corporate 
rates, you run the danger of running into a situation where the profits 
of wealthy individuals are taxed at low rates and the profits which 
will ultimately become the income of individuals with modest means 
are taxed at high rates. 

Lastly, we feel that the graduation of corporate rates provides an 
incentive to stay small rather than to grow, and might well result in 
the fragmentation of corporate enterprises into many small corpora- 
tions in order to take advantage of the low rates. 

In summary, Mr. Chairman, we feel that the best way to help small 
business is to help all business. We feel our program would accom- 
plish it, and we offer it for your consideration. 

The Carman. Mr. Antoine, we thank you very much for your 
appearance and the information you have given to the committee. 

Are there any questions ? 

Mr. Reed. 

Mr. Reep. I just want to compliment you on your statement, sir. 

Mr. Antorne. Thank you very much. 

The Cuarrman. Are there any other questions? 

If not, sir, we thank you. 

Mr. Antorne. Mr. Chairman, before I get away, may I have leave 
to file a statement of proposed technical changes to the code? 

The CHarrman. Yes; I am glad to receive that into the record, 
without objection. 
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(The statement referred to is as follows :) 


RECOMMENDED CHANGES IN INTERNAL REVENUE CobDE oF 1954, SUBMITTED BY THE 
CoMMITTEE ON TAXATION AND GOVERNMENT EXPENDITURES OF THE PENNSYI- 
VANIA STATE CHAMBER OF COMMERCE * 


The committee recommends that Federal expenditures be kept at a level which 
will permit a reduction of the national debt and the adoption of the following 
proposed amendments to the Internal Revenue Code of 1954: 


1. CORPORATE INCOME TAX RATE 


We are opposed to any further extension of the present 52 percent corporate 
income tax rate. The corporate income tax rate should be reduced to the pre- 
Korean level as soon as possible. 


2. ACCELERATED CORPORATE INCOME-TAX PAYMENTS 


The acceleration of corporation income-tax payments provided for by the 
Revenue Act of 1954 is a mistake and should be rescinded as soon as possible. 


3. DEPRECIATION 


We heartily commend Congress for its accomplishments in liberalizing the 
depreciation provisions of the Internal Revenue Code of 1954. Congress should 
further study the matter of depreciation with a view to adopting into law, as 
soon as revenues will permit, the principle that, within the limits of sound and 
consistent accounting, business management should be allowed to exercise its 
discretion in the choice of the method and the rates of depreciation and 
obsolescence. 

4. DOUBLE TAXATION OF INTERCORPORATE DIVIDENDS 


The double taxation of intercorporate dividends should be eliminated. Since 
1936, 15 percent of intercorporate dividends have been subjected to the corporate 
income tax. As a result, corporate income is, to that extent, doubly taxed: first, 
as earnings in the hands of the distributing corporation; and second, as divi- 
dends in the hands of the recipient corporation. Such double taxation is inequit- 
able and contrary to sound economic principles; consequently, dividends should 
be excluded from the gross income of corporations. 


5. PENALTY ON FILING CONSOLIDATED RETURNS 


The 2 percent penalty upon the filing of consolidated returns should be repealed. 
Consolidated returns have been provided for in the tax laws since 1921, as a 
means of determining the net income of a single enterprise, even though the 
business is carried on through two or more corporations. No special advantages 
are derived through the use of such returns. They are recognized and favored 
by the Treasury Department and taxpayers alike as the only practical method 
of determining net income in such cases, and as a method which is fair and 
easy to administer The additional rate of 2 percent imposed upon those filing 
consolidated returns, however, imposes a penalty upon their use which in many 
cases compels the filing of separate returns. Such a provision clearly discrim- 
inates against the business which must be carried on through subsidiaries. 
Considered either from a viewpoint of equity or administrative convenience, 
consolidated returns should be fostered by eliminating the 2 percent penalty 
imposed on their use. 

Under existing law, an election by an affiliated group of corporations to file 
a consolidated return is binding upon the group for all future years, with certain 
limited exceptions. This provision is unnecessarily harsh, and it is reeommended 
that affiliated groups be given an annual election to file either consolidated or 
separate returns. 


6. CAPITAL GAINS AND LOSSES—ALL TAXPAYERS 


The deduction of capital losses should be allowed on the same basis that capital 
gains are taxed. Under present law, all capital gains are taxable, regardless of 
the nature of the transaction from which they arise. Numerous restrictions are 
contained in subchapter P, however, on the allowance of capital losses. No 


1 Supplementary to statement o. Pennsylvania State Chamber of Commerce, presented 
by William C. Antoine. 
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sound reason presents itself for this difference in treatment, and it is earnestly 
recommended that the loss be allowed on the same basis that the gain is taxed. 
The tax on long-term capital gains should be reduced immediately and even- 
tually eliminated. 
7. DOUBLE TAXATION OF CORPORATE EARNINGS 


We commend Congress for recognizing in principle the method supported by 
the Council of State Chambers of Commerce for the alleviation of the double 
taxation of dividends first as corporate earnings and later as individual income. 

After computing the taxes on their incomes, including taxable dividends re- 
ceived from domestic corporations subject to the income tax, shareholders should 
be allowed to deduct from their taxes a credit for the payment of corporate taxes 
on the income paid out in dividends. The percentage allowed as a credit pre- 
sumably would be at least the initial rate for individual incomes. 


8. ESTATE AND GIFT TAXES 


The United States Government should withdraw from the estate and gift tax 
field entirely and leave such types of taxes to the respective States. If the 
estate and gift taxes are to be retained in the Federal system, the maximum 
rate on estates should not exceed 50 percent, and the rate on gifts should be not 
more than three-fourths of the rate on estates. 


9. INDIVIDUAL INCOME TAXES 


To furnish the maximum incentives to risk-taking and to provide equity capital 
to expand productive activity, the element of progression of the individual in- 
come tax rate structure should be substantially reduced to the point where the 
maximum tax rate will be 50 percent or less. In order to secure the greatest 
possible popular participation in the cost of Government, consistent with equity, 
a policy of low exemptions should be continued. 


10, AVERAGING OF INDIVIDUAL INCOMES 


We endorse the extension of the principle of optional averaging of incomes 
to all types of individual taxpayers. 


11. ORGANIZATIONAL EXPENSES 


Section 248 of the bill permits, for the first time, the amortization of certain 
organizational expenses. 

We believe there are two serious defects in the section as presently drawn. 
First, it should not be limited to organizaticnal expenses, but should cover reor- 
ganization expenses as well. Second, it should also cover stock-issuance expenses 
whenever incurred. These would include SEC and stock exchange filing fees, 
State filing fees, Federal, State and local taxes, engineering and accounting 
services, investment counsel fees, costs of prospectus preparation—and other 
items incident to the stock issue. It should be noted that the expenses of bond 
issues are deductible pro rata over the term of the issue. Failure to grant 
comparable treatment to the cost of issuing stock creates an undesirable dis- 
crimination against equity financing, 


12. COST OF ELIMINATING AIR AND STREAM POLLUTION 


In recent years, several States have entered into a program of eliminating 
the pollution of both air and streams by the imposition of certain regulatory 
measures. As a result, many industries have made substantial expenditures 
in order to comply with these programs. Taxpayers cooperating with these 
State programs should be permitted to amortize for tax purposes over a 5-year 
period the amount of expenditures incurred in eliminating stream and air pollu- 


tion. 
13. VALUATION OF LIFO INVENTORIES AT COST OR MARKET 


LIFO inventories under present law must be valued at cost. In other words, 
the inventory at the end of the year may not be written down to market if 
market value is lower than cost as in the case of inventories computed under 
the first-in first-out method. We recommend that the cost or market method 
of valuation be extended to LIFO inventories. Many business and professional 
organizations, including the various accounting societies, have recommended this 


change. 
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14, SECTION 461(C)—-ACCRUAL OF REAL PROPERTY TAXES 


The provisions of this section should be extended to apply also to personal 
property taxes. 
15. DEPRECIATION—FULL TAX BENEFIT RULE 


Section 1016 (a) (2) of the Internal Revenue Code of 1954 provides that the 
basis of property should be reduced by the depreciation allowed as deductions 
in computing taxable income and resulting thereby in a reduction for any 
taxable year of the taxpayer's taxes, but that in any event the basis shall be 
reduced at least by the amount of depreciation allowable under the 1954 code 
or prior income tax laws. This provision, like its counterpart in prior law, 
does not permit a full tax benefit from the depreciation allowance in any case 
in which it is determined that the amount of depreciation allowable for a prior 
closed taxable year was greater than the amount aliowed; or in a case where 
the depreciation allowed and allowable were the same but the taxpayer had 
a deficit for the year which he is not entitled to carry back or forward against 
the income of another taxable year because of limitations in the net operating 
loss deduction provisions, 

It is recommended that section 1016 (a) (2) be amended to provide— 

1. That the adjustment to the basis of depreciable property at the 
beginning of the taxable year be limited to the amount of depreciation 
allowed in prior years in all cases where the taxpayer’s returns for such 
prior years have been audited by a representative of the Internal Revenue 
Service. 

2. That in any case where the amount of depreciation allowed or allow- 
able for any prior year exceeds the amount of the income subject to tax for 
such year computed without benefit of the depreciation allowance, no 
adjustment to the depreciable base shall be made with respect to any part 
of such excess which does not reduce the taxable income of another year 
either as part of a net operating loss carryback or carryforward or under 
other provisions of law. 


16, SELF-INSURERS AND PROPOSED AMENDMENTS OF SECTION 1221 


It is the position of the Treasury Department, as set forth in the regulations 
that the treatment of casualty losses is governed by section 1231 of the 1954 
code, whether or not“‘other property or money” is involved. Under this section, 
certain gains and losses from the sale, exchange, or conversion of property 
must be offset against each other and the net gain, if any, is taxable as a long- 
term capital gain. Consequently, under the position maintained by the Treasury, 
a self-insurer may receive, in effect, only a 25 percent tax benefit from his 
casualty losses. In contrast, a taxpayer who buys insurance from outside 
insurance companies is entitled to deduct the cost of such insurance in full in 
determining his taxable income. It is obvious that under the practice of the 
Treasury Department a self-insurer for casualty losses is placed at a dis- 
criminatory disadvantage as contrasted with the taxpayer who maintains his 
insurance with outside insurance companies. 

It is the position of the Treasury Department that the provisions of the 
regulations are required under present statutory language. Therefore, in order 
to eliminate this inequitable and discriminatory treatment, it is recommended 
that section 1231 of the 1954 Internal Revenue Code be amended to provide 
that casualty losses shall be offset against section 1231 gains only when other 
property or money is involved. This would then eliminate the inconsistency 
now present in the treatment of gains and losses from conversions of property 
under section 1231 as set forth in Treasury regulations. House bill 9208 
provides the relief herein recommended and we urge its adoption. 


17. LOSS ON INVESTMENTS IN AFFILIATES 


The national emergency which has existed over the last 15 years has taugnt 
industry that its members can work with one another in the promotion of 
developments. Unfortunately, however, these developments are not always 
successful, Since they are genefally carried on in corporate form, the loss 
which the participants incur will be treated as a capital rather than an ordinary 
loss, unless one of the corporate participants owns the required percentage of 
the stock of the development corporation (95 percent under existing law). 
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In order to encourage the taking of risks in this situation, which may result 
in technological improvements which will benefit the entire Nation, we believe 
that the percentage requirements of section 165 (g) (3) should be drastically 
lowered, in order to permit the full deduction of losses. Specifically, we recom- 
mend that section 165 (g) (3) be amended so as to require ownership of no more 
than 25 percent of the stock of the issuing corporation. Investments by a corpo- 
ration in 25 percent of the stock of another corporation are not as a rule stock 
speculations. In other words, the difference between 25 percent ownership and 95 
percent ownership is not necessarily the difference between speculation and in- 
vestment. The code should recognize this fact. The national emergency has 
proved that such investments can be of material benefit to the Nation and they 
should not be discouraged by the income-tax laws. 

The reasoning of the above leads to the recommendation that the effect of 
the Hunter Manufacturing Corporation (21 T. C. 424) case be eliminated. This 
ean be substantially accomplished by reducing the ownership requirement to 
25 percent. It can also be done by providing in section 165 (g) that ownership 
of stock for business reasons auxiliary to that of the taxpayer shall be accorded 
the treatment provided by section 165 (g) (3) irrespective of time of purchase. 
This will clarify the meaning of the Hunter case. 

Section 165 (g) (3) requires that “more than 90 percent of the aggregate” 
of the corporation’s gross receipts for all taxable years must be from sources 
other than royalties, rents, etc.; doubt has been expressed in some quarters 
that a corporation which has never had any gross receipts of any kind can meet 
this test. Accordingly, it is suggested that paragraph (B) of section 165 (g) 
(3) be amended to insure qualification of a corporation which has never had 
gross receipts. 


18. SUBCHAPTER C——CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 


We believe there are several areas in subchapter C which require clarification 
and revision. However, a special subcommittee was appointed to investigate 
and report to the House Ways and Means Committee with respect to subchapter 
C, and to make suggestions for its revision. Pending a study of the report of 
this subcommittee, we refrain from making any specific suggestions as to the 
revision of subchapter C. After we have had an opportunity to study the re- 
port of the subcommittee we may then wish to submit further suggestions in 
areas in which we believe either that the subcommittee’s suggestions have failed 
to correct the evil complained of or where they have failed to touch upon a 
specific matter at all. 


19. ACCOUNTING TREATMENT OF PREPAID INCOME—SECTION 452 


This section pertained to amounts received which have been recognized under 
prior tax rules as currently taxable income even though such amounts are to be 
earned over future periods. Basically, that section contemplated that there 
would be no recognition of amounts received as income so long as there was a 
future liability to render services, furnish goods or other property, or allow 
the use of property. That type of provision was essential to conform with good 
accounting practice and avoid any possibility of a tax being imposed upon the 
receipt of money which did not rightly, at the time, represent income. On the 
basis of presently available information, it does not appear that this section 
would affect any substantial amount of revenue, and it is recommended that 
section 452 be restored to the Internal Revenue Code of 1954. 


20. DEDUCTION FOR ALL EXPENSES ATTRIBUTABLE TO INCOME OF THE TAXABLE 
YEAR—SECTION 462 


Good accounting practice requires that there be charged against the income of 
any year all expenses incurred or to be incurred which are attributable to such 
income. This principle was recognized in section 462 of the Internal Revenue 
Code of 1954, now repealed. The report of the Committee on Finance with 
respect to the repeal bill (H. R. 4725) completely vindicated the purpose and 
effect of section 462. We strongly urge that the intention of the Committee on 
Finance to report out substitute legislation to be carried out promptly. 

In this connection, a special problem exists with respect to the accrual of 
vacation pay. Under rulings which antedated the enactment of the 1954 code, 
taxpayers have been permitted to deduct vacation payments to be made in the 
following year despite the absence of a fixed liability existing at the close of the 
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taxable year. When this method of deducting vacation pay was adopted, there 
may or may not have been a compressing of 2 years’ deductions into 1 year, de- 
pending upon the circumstances. Some taxpayers under present law may not be 
permitted to deduct any amount for vacation pay in 1958 or 1959. This situation 
should be corrected by appropriate legislation, preferably by the reinstatement 
of section 462 or the enactment of a similar provision. 

We would oppose, however, any proposal which would allow the taxpayer a 
deduction for estimated expenses to be incurred after the close of the taxable 
year only at the price of forgoing a deduction for estimated expenses attrib- 
utable to prior taxable years incurred during the taxable year or subsequently. 


21. STATUTE OF LIMITATIONS 


The committee recommends that the statute of limitations should be the same 
for refunds as for deficiencies, insofar as dating the 3-year period from the date 
the return was filed (rather than the original due date) is concerned. Prepaid 
income tax should be deemed to have been paid no earlier than the date a timely 
completed return was filed where extensions of time for filing the return have 
been obtained. 

22. STAMP TAXES ON ISSUANCE OF CAPITAL STOCK 


Sections 4801 and 4302 of the 1954 code continue the tax on the issuance of 
capital stock previously imposed by section 1802 (a) of the 1939 code. Contro- 
versy has recently developed over the circumstances under which the tax ought 
to apply, however, and we believe some legislative clarification is desirable. 

The tax has been interpreted by the Internal Revenue Service as applying to 
mere increases in the stated value of capital stock without the issuance of any 
shares. This view has been overruled in United States v. National Sugar Refin- 
ing Co. (113 F. Supp. 157 (S. D. N. Y., 1953)) ; F. &€ M. Schaefer Brewing Com- 
pany v. U. 8. (130 F. Supp. 322 (BH. D. N. Y., 1955) ), on appeal to the second cir- 
cuit; and Archer-Daniels-Midland Co. v. U. 8S. (— F. — (D. Minn., 1955)). We 
believe that the rule in these cases, viz, that the tax does not apply to increases 
in capital stock which are the result of mere book transfers to the capital account 
unaccompanied by the issuance of any shares, should be written into the code. 

As a matter of fact, the 1947 amendment of section 1802 (a) of the 1939 code 
dealing with recapitalizations (sec. 4302 of the 1954 code) indicates that the true 
test should be a dual one; actual issuance of shares plus dedication of the amount 
to capital for the first time. Unfortunately, as the law now stands, the dedica- 
tion-to-capital branch of the test is limited to recapitalizations. But there is no 
reason why a reorganization involving more than one corporation should be 
treated differently from one which takes the form of the recapitalization of the 
same corporation. A conspicuous example of a transaction which is presently 
taxed, but which ought not to be, is one involving a mere change in the state of 
incorporation. We therefore also recommend that the stock issuance tax be 
made applicable to stock issued pursuant to a plan of reorganization as defined 
in section 368 only to the extent that an amount is dedicated to capital for the 
first time by such reorganization. 


23. RESTRICTED STOCK OPTIONS 


Section 421 of the code provides that restricted stock option treatment will be 
available only if an individual is an employee at the time the option is exercised 
or, if his employment has terminated, the option be exercised within 3 months of 
the date on which he has ceased to be an employee. H. R. 7064 changes the 
8-month period to 6 months. There is apparently some question as to the status 
of retired employees for purposes of the application of this limitation. It is 
recommended that the statute be clarified on this point and that it be provided 
that employees who have retired because of disability or age be considered to be 
employees for all purposes of section 421. 

A further point relating to restricted stock options arises from the fact 
that section 1014 (d) provides that the general rule contained in section 1014, 
to the effect that the basis of property acquired from a decedent shall be its fair 
market value at the date of the decedent’s death (or optional valuation date), 
shall not apply to a restricted stock option which had not been exercised by the 
employee before his death. 

This exception gives rise to an anomalous situation. Ifa restricted stock option 
is exercised before death, the stock will have a basis in the hands of the estate 
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or beneficiary equal to its fair market value at date of death (or optional 
valuation date), whereas stock acquired by exercise of a restricted stock option 
after the employee’s death will have as its basis only the option price, despite the 
fact that the value of the option (difference between fair market value at date 
of death and option price) is included in the gross estate for estate tax purposes, 

There is no apparent reason for this inequality of treatment and it is urged that 
the basis for income tax purposes of a restricted stock option unexercised at date 
of death be determined by application of the general rule prescribed by section 
1014 (a) of the code. 


24. AFFILIATED GROUPS (EMPLOYEE PENSION AND OTHER PLANS) 


(a) Many pension plans cover more than one corporation and within a cor- 

poration may cover more than one group of employees having different coverages 
as required by union contracts or other agreements. Also union contracts may 
cover the employees of several affiliated companies. Because of longstanding 
methods of operation employees may be shifted between affiliated corporations 
because of changes in duties or products or business. In many instances it is im- 
possible to determine actuarially the financial liability for pensions on an in- 
dividual corporation basis. The liability for pensions may be decreased or in- 
creased several times for employees individually and by groups by changing 
laws and union contracts. These problems have been recognized by the Internal 
Revenue Bureau at various times. (See PS No. 14, 1944 P-H par. 66, 352; 
special ruling, October 23, 1944, 443 CCH par. 6632; PS No. 51—A, 1945 P-H par. 
76,276; special ruling, 1945 P—H par. 76,281; special ruling, March 5, 1947, P-H 
par. 76,126; Frederick J. Wolfe, (8 T. C. 689 (1947) ) ; PS No. 62, 1950 P-H par. 
76,285, and 1954 code sec. 404 (a) (3) (B) re profit-sharing plans.) 
Pennsylvania Statute 51-A makes an approach to the problem by allowing con- 
tributions to be made to a trust covering 2 or more corporations in relation to 
i) eligible payroll of employees covered by the trust but this solves only 1 small 
problem. 

i We recommend a revision providing where more than one corporation is 
; covered by a plan or trust, or botk, that the plan shall be considered as the plan 
of one employer for the various limitations contained in section 404 unless by 
: reasonable actuarial methods the various limitations can be applied on a separate 
} corporation basis and that the taxpayer shall be allowed to choose whichever 

} method suits his situation best. 

: In addition, the consolidated return provisions of chapter 6 should provide 

F that deductions applicable to such plans shall be allowed on a consolidated basis 

in a manner similar to the treatment of contributions. 

(b) In 1954 the Federal Internal Revenue Code was amended (sec. 404 (a) 
(3) (B)) to permit other members of an affiliated group participating in a profit- 
sharing plan to contribute proportionately the amount an affiliate would have 
contributed during the tax year had it not been prevented from doing so by the 
absence of current or accumulated earnings or profits. Each member of the 
affiliated group making such contribution on behalf of a loss member is allowed 
to deduct the contribution in determining its own taxable income for the 
year. 

This salutary amendment should be carried a step further to permit a trust in- 
denture establishing a profit-sharing plan for any group of affiliated corporations 
whether or not technically affiliated within the meaning of section 1504, to 
provide for the allocaticn of contributions in a tax year to participants of all 
members of the group, including those of a loss member which contributed 
nothing and for which nothing was contributed by the other members of the 
group. This would accomplish an equitable result for all participants and over 
a long period should work to the benefit of the employee participants of each 
member even though in a given year a member, because of its absence of current 
earnings and accumulated profits, was unable to make any contribution. Of 
course, a profit-sharing plan covering an affiliated or nonaffiliated group would 
have to state clearly that contributions in each year would be allocated among 
the participants of all members, including a loss member, and this would have 
to be made entirely clear in advance to each participant of every member in the 
group. By accepting the plan every participant would thus be contracting at the 
outset for the contributions to be allocated among the participants of all members 
regardless of a loss year or years by any member. 
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25. TAXATION OF INCOME FROM FOREIGN SOURCES 


The following amendments to the present code are suggested : 

(a) Section 902 (b) should be amended so as to change the requirement of 
stock ownership from 50 percent to the lesser of 50 percent or the maximum 
amount permitted in the foreign country. The purpose of this change is to make 
allowance for the fact that certain countries limit stock ownership by foreign 
nationals. 

(b) In lieu of the present provisions of section 904 limiting the foreign tax 
credit on a country-by-country basis, taxpayers should be allowed an annual elec- 
tion between the overall and per country limitations on the foreign tax credit. 

(c) We favor the principles of H. R. 6628, of the 84th Congress, which pro- 
vides for the carryover and back of excess foreign tax credits. 

(d) We urge enactment into law of the proposals of the President to encourage 
foreign trade by providing substantial measures of relief from taxation of foreign 
income in the United States, if this country is not the source of that income. 

(e) We favor the principles of H. R. 128, 85th Congress, which provides a more 
reasonable basis for the determination of income from sources outside the United 
States with respect to qualification as Western Hemisphere income. 


26. PROHIBITED TRANSACTIONS (SEC. 503 (C)) 


The requirements of the Internal Revenue Service with reference to the matter 
of prohibited transactions are very severe. The Treasury Department has 
granted an extension to June 30, 1958, with reference to this matter of disposal 
of certain securities. If exempt organizations are required to dispose of securities 
they have invested their money in, it may well cause a disruption of the bond 
market. Section 25 of H. R. 8381 provides what we believe to be a fair and equit- 
able solution of this problem, and we favor its enactment into law. 

The CuarrMan. The next witness is Mr. Fleming Bomar. 

Mr. Bomar, will you come forward and identify yourself for the 
record by giving your name, address, and the capacity in which you 

oF 
appear. 


STATEMENT OF FLEMING BOMAR, AMERICAN AUTOMOBILE ASSO- 
CIATION, ACCOMPANIED BY RUSSELL SINGER, EXECUTIVE VICE 
PRESIDENT, AAA; AND NORMAN THOMPSON, SOUTHERN CALI- 
FORNIA AUTOMOBILE ASSOCIATION 


Mr. Bomar. My name is Fleming Bomar. I am an attorney with 
offices in the Southern Building in the city of Washington. I have 
with me today Mr. Russell Singer, the executive vice president of 
the American Automobile Association, and Mr. Norman Thompson 
of the Southern California Automobile Association. 

My appearance before your committee is in behalf of the American 
Automobile Association and a number of its affiliated clubs. 

The Cuarrman. Mr. Bomar, can you complete your statement with- 
in 20 minutes? 

Mr. Bomar. Within 15. 

The CuatrrmMan. You are recognized. 

Mr. Bomar. The reason for my appearance before your committee 
is that the American Automobile Association and also a number of its 
affiliated clubs have paid Federal income taxes for the past few years 
in an amount exceeding their entire net income, despite the fact that 
the maximum rate applicable to the net income of corporations is in- 
tended to be 52 percent. 

During the calendar year 1956, for example, the net income of the 
American Automobile Association before taxes as certified by the 
accounting firm of Ernst & Ernst was $181,097. However, the 
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Federal income taxes paid by the association for 1956 totaled $209,861, 
or 115.7 percent of its net income. The American Automobile Associ- 
ation, in other words, earned a profit before taxes of $181,097 but after 
taxes operated at a loss of $28,764. 

Similarly, for the calendar year 1955, the net income of the associ- 
ation before taxes as certified by Ernst & Ernst was $134,919, but the 
Federal income taxes paid for the year totaled $197,072, or 146.4 per- 
cent of its net income. After taxes the American Automobile Asso- 
ciation in 1955 operated at a loss of $62,053. 

A number of motor clubs affiliated with the American Automobile 
Association have had similar experiences. 

The net income of the Automobile Club of Virginia in 1956 was 
$13,205, which under normal circumstances would be taxed at the 30 

reent corporate income tax rate. However, this Virginia club paid 
income taxes of $15,353, or 116.3 percent of its net income. In 1955. 
this club had net income of $3,486; yet its Federal income tax bill was 
$10,696, more than three times greater than its entire net income. 

The Automobile Club of Harford, Conn., operated at a net loss of 
$2,751 in the fiscal year ended March 31, 1957, but was required to 
pay Federal income taxes of $4,671. The same was true of the New 
1 Jersey Automobile Club at Newark, which sustained a net loss of 
It $5,714 in 1956, yet had to pay $777 in Federal income taxes. 

The California State Automobile Association at San Francisco paid 
i Federal income taxes in 1956 equal to 96.6 percent of its net income, 
| and in 1955 the percentage was 120 percent. 

The reason for these incongruous results is that automobile clubs 
are compelled to pay Federal income taxes on a basis which fs entirely 
different from that on which the accounting profession requires them 
to keep their books and records and to compute their true net income. 
The difference is in the treatment for Federal income tax purposes of 
membership dues, which constitute the principal source of income of 
an automobile club. The problem arises because dues are paid by 
members in advance for 1 year. 

Since the American Automobile Association and its affiliated clubs 
are organized and operated as nonprofit corporations, the dues pay- 
able by a member are set at a rate intended to equal the expenses of 
serving the member, plus a small reserve for contingencies. Since dues 
are prepaid for 1 year, it cannot be determined whether a profit will 
be earned or a loss will be incurred on a given membership until the 
term of the membership expires. Because of this fact, the method of 
accounting recommended by auditors for automobile clubs requires 
that membership dues be taken into account, or spread, ratably over 
the term of a membership rather than reflected as income at the time 
of receipt. 

A simple illustration of the problem may prove helpful: 

Let us assume that a new automobile club which keeps its books and 
records on a calendar year basis was organized in November 1957. For 
the sake of simplicity, let us assume that 1,000 members join the club 
on December 1, 1957, and that each pays $12 annual dues in advance 
for services to be rendered over the ensuing 12-month period. The 
club expects to incur expenses of 95 cents per month per member on 
the average, $950 per month for the 1,000 members, or total expenses 
of $11,400 for the 12-month period. 


ee 
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A total taxable income of $600 would be realized out of the $12,000 
collected of dues income from the members who joined in December 
1957, or a profit of $50 per month. 

The recommended method of accounting for this automobile club 
would be to report as 1957 income $1,000, one-twelfth of $12,000. After 
deducting expenses of $950 incurred in December, it would have a 1957 
net income of $50 subject to tax. In 1958, the remaining $11,000 would 
be reported as income from which expenses of $950 per month would be 
deducted, and the additional $550 of income would be earned and 
taxed. 

But under the method of accounting required by the Commissioner, 
the new club is compelled to report the entire $12,000 as 1957 income, 
and since only $950 of expenses have been incurred, the club has a fic- 
titious profit of $11,050 which is subject to full Federal corporation 
income taxes. The $12,000 dues minus the $950 expense equals $11,050 
net income. 

After paying its tax on March 15, 1958, the club obviously will not 
have enough money left to pay the monthly expenses of $950 as they 
are incurred in rendering services to its 1,000 members. 

Stated another way, the Commissioner compels an automobile club 
to pay an income tax in part on gross receipts rather than on net in- 
come, in the case of dues received from members who join the club late 
in the taxable year. 

A method of accounting involving the same principle as that de- 
scribed in the illustration is no win use by the American Automobile 
Association and has been in effect for many, many years. Its clear 
objective is to reflect as income the dues received from a member over 
the same period of time that expenses will be incurred in serving the 
member. It was adopted by the association long before it was required 
to pay any Federal income tax. It has been accepted and approved 
by the Internal Revenue Service for Federal income tax purposes from 
the year the American Automobile Association was first required to 
pay Federal income taxes; i. e., the calendar year 1954, until the enact- 
ment of the Internal Revenue Code of 1954. 

Experts in the accounting field advise that the method of account- 
ing followed by the American Automobile Association is the best 
available in order to reflect its correct net income. Its method of 
accounting was approved under section 452 of the Internal Revenue 
Code of 1954, but the repeal of that section focused the attention of the 
Internal Revenue Service on the accounting methods employed by 
automobile club and brought the issue into litigation. 

On April 22 of last year the Supreme Court of the United States 
rendered an adverse decision on the precise problem, in a case litigated 
by the Automobile Club of Michigan. In a 5-to-3 decision the Su- 
preme Court held that under existing law the Commissioner of In- 
ternal Revenue has the power to force an automobile club to abandon 
its long-standing method of accounting, even though reasonable and 
accurate, simply because it does not reflect advance dues as income in 
the year of receipt. 

r. Justice Harlan filed a strong dissent, a copy of which is at- 
tached to my statement, and which [ would like to have included in 
the record, as I do not intend to read it. 

The Cuarrman. Without objection, that may be done, 
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(The paper referred to is as follows :) 


DISSENTING OPINION OF Mr. JusTIcE HARLAN IN AUTOMOBILE CLUB OF MICHIGAN 
v. COMMISSIONER (353 U. S. —; 1 L. ED. 2p 746), ON ISSUE oF TAXATION OF 
PREPAID DUES 


I also disagree with the Court’s holding that the Commissioner may properly 
tax in the year of receipt the full amount of petitioner’s prepaid membership 
dues. The Commissioner seeks to justify that course under the “claim of right” 
doctrine announced in North American Oil Consol. vy. Burnet (286 U. S. 417, 76 
L. ed. 1197, 52 S. Ct. 613). However, that doctrine, it seems to me, comes into 
play only in determining whether the treatment of an item of income should be 
influenced by the fact that the right to receive or keep it is in dispute; it does 
not relate to the entirely different question whether items that admittedly belong 
to the taxpayer may be attributed to a taxable year other than that of receipt 
in accordance with principles of accrual accounting. See Brown v. Helvering 
(291 U. 8. 193, 78 L. ed. 725, 54 S. Ct. 356), where these two problems were in- 
volved and were treated as distinct. The collection of taxes clearly should not 
be made to depend on the vicissitudes of litigation with third parties in which 
the taxpayer may be engaged. That is quite a different thing, however, from 
holding that the Commissioner may force taxpayers to abandon reasonable and 
accurate methods of accounting simply because they do not reflect advance re- 
ceipts as income in the year received. Under section 41 of the Internal Revenue 
Code of 1939, the income of the taxpayer is to be determined “in accordance 
with the method of accounting regularly employed in keeping the (taxpayer’s) 
books,” unless “the method employed does not clearly reflect” the taxpayer's 
income. Under section 42, items of gross income need not be reported in the 
taxpayer year in which received by the taxpayer if “under methods of accounting 
permitted under section 41, any such amounts are to be properly accounted for 
as of a different period.” And it is clear that accrual methods of accounting may 
be employed. United States v. Anderson (269 U. S. 422, 70 L. ed. 347, 46 S. Ct. 
131). The Commissioner’s own regulations authorize the deferral of income in 
some instances. 

The Court, however, now bypasses the Commissioner’s “claim of right” argu- 
ment, and rests its decision instead on the ground that the “pro rata allocation of 
the membership dues in monthly amounts is purely artificial and bears no rela- 
tion to the services which petitioner may in fact be called upon to render for the 
member,” so that it cannot say that in doing what he did the Commissioner ex- 
ceeded the limits of his discretion. I do not understand this, because the Com- 
missioner does not deny—as, indeed he could not—that the method of accounting 
used by the taxpayer reflects its net earnings with considerably greater accuracy 
than the method he proposes. Nor does he urge that the taxpayer’s accounting 
system defers income in a manner or to an extent that would make the Govern- 
ment unreasonably dependent on the continued solvency of the taxpayer’s 
business. And no other circumstances have been shown which would justify 
application of the statutory exception. 


Mr. Bomar. In this dissent, he stated : 


* * * IT do not understand this, because the Commissioner does not deny—as, 
indeed, he could not—that the method of accounting used by the taxpayer reflects 
its net earnings with considerably greater accuracy than the method he pro- 
poses * * *, 

Mr. Justice Burton and Mr. Justice Clark agreed with Mr. Justice 
Harlan. Mr. Justice Whittaker took no part in the case. 

As a result of the Supreme Court decision in the Michigan club 
case, the American Automobile Association and a number of its af- 
filated clubs are required to pay Federal income taxes on a basis which 
is not only discriminatory but in some cases borders on confiscation. 

Furthermore, an automobile club which employs the accrual method 
of accounting must incur the unnecessary expense and spend the time 
required to keep two sets of records: one to ascertain whether any 
profit, in fact, has been earned; the other to determine how much in- 
come tax is owed to the Federal Government. 
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Since the accounting issue which I have discussed has been decided 
adversely by the highest Court in the land, there is absolutely no pros- 
pect for nondiscriminatory treatment of automobile clubs unless Con- 
gress enacts remedial legislation. 

Several years have elapsed since Congress repealed section 452 of 
the Internal Revenue Code of 1954, at which time both the Ways and 
Means Committee and the Senate Finance Committee requested the 
Treasury Department to recommend to the Congress equitable legis- 
lation which would reinstate in the law provisions conforming tax 
accounting with sound business accounting. To my knowledge, no 
such recommendation has been made by the Treasury Department to 
date. 

Since the announced objective of these hearings is to formulate 
legislation which will correct hardships existing under pee law 
and to eliminate inequities in the tax base, there is no better place 
to start than with legislation which would approve the use of sound 
accounting methods in computing net income. 

This committee now has before it two bills to which I wish to refer 
briefly. One is H. R. 3104, introduced by Mr. Simpson of Penn- 
sylvania, and which might be described as a comprehensive bill de- 
signed to reinstate in the law, on a very restricted basis, the principles 
of accounting contained in old sections 452 and 462. This bill 
would limit the application of section 452, for example, to three desig- 
nated items: (1) prepaid rents, (2) prepaid newspaper and maga- 
zine subscriptions, and (3) prepaid dues or fees received from mem- 
bers by nonprofit corporations. Its enactment would solve our 
problem. 

If it is impractical for this committee to approve H. R. 3104 or 
similar legislation because of the impact on revenues, I call your at- 
tention to the second of these bills, H. R. 223, introduced by Mr. 
Herlong, of Florida. It is an extremely limited bill, which would 
authorize a nonprofit corporation whose principal activity consists 
in providing services to its members and which receives dues from its 
members in payment for such services to elect to include such dues 
in gross income ratably over the period of time during which the non- 
profit corporation has agreed to render services to the member, 
whether or not such period extends over more than 1 taxable year. 

The principal activity of the American Automobile Association 
and its affiliated clubs is to render services to their members and to 
carry on many activities from which all motorists and the public in 
general directly benefit. The relief granted by H. R. 223 is intended 
to be prospective only, and it should be emphasized that relief would 
be limited to corporations which employ the accrual method of ac- 
counting. Its sole purpose is to prevent the Commissioner of In- 
ternal Revenue from collecting income taxes on a basis which does 
not represent true net income. 

In behalf of the American Automobile Association and its affiliated 
clubs, unique taxpayers in the sense that they are organized and op- 
erated as nonprofit corporations, yet are required to pay Federal in- 
come taxes, and in the further sense that the principal source of their 
income, prepaid dues, is taxed in a discriminatory manner, I urge 
your committee to give earnest consideration to legislation which will 
correct existing inequities. 

Thank you. 
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The Cuarrman. The Chair thinks it might be advisable to let Mr. 
Thompson testify before the committee interrogates either of these 
two gentlemen, since they are appearing together. 

Our next witness is Mr. Norman P. Thompson, executive vice presi- 
dent of the Automobile Club of Southern California. 

Mr. Thompson, you were allotted a minute and a half, but, if you 
cannot complete your statement in that time, the Chair might stretch 
it to 2 minutes. 

Mr. Tuompson. I think we can do it within the minute and a half, 
Mr. Chairman. Thank you. 

The Cuarrman. You are recognized. 


STATEMENT OF NORMAN P. THOMPSON, EXECUTIVE VICE PRESI- 
DENT, AUTOMOBILE CLUB OF SOUTHERN CALIFORNIA, LOS 
ANGELES, CALIF. 


Mr. Tuompson. I am here solely in support of the statements made 
by Mr. Bomar. Many of the examples cited in his report applied 
to us, most forcibly. Pa instance, during the year 1957, we are esti- 
mating an eens loss in excess of $400,000, Our Federal income 
tax, we estimate, will be about $42,000. Therefore, you can see that it 
is a matter of gravest concern to us, and we are, therefore, here to 
solicit your support for any legislation that will help us to correct 
- inequitable situation. Thank you for the opportunity to appear 

ere. 

The Cuatrman. We want to thank Mr. Bomar, Mr. Thompson, 
and Mr. Singer for their appearance and the information given the 
committee. 

Are there any questions of these gentlemen ? 

If not, thank you again. 

Our next witness is Mr. Pat McCormick. 

Mr. McCormick. Yes, Mr. Chairman. 

The Cuatrrman. Mr. McCormick, will you please come forward and 
give your name, address, and the capacity in which you appear? 


STATEMENT OF PAT A. McCORMICK, TRAILER COACH ASSOCIATION, 
LOS ANGELES, CALIF. 


Mr. McCormick. Mr. Chairman, my name is Pat McCormick. I 
am from Los Angeles, Calif. I am here on behalf of the trailer coach 
association of that area. 

The Cuarrman. You may proceed. You are recognized for 10 
minutes. 

Mr. McCormick. The trailer coach association, Mr. Chairman and 
gentlemen, is a trade association representing over 400 manufacturers 
and dealers in the mobile-home industry in the 11 Western States. 
We respectfully urge this committee to recommend the passage of 
H. R. 9481, introduced by Congressman Richard M. Simpson, This 
resolution, by its terms, amends subpart B of part II of subchapter 
E of chapter I of the Internal Revenue Code of 1954. The enacement 
of this measure into law will effectively relieve thousands of small- 
business men from the burden of being compelled to pay Federal in- 
come taxes on moneys that they have not yet and may never receive. 
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The need for this legislation—the need for this remedial legislation 
arises from the following circumstances: Dealers in mobile homes 
universally finance their sales with banks and other lending institu- 
tions. The retail purchaser signs a conditional sales contract which 
generally provides for a downpayment and the balance to be paid 
in monthly installments extending for periods up to 7 years. To this 
unpaid bislasion is added insurance, other costs, and interest. The dealer 
then takes this contract to a lending institution and sells or assigns the 
contract for immediate cash. 

The necessary capital for his engaging in business is largely ob- 
tained in this manner. The lending institution which advances money 
against this paper, however, does not pay to the dealer the full 
amount of the contract, and retains what is generally known as a deal- 
er’s reserve as security against various contingencies. 

The amount retained on individual accounts varies, but averages in 
excess of 6 percent of the unpaid purchase price. However, this re- 
serve is held not only against the individual account from which it 
is withheld, but together with other like reserves against all such 
contracts financed by a given dealer with the lending institution. The 
purchaser makes his payments directly to the lending institution, and 
additional amounts are withheld from these payments, so that in some 
instances the reserve held by a lending institution against a given 
dealer’s obligations will amount to as much as 15 percent of his con- 
tingent liabilities. 

The lending institution insists by contract that this percentage be 
held constant and only releases these funds from the reserve account 
when the amount exceeds the agreed-upon percentage. It can be 
readily seen that, in a growing business, this fund increases propor- 
tionately to the increase in aes and, in some instances, the dealer 
will only receive the moneys so held upon a cessation of business. 

Attitude of the Internal Revenue Department: The Internal Reve- 
nue Department has taken the position that the amount represented 
by these dealer reserves constitutes taxable income to him even though 
he has not received and may never receive it. Despite the fact that 
numerous Federal circuit courts have disapproved of the Commis- 
sioner’s attitude on this matter, he has seen fit to ignore such decisions 
and has obtained the approval of the tax courts (as distinguished 
from the civil courts) in making these assessments. 

The inequity of the Commissioner’s attitude and the tax courts’ 
treatment of this problem are apparent. The taxpayer is compelled 
to pay taxes on moneys that he has not received and may never receive. 

Taxpayer has no adequate remedy: The only recourse left to the 
taxpayer is to sue for a refund of the taxes paid, and, as we have 
noted, the tax courts have universally decided such cases against the 
taxpayer. He may, of course, appeal to the United States court and 
under the present decisions may expect relief there, but this is a 
procedure that is very expensive and is only warranted where sub- 
stantial amounts of money are involved. Thus, thousands of small- 
business people are caught in the clutches of the taxing authorities, 
which compel them to pay out moneys that they do not receive, and 
the only relief available to them is an expensive court proceeding 
which, in most cases, they cannot afford. 

The proposed legislation simple permits a taxpayer to exclude from 
his gross taxable income that portion of his sales which is not paid or 
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made immediately available to him by the lending institution to which 
he sells or assigns his contracts. 

No loss of revenue to Government: It should be emphasized that 
the Government will suffer no ultimate loss if this legislation is 
passed. Its effect will be only to delay the payment of such taxes 
until the time that the moneys are received by the taxpayer. It will 
in no way relieve the taxpayer of the obligation of paying his taxes 
when the money is received by him. 

If this legislation is not adopted, the inevitable result will be the 

failure of many smal] businesses. The following example of what 
can happen to a given dealer will point up this fact: 
_ Apex Trailer Sales, a corporation, is engaged in the business of sell- 
ing mobile homes at retail in Los Angeles, Calif. Their gross sales 
average $500,000 per year. Because they are well managed, they 
average an annual net profit, after the payment of taxes, of 4 percent 
on their sales, or $20,000 per year. Eighty percent of their sales are 
financed by the bank on down payments averaging 25 percent of the 
purchase price. During the year the company will finance a total of 
$300,000 of its contracts, against which the bank insists on holding back 
a 6 percent reserve, or $18,000. The company’s profit in hand has now 
shrunk to $2,000. This may be further reduced by defaults in pay- 
ments and collection and repossession charges, all of which are charged 
back against the dealer. This condition is not improved with time 
because as old contracts are paid off, new ones are substituted for 
them, and the withheld reserve remains constant. If, through effort 
and hard work, the company’s sales increase, because of higher tax 
brackets, its percentage of profit decreases and the situation only be- 
comes more acute. 

This is an actual example of what is happening in our industry, and 
we respectfully suggest that it calls for relief by this Congress. 

Thank you, Mr. Chairman. I would like this statement to be made 
a part of the record. 

The CuarrmMan. Without objection, it will be included in the record. 

(The statement referred to follows :) 


STATEMENT OF Pat A. McCorMIcK, REPRESENTING THE TRAILER COACH ASSOCIA- 
TION IN Support oF House REsoLvuTIoN 9481 


Gentlemen, the Trailer Coach Association is a trade association representing 
over 400 manufacturers and dealers in the mobile-home industry in the 11 
Western States. We respectfully urge this committee to recommend the pas- 
sage of House Resolution 9481, introduced by Congressman Richard M. Simpson. 
This resolution by its terms amends subpart B of part II of subchapter EB of 
chapter I of the Internal Revenue Code of 1954. The enactment of this meas- 
ure into law will effectively relieve thousands of small-business men from the 
burden of being compelled to pay Federal income taxes on moneys that they have 
not yet and may never receive. 


I. NEED FOR THIS LEGISLATION 


The need for this remedial legislation arises from the following circumstances : 

Dealers in mobile homes universally finance their sales with banks and other 
lending institutions. The retail purchaser signs a conditional sales contract 
which generally provides for a down payment and the balance to be paid in 
monthly installments, extending for periods up to 7 years. To this unpaid 
balance is added insurance, other costs and interest. The dealer then takes this 
contract to a lending institution and sells or assigns the contract for immediate 
cash. The necessary capital for his engaging in business is largely obtained in 
this manner. The lending institution which advances money against this paper, 
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however, does not pay to the dealer the full amount of the contract and retains 
what is generally known as a dealer’s reserve as security against various con- 
tingencies. The amount retained on individual accounts varies but averages in 
excess of 6 percent of the unpaid purchase price. However, this reserve is held 
not only against the individual account from which it is withheld but together 
with other like reserves against all such contracts financed by a given dealer 
with the lending institution. The purchaser makes his payments directly to the 
lending institution and additional amounts are withheld from these payments so 
that in some instances the reserve held by a lending institution against a given 
dealer’s obligations will amount to as much as 15 percent of his contingent liabil- 
ities. 

The lending institution insists by contract that this percentage be held constant 
and only releases these funds from the reserve account when the amount exceeds 
the agreed upon percentage. It can be readily seen that in a growing business, 
this fund increases proportionately to the increase in sales and, in some instances, 
the dealer will only receive the moneys so held upon a cessation of business. 


II, ATTITUDE OF INTERNAL REVENUE DEPARTMENT 


The Internal Revenue Department has taken the position that the amounts 
represented by these dealer reserves constitutes taxable income to him even 
though he has not received and may never receive it. Despite the fact that 
numerous Federal circuit courts have disapproved of the Commissioner’s attitude 
on this matter, he has seen fit to ignore such decisions and has obtained the ap- 
proval of the tax courts (as distinguished from the civil courts) in making these 
assessments. 

The inequity of the Commissioner’s attitude and the Tax Court’s treatment 
of this problem are apparent—the taxpayer is compelled to pay taxes on moneys 
that he has not received and may never receive. 


Ill, TAXPAYER HAS NO ADEQUATE REMEDY 


The only recourse left to the taxpayer is to sue for a refund of the taxes paid 
and as we have noted the tax courts have universally decided such cases against 
the taxpayer. He may, of course, appeal to the United States court and under 
the present decisions may expect relief there but this is a procedure that is very 
expensive and is only warranted where substantial amounts of money are in- 
volved. Thus, thousands of small-business people are caught in the clutches of 
the taxing authorities which compells them to pay out moneys that they do not 
receive and the only relief available to them is an expensive court proceeding 
which, in most cases, they cannot afford. 

The proposed legislation simply permits a taxpayer to exclude from his gross 
taxable income that portion of his sales which is not paid or made immediately 
available to him by the lending institution to which he sells or assigns his 
contracts. 


IV. NO LOSS OF REVENUE TO GOVERNMENT 


It should be emphasized that the Government will suffer no ultimate loss if 
this legislation is passed. Its effect will be only to delay the payment of such 
taxes until the time that the moneys are received by the taxpayer. It will in 
no way relieve the taxpayer of the obligation of paying his taxes when the money 
is received by him. 

If this legislation is not adopted, the inevitable result will be the failure of 
many small-business men. The following example of what can happen to a given 
dealer will point up this fact: 

Apex Trailer Sales, a corporation is engaged in the business of selling mobile 
homes at retail in Los Angeles, Calif. Their gross sales average $500,000 per 
year. Because they are well managed, they average an annular net profit, after 
the payment of taxes, of 4 percent on their sales or $20,000 per year. Eighty 
percent of their sales are financed by the bank on downpayments averaging 25 
percent of the purchase price. During the year the company will finance a total 
of $300,000 of its contracts against which the bank insists on holding back a 
6-percent reserve, or $18,000. The company’s profit in hand has now shrunk to 
$2,000. This may be further reduced by defaults in payments, collection, and 
repossession charges, all of which are charged back against the dealer. This 
condition is not improved with time because as old contracts are paid off new 
ones are substituted for them and the withheld reserve remains constant. If, 
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through effort and hard work the company’s sales increase, because of higher 
tax brackets, its percentage of profit decreases and the situation only becomes 
more acute. 

This is an actual example of what is happening in our industry today and we 
respectfully suggest that it calls for relief by this Congress. 

Mr. McCormick, do you desire to introduce the gentleman accom- 
panying you? 

Mr. McCormick. He is with me only for the purpose of answering 
any questions, Mr. Chairman, thank you. 

Are there any questions of Mr. McCormick ? 

If not, Mr. McCormick, we thank you, sir, for your appearance and 
the information you have given to the committee. 

The next witnesses are Mr. Wiley and Mr. Sorrell, appearing to- 
gether. 

Mr. Sorretu. Yes, sir. 

The Cuarmman. Come forward and please give your names, ad- 
Sete and the capacity in which you appear, for the benefit of the 
record. 


STATEMENTS OF FRANK WILEY AND W. BYRON SORRELL, MOBILE- 
HOME DEALERS NATIONAL ASSOCIATION, WASHINGTON, D. C. 


Mr. Sorretit. Mr. Chairman, my name is Byron Sorrell. I am 
counsel for the Mobilehome Dealers National Association. Mr. Wiley, 
one of our members, will present the testimony. Mr. Hutchinson is 
from Nashville with Mr. Wiley, in case there are any questions on 
accounting procedure. 

The CuHarrMan. Mr. Wiley, will you identify yourself for the 
record. 

Mr. Witzy. Mr. Chairman and members of the committee, my name 
is Frank Wiley, and I am a Mobilehome dealer with sales lots located 
in Nashville, Tenn., and nine other communities in the South. I am 
here representing the Mobilehome Dealers National Association, an as- 
sociation of more than 600 mobile home dealers located in every State 
of the Union. With me is our association’s counsel, W. Byron Sorrell, 
of Washington, D. C. 

H. R. 9481 is 1 of 3 bills pending before the House Ways and Means 


Committee which would resolve a rather serious difference of opinion 
which has developed between the Federal courts, including the Fourth 


and Sixth Cireuit Courts of Appeals, on the one hand, and the United 
States Tax Court and Internal Revenue Service on the other hand. 
H. R, 9481 differs but slightly from H. R, 8628, introduced by the 
distinguished chairman of this committee. . 

Briefly, the bill would permit a dealer in personal property, mobile 
homes in our case, who must finance the sale by discounting the pur- 
chasers’ note to a bank or finance company, to exclude from his taxable 
income that part of the face value of the note which is withheld by the 
finance company as a so-called holdback or dealer’s reserve. : 

Also, the bill would permit exclusion of the finance charge credited 
to the dealer on the books of the finance company. __ 

Under existing Internal Revenue Service and United States Tax 
Court interpretation of the law, a dealer must include in his taxable 
income all money which accrues on the books of the finance company 
to the taxpayer’s credit, even though in fact the taxpayer’s right to 
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receive such money has not vested. In other words, the dealer’s hold- 
back reserve or finance charge reserve is only payable to the dealer 
when the purchaser of the mobile home pays off the note, and until all 
of the outstanding obligations on which the dealer is an endorser fall 
below a certain level. 

The United States circuit court of appeals in Blaine Johnson et al v. 
Commissioner of Internal Revenue (283 F. 2d 952 (1956) ), reversing 
the United States Tax Court, said: 


But the important question here is not the Commissioner’s power in that 
regard but whether, in the exercise of his conceded powers, he includes as accru- 
able assets for the years in question items which did not so qualify. 

The general principles which must control our decision have been authorita- 
tively stated by the Supreme Court. It is the right to receive and not the actual 
receipt of an amount which determines its accruability. When the right to 
receive an amount becomes fixed, the right accrues. 


The United States Fifth Circuit Court of Appeals in Texas Trailer 
Coach, Inc. v. Commissioner of Internal Revenue (case No. 16619, 
Jan. 7, 1958), again reversed the United States Tax Court, and said: 


In our American economy, based so largely on consumer-installment financing, 
dealers’ reserve accounts perform a useful and often necessary function when 
the financing is furnished by a third party to a sale. A trailer dealer has little 
hope of obtaining financing unless he agrees to the establishment of a reserve 
account ; its existence means life or death to the trailer business. 

The practice raises a touchy tax question: Are amounts in a dealer’s reserve 
account, held back by a finance company, taxable income to an accural basis 
dealer in the year in which they are withheld and credited to the dealer’s re- 
serve account? Yes, says the Commissioner of Internal Revenue relying on 
Revenue Ruling 57-2, 1957-1 Internal Revenue Bulletin 12. The Tax Court 
agreed with the Commissioner. We disagree. We respect the considered opin- 


ions of the Tax Court and of the Commissioner, but we think that the Court 
of Appeals for the Fourth Circuit stated the law correctly in Blaine Johnson v. 
Commissioner (233 F. 2d 952 (4 Cir. 1956)), holding that dealers’ reserves are 


not taxable income until there is a fixed right to receive them. 

As a result of the Internal Revenue Service’s interpretation, which 
we emphasize runs contrary to the two circuit courts of appeal and 
several Federal district court opinions, many mobile home dealers have 
found themselves in serious financial straits because they have had to 
pay the income taxes on $25,000 to $50,000 held in these reserve ac- 
counts over a period of years, and yet they are unable to use this 
money. We therefore have a combination of capital being tied up 
pending the happening of some future event and the dealer being re- 
quired to pay the income taxes on such holdbacks and finance reserves 
while it accrues on the books of the finance company. oa 5 

In our exhibit which we are filing for the record, we cite inter alia 
the case of a taxpayer who would have to borrow $85,000 in order to 
pay a tax bill of $261,000 because of a dealer finance reserve of 
$168,000. 

H. R. 9481 would write the circuit courts’ interpretations into law 
by permitting the dealer to include as his income only the money he 
actually receives or that he actually has a right to receive. The bill 
is not only directed at the dealer reserves, which represents part of 
the face value of the note, but the part of the financing charge which 
is credited to the dealer’s account as an inducement for the dealer to 
send his business to the particular finance company. sabe 

Under present interpretation this financing charge, which is con- 
tingent upon satisfactory payment of the note to maturity, is neverthe- 
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less required to be included as taxable income even though the note 


might be in default of paid prior to maturity, in which cases the 
financing charge credited to the dealer’s account would be something 
less or eliminated altogether. 

The difference of opinion which has developed between the Federal 
courts and the United States Tax Court will have serious consequences, 
in that litigation on this point in the district courts will increase. If 
the Internal Revenue Service insists on its position as expressed b 
the United States Tax Court, dealers will be required to go throug 
the costly procedure of paying the tax in controversy and initiating 
legislation for its recovery in the district court. 

e therefore strongly urge that the committee report favorably the 
bill H. R. 9481, which would correct this inequity in our Tax Code 
and resolve the serious difference in interpretation of the law as be- 
tween the Federal courts and the United States Tax Court. 

We also desire to file for the record a statement by the president of 
the Mobilehome Dealers National Association in support of H. R. 9 
and H. R. 10, the Jenkins-Keogh bills, which would correct a grave 
tax inequity against self-employed persons. Our association is a 
Eee member of the American Thrift Assembly, and we re- 
quest that our statement be filed in the record along with those of 
the American Thrift Assembly. 

The CuHarrmMan. Without objection, the statement will be included, 
and the exhibit referred to by you also will be included. 

Mr. Wirey. Thank you, Mr. Chairman. 

To conserve time, we have attached an exhibit that we have pre- 
pared, the Mobilehome Dealers National Association. That exhibit 
stands as evidence of the fact that we are faced as an industry with a 
situation that is of a very undesirable character and is, in effect, a 
compelling and forceful thing toward involuntary bankruptcy in 
many cases over the Nation. 

Percentagewise it also affects those smaller businessmen in the 
industry who, of course, are affected percentagewise by the tax. 

I will not read the article that is attached, but I do want to call your 
attention to three exhibits that we have prepared for you in this 
report. 

Tics we are more concerned and more familiar with our own par- 
ticular phase of the business than we are with others, naturally, I 
would like to submit to the committee the reports that we have pre- 
pared, which come from an actual audit of our own in particular cases. 

These would be in our instance, if we were a single corporation, 
multiple corporations and a sole proprietorship. 

The Cuamrman. Do you want that included in the record? 

Mr. Wirry. I would like, if I may, to review it briefly. 

The Cuamrman. Without objection, the entire matter will be in- 
cluded in the record. 

(The material referred to above is as follows:) 


STATEMENT OF HERBERT L. SMITH, JR., PRESIDENT, MOBILEHOME DEALERS NATIONAL 
ASSOCIATION, IN Support or H. R. 9 anp H. R. 10, Brits To Provipe CERTAIN 
VOLUNTARY RETIREMENT DEDUCTIONS FOR SELF-EMPLOYED PERSONS 


Mr. Chairman and members of the committee, the Mobilehome Dealers National 
Association, consisting of more than 600 members representing almost every 
State in the Union, joins the American Thrift Assembly, of Which it is a partici-, 
pating member, in urging your early consideration and approval of the Jenkins- 
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Keogh bills, H. R. 9 and H. R. 10, which would remove a grave inequity in our 
tax code. 

This inequity discriminates against self-employed persons who are unable to 
provide for their own retirement and receive the same tax treatment as corpora- 
tions which are now able to deduct from their taxable incomes contributions 
made to retirement funds for their employees. 

The President and the Treasury Department have conceded that such a tax 
inequity against self-employed persons does in fact exist. Consequently, we 
believe that the Congress should proceed to correct this inequity unless there is 
some compelling reason why it should not. 

We have studied the measure and analyzed the views of eminent economists 
who conclude that enactment of the Jenkins-Keogh bills would not invelye more 
than approximately $100 million in revenue. This we believe is a small price to 
pay for correcting an inequity which the Government concedes does in fact exist. 
Also, the loss in revenue would be balanced by an increase in savings by self- 
employed persons with its beneficial effect on the national economy. 

Approval of the Jenkins-Keogh bills would have a salutary effect on the Nation 
by promoting the self-reliant and entrepreneurial characteristics which are so 
essential to a progressive and balanced society. 

We should avoid at all costs a tax structure which discourages self-employment 
and individual self-reliance. 

Although some mobile-home dealers operate their business under a corporate 
structure, many operate as sole proprietors. All are small-business men. Unlike 
the corporation, the sole proprietor cannot depreciate himself; he cannot pass 
along the cost of funding his retirement. To retire, he must set aside something 
from that portion of a dollar left over after he pays taxes and pays the ever- 
mounting costs of living and of doing business, if any be left to him. He neces- 
sarily ponders whether, in the long run, inflation will diminish the value of the 
meager income from his individual thrift. 

We strongly urge that the committee initiate this change in our tax system, 
an action which we feel is dictated by simple fairness, by reporting favorably 
the Jenkins-Keogh bills. 


EXHIBIT TO STATEMENT OF MOBILEHOME DEALERS NATIONAL ASSOCIATION RE Tax- 
ATION OF DEALERS’ FINANCE RESERVES AND DEALERS HoLpBAcK RESERVES 


To understand fully the serious threat confronting the mobile-home industry, 
a careful analysis should be made of the conditions which have brought about 
this problem. 
A. DEALERS’ FINANCE CHARGE RESERVE 


A small-business man, in order to keep his business going and expanding, must 
of necessity sell on the installment plan. In order to do this, he must have an 
outlet with a financial institution to purchase from him the installment obliga- 
tions he has acquired. In this financing operation, the dealer is required to 
earry special reserves to protect the finance company from possible loss. These 
reserves are created when the finance company agrees to give the dealer a portion 
of the finance cost charged to the customer. For example, the customer pur- 
chases merchandise from the dealer, paying the required downpayment and 
executing a conditional sales contract for the balance of the purchase price plus 
the various finance costs, including interest and insurance at a specified rate. 
The finance company then purchases this contract from the dealer by paying him 
the full remaining balance of the installment sale and requiring the dealer to 
sign with full recourse. As an inducement for doing business with them, the 
finance company agrees to set up in a reserve account in the dealer’s name, a 
portion of the finance charge so charged to the customer. These reserves set up 
by the finance company, in the dealer’s name, are subject to many contingencies, 
these, namely, being: 

1. No withdrawals from the reserve accounts are permissible until the reserve 
has accumulated until it reaches a stipulated percentage of the outstanding un- 
paid aggregate balances on notes acquired from the dealer. 

2. The reserve credits are set up by the finance company out of charges which 
are unearned, and, in the event of a repossession or an account being paid in 
advance, these credits are refunded to the customer on a pro rata basis. 

3. Due to the fact that these reserves are set up out of unearned charges, 
the finance company exercises unqualified control over these reserves, and re- 
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serves the right to charge any unpaid notes, or any obligation of the dealer to the 
reserve account. 

There have been many theories advanced as to the proper disposition of these 
reserves, among them being an almost universal belief that the financing com- 
panies set these up as a reserve for bad debts for the dealer. Such case is not 
true, because these notes are endorsed by the dealer with full recourse and must 
be paid or repurchased by the dealer, and will not be charged to the reserve unless 
the dealer is financially insolvent. In view of these facts, the true nature of 
these reserves are revealed; that, contrary to general belief, they are not a bad- 
debt reserve for dealer but an enforced funded reserve for the contingency that 
the dealer himself may become insolvent and the finance company may ultimately 
be faced with bad debts. 

The tremendous advances made by the mobile-home industry in recent years 
have expanded our business from an annual gross sales of $500,000 to the present 
figure of $4 million. 

To present the rapidity and magnitude to which these reserves have grown, we 
present 3 years’ experience from the records: 





Year Credited to | Balance at | Withdrawals 

reserve end of year 
id nckthink i Mab aleiddeidatbtébdenkneediageine ch pis $38, 429. 69 $38, 429. 69 None 
Ran a erence 123, 105. 83 161, 535. 52 None 
Rite lap isin on Rene entien beeing behnkainns smiewiensirl 168, 168. 28 329, 703. 80 None 


The original contract between ourselves and our source of finance called for 
withdrawals when the reserves exceeded 5 percent of the outstanding unpaid 
aggregate balances on notes acquired from us. Due to our rapid expansion and 
a general tightening of credit, this contract was renegotiated on February 9, 
1955, and the requirement for withdrawals was raised to 10 percent of outstand- 
ing balances. The present reserve balance is approximately 6 percent of the 
total outstanding accounts balances. Under the present contract, as long as 
business continues at its present level or expands, experience has shown us that, 
even under the most favorable conditions, we could not expect to receive any re- 
turn from these reserves for at least 6 years. 

It is entirely possible that a business recession could occur in the near future, 
and that many installment accounts would then go into default. If such an 
event took place, the working capital of a dealer would soon be exhausted and he 
would be forced to liquidate his business in order to meet his obligations to the 
finance company. 

In order to present more clearly the disastrous effect of taxing these reserves, 
we present the following exhibits, based on our records, for the year ended 
December 31, 1956. 

Exureit No. 1 


Taxable as 9 corporations, as in the instant case 


Diimeirepetbet ss ois ots nh eh i wets $175, 741. 07 
ili i ik ei ek rd teksti weiintiein’d 54, 938. 39 

Net profit retained in the business_.__._..__._.._----_-----_-__- 120, 802. 68 
Bi nt OR le Sa hn eh he tse 175, 741. 07 
DRE BEG CRONE iii Sai di th tmnt cin niieied 168, 168. 28 

Net profit at claimed by the Internal Revenue Service______- 343, 909. 35 
ae ad cecilia ernst ereknnctace nia ibategaienniteenninminenghsbabbiles 132, 292. 03 


In this exhibit the corporations would have to pay out of $175,741.07 actually 
reduced to possession $132,292.03 in Federal income taxes, leaving $43,449.04, or 
0.01 percent of net sales. 
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Exursit No. 2 


Tazable as a single corporation 


Net profit as reported........cecsudcccnsconnatenkeds ES p>: $175, 741. 07 

SIN iin sitirsicnttiapninsstentatadetemtalitiiasiaanien $91, 385. 36 

i aiclotiaceenstatnatpeieecnctittatieesnntpedntictdiliiied eine ae 5, 500. 00 

Athount Of 608i. coi cee ee ek a a es est al 85, 885. 36 
Net profit retained in the business._................._._____ 89, 855. 71 

SEE tas cirecciiheees bOita~-ethtbaiadilivigeirasendttliaganadansimeiaiienier aetna 175, 741. 07 

SARs SOOT ERRORS TROGOTGR...... -..... cssliniabisshcenicatt eurndbedammmiicbeamabibads 168, 168. 28 
Net profit as claimed by the Internal Revenue Service_______ 348, 909. 35 

TE) i n ahnerctcvnten~aiurd~ieted benebetdeeiiaaiiaen theta ttasiedaaiacntiasdemumanined 178, 832. 86 

Ei eiselis tuna tuoriinstabicinesriva eee opipreiba stent ddancinibadeeeeaiaaia ten aia iae a 5, 500. 00 
ROBT OE WRiia <kstiaimticesthemomapiia aii hiididktiiaeeaitniaeiie 173, 332. 86 


This corporation would have to pay out of $175,741.07 actually reduced to pos- 
session $173,332.86 in Federal income taxes, leaving $2,408.21, or six one-hun- 
dredths of 1 percent of net sales. 


CxHiBir No. 3 


Taxable as a sole proprietor, married and filing jointly 


Adjusted groas. income... 2/523. A ee eet ob $175, 741. 07 
ECND: SERRATE GOGO OE ioc cosas) date de atin sie ierient bbe 1, 000. 00 

Totals snes vi sn sa Te sgh do igen bollap ot ck aoe tee ene ale ee 174, 741. 07 
Les’ G exemintions sii Go ch oe di ea ae ES 1, 200. 00 

I I a gS al i es ee 173, 541. 07 
IE OE IT oa os: snicr sknnck> bah pe eopatpinidiadiaateta Meakindsiaihatind tasks abut in iiebahiediasa 111, 814. 50 
Adjusted groes income........ 2 .sGis ALS UL ui cas 175, 741. 07 
Dealer finanoe reserves. oii.4-s ss sis lide den sides iw 5 kedtaeteetd 168, 168. 28 


Adjusted gross income as claimed by the Internal Revenue 
SeIVI 8 ce aco baw beast cen CalTech eens beeen 3438, 909. 35 


Less: 
Stan@ard: dedectio® ... 60k de anicignnses $1, 000. 00 
Personal exemptions... sic iiiedeteerntiees 1, 200. 00 2, 200. 00 
Travehie. TROGIR: «omnis ael  ehkcGhk Cee akueilia eens 341, 709. 35 
Atm@ant of G60) ie oy SI a ee ae 261, 178. 42 


This taxpayer showing an income of $175,741.07 actually reduced to his posses- 
sion and subject to his control would be placed in the unusual position of having 
to borrow $85,437.35 in order to pay his tax bill of $261,178.42. 

These exhibits based on actual figures make an excellent example of the 
disastrous effect of including immediately into taxable income these contro- 
versial reserves. 

B. DEALERS’ “HOLDBACK” RESERVE 


While not present in our case there is another type of reserve that seriously 
threatens thousands of small dealers with the same disastrous result as il- 
lustrated above, this is commonly known in financial circles as reserve deduction 
or holdback method. This holdback method may be illustrated as follows: The 
customer purchases a mobile home having a selling price of $6,000, paying the 
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required downpayment of $1,500 either in cash or by the trade-in of a used 
mobile home, financing the remaining balance of $4,500 in the following manner: 


Spree Un Or WRONENS Dome sts aleiecdidd $6, 000 
I ee nusinemuideiermmanesuiile 1, 500 
7 ee bw ewbaeeelanmees 4, 500 


Plus finance charges, insurance, interest, and recording fees for 5 years__ . 595 


Me RIE nn ee Se tl Fe oe ls dy 6, 095 


The finance company purchases this contract from the dealer by paying him 
95 percent of the unpaid balance, or in this case $4,275. The remaining 5 per- 
cent or $225 is credited to the dealer’s reserve or holdback account in the 
dealer’s name. This reserve is subject to the same conditions and limitations 
as set forth in the finance reserves except no part of it is refunded to the 
customer. We must again emphasize that the dealer has absolutely no control 
or right to receive any part of these reserves until it has reached a stipulated 
percentage of the outstanding unpaid balances on all notes acquired from the 
dealer. These reserves do not bear interest, they cannot be used as collateral 
on loans and they cannot be hypothecated. 

We who are confronted with this problem have no desire or thought of 
evading taxation or even asking any special! favors, it is our firm belief that it 
was not the intent of the Congress of the United States to impose such an 
unjust tax upon us, and that it is contrary to our national policy of assisting 
small business. It is our desire that the Internal Revenue Service and Members 
of Congress take a realistic approach to this situation and amend the Internal 
Revenue Code so that we may be taxed on income that has been reduced to our 
possession and that which we have the right to receive. 

The Cuarrman. You may review it as you wish. 

Mr. Wutey. Thank you, sir. 

In the year 1956, showing a net profit as reported to the Internal 
Revenue Service, $175,000 was realized as profit before taxes in our 
business. We reported taxes approximately $54,000, which Jeft»us 
a net retained in our business of $120,000. This is without consider- 
ing these reserves and holdbacks taxable. 

n entering, as the Bureau of Internal Revenue has done, the net 
profit as reported, of course, would be the same. But in picking u 
the dealer’s reserves, it involved $168,000, approximately, in dealer’s 
reserves during the taxable year of 1956, which totaled the profit pic- 
ture as far as they are concerned, of $343,000. The tax computed from 
that profit would be approximately $133,000. 

Now may I review. 

In this exhibit, the corporations would have to pay out $175,000 
actually reduced to possession $132,000 in Federal income taxes, and 
leaving $43,000, or 1 percent of net sales, as the amount of money the 
man would have to operate on after the fiscal year. 

Exhibit 2, I wish to exhibit what a single corporation would be 
involved in. The figures are more or less the same, except that there 
is about a $5,500 deduction involved, but the net profit retained from 
the business as a single corporation, not considering the reserves, 
would be approximately $89,000. 

If those reserves are entered as taxable, the net profit would be the 
same, but with the deductions and everything included, the amount 
of the tax would be $173,000. 

This corporation would have to pay out of $175,000 actually reduced 
to possession $173,000 in Federal income taxes, leaving $2,400, or six 
hundredths of 1 percent of the net sales for the year. 
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Now, exhibit 3. This is a rough one, because he is a sole proprietor- 
ship. With his exemptions, the same net profit before taxes, he would 
have a taxable income of $173,000, and the amount of the tax would 
be $111,000. Entering the tax reserves into this picture, he would 
have a taxable income of $341,000, and the amount of the tax would 
be $261,000. 

This taxpayer, showing an income of $175,000, actually reduced to 
possession and subject to his control, would be placed in the unusual 
situation of having to borrow $85,000 in order to pay this tax of 
$261,000 in 1 fiscal year. 

The CuarrmMan. Does that complete your statement ? 

Mr. Witry. Yes, sir. 

The CHarrmMan. Are there any questions of Mr. Wiley or Mr. 
Sorrell ? 

If not, we thank you gentlemen for your appearance and the in- 
formation you have given to the committee. 

Mr. Sorretit. Mr. Chairman, may I invite the committee’s atten- 
tion to the written statement submitted by Scott Lucas on behalf of 
the Mobilehome Manufacturers Association, dated January 6, 1958. 
I should like to suggest that the testimony of the Trailer Coach Asso- 
ciation, the manufacturers and dealers, i. submitted in sequence in 
the report. 

The Cuatrman,. It will appear in sequence. 

Mr. Sorrevy. Thank you. 

The Cuarrman. Our next witness is Mr. Arno Herzberg. 

Mr. Herzberg, will you please give us your name, address, and the 
capacity in which you appear, for the benefit of the record. 


STATEMENT OF ARNO HERZBERG, CERTIFIED PUBLIC ACCOUNTANT, 
NEWARK, N. J. 


Mr. Herzperc. My name is Arno Herzberg. I am a practicing 
certified public accountant in Newark, N. J. I do not appear for any 
organization. 

he CuHarrMAn. You are appearing in your own behalf? 

Mr. Herzperc. I appear on behalf of myself as described. 

The Cuatrman. You are recognized. 

Mr. Herzperc. As a taxpayer. 

The Cuatrman. You are recognized for 10 minutes, sir. 

Mr. Herzpere. I have no authority from any organization. I ap- 
pear in order to express some views on matters that might be of in- 
terest to you. I am concerned with certain areas of the tax law which 
I have analyzed in many articles and in a book on capital gains 
which was published last year by Prentice-Hall, and which will have 
a reprint this month. 

I am concerned with certain areas of the tax law, and to find a new 
approach to the entire tax structure. I have outlined this in a written 
statement which I have submitted, and I do not want to take up your 
time, so I would like to have it incorporated in the record. 

The CuarrmMan. Without objection, the entire statement will be in- 
corporated in the record. 











LL ROOT CL. 


RS aie we SEE 


1862 GENERAL REVENUE REVISION 


(The statement is as follows:) 


TESTIMONY OF ARNO HERZBERG, CERTIFIED PuBLIC ACCOUNTANT, NEWARK, N. J. 
TAX POLICY IN A SPACE AGE 


In a modern economy taxation is not geared exclusively to the collection of 
revenues. Taxation shows what kind of an approach the Government is taking 
toward national and economic needs. Regulatory powers are applied through 
the medium of taxation. 

In a space age those regulatory powers cannot exercise in the same manner 
as it was done 10 or 20 years ago. Changing times ask for changing concepts. 
Revenue gathering is just as important as the answer to the question what to do 
in this initial phase of our space age, whether to adapt our social order to a new 
way of living, whether to encourage forces that might be of value in the struggle 
of survival, and whether to put the accent on the creation of a social climate 
that might help to bring about a change of social values and, above all, would 
enable us to maintain an uninterrupted economic expansion and full employ- 
ment. 

TO CREATE A NEW SOCIAL CLIMATE 


From this point of view not all legislative efforts should be spent on tech- 
nicalities. Although new social forces cannot be legislated into being, their 
development can be encouraged. 

The advance of the Russians toward the space age has disclosed that this 
advance is due not only to a government-dictated investment policy, but to a 
prodding and coddling of forces that are able to bring about new advances 
The shock that the launching of the sputnik created in this country can be 
used to change somewhat the social value an intellectual has these days and 
to do away with the sorry personality of an egghead. 

In line with this thinking it has been suggested to give tax preference to 
parents of college students and to allow an extra exemption to them. Such 
an approach repeats the characteristics of the automobile age: to strive for 
quantity and to make quality a matter of inspection. The problem is not how 
to bring more students into colleges. The problem is how to raise their quality. 
This quality can be improved by improving the standards of teachers and re- 
searchers and advertise through the medium of the income tax return how 
valuable they are within our society. An additional exemption should be granted 
to all teachers in public schools and colleges with the exception of sport teach- 
ers and coaches. An additional exemption should be granted to all persons 
that derive their livelihood from being occupied with research in science or 
applied science. 

THE CHANGING CAPITAL GAIN CONCEPT 


In the course of studies made in writing a technical book on Saving Taxes 
Through Capital Gains (Prentice-Hall, Inc., Englewood, 1957), I had the op- 
portunity to explore the capital gain concept as evidenced at present legislation. 
This concept does not mean that all investments result in capital gain, but that, 
based on the principle of realization, capital-gain treatment is provided for the 
following transactions : 

1. Transactions that are the result of a disposition of a capital asset; 

2. Transactions that should be encouraged in the national interest ; 

3. Transactions that are the result of efforts spent over the years giving 
profits within a single year. 

In other words, the capital gain concept is somewhat blurred by using capital- 
gain taxation as a subsidy and an averaging device. 

The trend of the future will be and should be to extend this concept rather 
than to restrict it. In changing provisions of the tax law relating to capital 
gains the following points should be considered : 

1. That capital-gain treatment should be extended in order to encourage 
changing social values; 

2. That capital-gain treatment should be used to encourage investment in 
men and productive capacities ; 

3. That a radical departure from the present legislative concept will lead 
to uncertainties and confusion and would be detrimental to the national 
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interest which, in a space age, should dictate further expansion and con- 
tinued economic stability ; 

4. That, for the same reason, a deviation from the principle of realiza- 
tion—that capital gains are dependent on a sale or exchange—should be 
out of the question. 

If we apply these principles, the following details can be filled in: 


1. Capital gains resulting from personal efforts should be extended 


In this connection it is recommended to review the possibility of giving capi- 
tal gains to authors that sell their work outright or get royalties. Authors 
should have the same privilege inventors have. Years of effort and work are 
invested in the pages of a book. The material rewards are compressed into a 
relatively short period. 

But this preference should be given to authors of nonfiction books only. 

In a recent ruling the Commissioner has severely restricted the possibility 
to get capital gains through sale of goodwill of a professional practice. The 
law should expressingly recognize that capital gain can be attained in the sale 
of a practice. 

The decision of the Supreme Court in LoBue vy. Commissioner (Ct. D. 1798, 
I. R. B. 1956-28, 38) should be overruled by legislative action. This decision 
makes nonrestricted stock options taxable as ordinary income regardless whether 
the option conveys a proprietary interest or not. The nonrestricted stock option 
was used primarily by smaller companies that could not fulfill the conditions 
set by section 421, especially in view of the fact that the restricted stock option 
is tied to market value which, in smaller companies, is more a matter of 
opinion than a question of fact. The executive was given an option which was 
not restricted and which he could exercise at his discretion. This proprietary 
interest was not considered taxable income by the Tax Court and third circuit 
court. But the Supreme Court rejected the distinction between an option 
received as compensation and an option granted to create a proprietary interest 
for the executive. 


2. The taxation of capital gains should be postponed in certain cases in line 
with provisions governing the sale of a residence 

If a residence is sold and the proceeds are invested in another residence within 
a certain period, a tax on a gain is postponed until such time the new residence 
is finally disposed of. This feature of the law could be applied to other 
situations. 

It is recommended to postpone a tax if property used in a trade or business 
is sold and replaced within 1 year with new like or similar property. 

The postponement of a tax on the sale of a plant or machinery used in tue 
taxpaver’s trade or business would free capital for new investment and would 
Stimulate expansion by creating new work and by inducing companies to replace 
outworn and obsolete facilities. It would help to disperse industrial plants. 
It would encourage the migration of firms and workers and would thus support 
a building boom, 


3. Capital gains provisions should be extended to offset the results of inflation 

An argument in favor of the status quo in capital-gain taxation is the con- 
tinuing pressure of inflation. Inflation dilutes our currency by about 2 percent 
a year, Property owned for about 10 or more years is sold at a gain which 
is taxed at a rate of 25 percent. After paying his tax, the taxpayer is in the 
same economic position he was 10 and more years ago. Maybe he is even worse 
off in terms of buying power. The capital-gains tax takes away an increase in 
money value, but not an increment in real, economic value. While income taxes 
normally are aimed at a hetter economic position the taxpayer has acquired, 
the capital-gains tax, under these conditions, restores the status quo ante for 
the taxpayer. 


4. Capital gains provisions should be streamlined to eliminate contradictions 
and to reduce inequities 
There are Many uncertainties how to figure certain limits and credits in case 
of long-term capital gains. The question is whether to compute a limitation 
or a credit by taking into consideration the full 100 percent long-term capital 
gain or the taxable 50 percent of this long-term capital gain. This question 
arises, e. g., in case of a hobby loss or foreign tax credit. 
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It is said that the capital gains tax is 25 percent and not more. Actually 
there are exceptions to this rule, If the taxpayer has a long-term capital gain, 
but his other income is offset by allowable deductions and exemptions, the effec- 
tive tax rate is higher than 25 percent. If the taxpayer is in a position where 
he has to rely on his capital gains for income, he should not be penalized by 
paying a higher tax than the alleged ceiling on long-term capital gains. The 
25 percent rate should be made effective in all cases and should be established 
as an actual ceiling. 


THE TAXATION OF FINANCE RESERVES 


The attention of your committee should be drawn to another inequity which 
forces a taxpayer to pay an income tax about 2 or 3 years ahead of the time 
where he can possibly figure to have income from a transaction. In our economy 
that is so largely based on installment credit, an issue has arisen in connection 
with so-called finance reserves that asks for proper legislative action as recom- 
mended by H. R. 8623 and 8632. 

This is the problem: If a customer finances part of the purchase price of an 
automobile or an appliance, the following procedure is observed. The dealer sub- 
mits credit information and details of the deal to the finance company. If the 
finance company agrees to accept the customer’s credit, the dealer concludes the 
sale, the customer signs a note to the finance company, the dealer assigns all his 
rights in the sales contract to the finance company, the finance company remits 
the financed amount to the dealer. Finance charges are fixed by the finance com- 
pany. Out of these finance charges the finance company sets aside for the dealer 
an amount figured according to a certain formula. This amount is called reserve. 
It is actually a deferred commission which is not withdrawable or payable to the 
dealer unless the pool of all those commissions exceeds a stipulated percentage 
of the outstanding balances on all installment notes purchased by the finance 
company, and the dealer has no other obligations to the finance company. Nor- 
mally reserves are paid to the dealer four times a year, if the above conditions 
are fulfilled. 

These facts have received a wide variety of interpretations. In the case of an 
accrual basis taxpayer the question arises when this deferred commission has to 
be reported as income. Three possibilities can be considered : 

1. “Reserves” are taxable when set aside by the finance company, 

2. “Reserves” are taxable when paid to the dealer, 

3. “Reserves” are taxable to the extent the amount set aside exceeds a 
stipulated percentage (normally 3 percent) of the total outstanding bal- 
ances. 

It is the right to receive and not the actual receipt of an amount which deter- 
mines whether it is accruable or not. But the right to receive must have become 
fixed, must have come into existence, must have become certain and definite in 
order to produce an accruable item. This definition has been generally accepted 
since it was expressed in Spring City Foundry v. Commissioner (292 U. S. 182, 
13 A. F. T. R. 1164). The Tax Court has used this definition to make reserves 
taxable as soon as they are set aside by the finance company. A decision ren- 
dered 16 years ago (Shoemaker-Nash (41 B. T. A. 417)) and based on a different 
set of facts is used to support this contention. The Commissioner has added to 
the confusion by considering an extremely rare case as being the normal trans- 
action (Revenue Ruling 57-2). The gist of the matter is that both the Tax Court 
and the Commissioner look at the different phases in the conclusion of an in- 
stallment paper deal as separate, individual transactions while they are actually 
inseparable and interdependent. 

The confusion is increased by treating another kind of reserve as being of the 
same character as the deferred commissions mentioned. 

Many finance companies buy contracts only if the customer has a sufficient 
equity in the property he purchases; e. g., if he has paid down a substantial part 
of the sales price. If the customer has made a downpayment of less than one- 
third, the finance company buys his paper only if the dealer agrees that the dif- 
ference between the financed amount and one-third of the sales price be retained 
by the finance company out of the remittance to the dealer until such time 
the customer has made a sufficient number or, in most cases, all the payments 
on his note. In other words, if a customer has financed $2,000, the dealer might 
receive $1,800 and $200 is retained and credited to a special account for the 
aoe, - a cushion against possible repossessions. In the trade, it is called a 
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Holdbacks and reserves are thus entirely different. Nevertheless the courts 
and the Commissioner have called a reserve what was actually a holdback and a 
holdback what was actually a reserve. The Commissioner and the Tax Court 
have held that a holdback is taxable as soon as it is credited to the dealer’s ac- 
count by the finance company. 

A different position has been taken by the fourth circuit court in Blaine 
Johnson v. Commissioner (1956 P-H Fed. 72,696 reversing 25 T. C. 123). The 
court considered the sale of a trailer as being inseparable from the sale of the 
notes to the finance company contrary to the opinion of the Tax Court. This 
means that the holdback made by the finance company has to be considered a part 
of the sales price to which the dealer acquires a right only if and when all the 
conditions of the agreement between dealer and finance company are fulfilled. 
The court declared that the dealer is not required to include holdbacks in his in- 
come for the year of sale. No certiorari has been requested in this case because 
this decision was not in conflict with the decision of another circuit or the Court 
of Claims. 

Corrective legislation should eliminate more confusion and, above all, prevent 
the dealer from depleting his working capital by paying a tax on income he 
will receive in 2 or 3 years or, in many cases, not at all. The dealer might never 
get a contingently credited reserve because of a repossession or full payment of 
the notes before end of the period for which they are financed. 

Corrective legislation should be enacted along the following lines: 

1. To postpone a tax on both holdbacks and reserves until such time they are 
paid to the dealer or used to satisfy an obligation the dealer has. 

2. This postponement should be granted only— 

(a) if the agreement between dealer and finance company makes the pay- 
ment of a reserve or holdback dependent upon the fulfillment of all other 
obligations the dealer has toward the finance company, 

(b) if actual or constructive payments are to be received by the dealer at 
least four times a year, 

(c) if the first actual or constructive payment is received not later than 
18 months after signing of the agreement between dealer and finance com- 
pany. 

In this manner a workable method will be found to satisfy both the Government 
and the taxpayer. Actually there should be no loss of revenue if reserves and 
holdbacks are thus averaged over the years. 

The provision that a first payment has to be made within a certain time 
and that constructive receipt counts will avoid any circumvention, especially 
the practice that the dealer does not withdraw reserves coming to him. 

Deductions made by the finance company for reserves to be paid to the dealer 
should be made on the same basis of actual or constructive payment. This would 
eliminate the reduction of an obligation that is only contingently payable and 


is not payable within the taxable period. 

Mr. Herzperc. This statement actually culminates in encouraging 
longtime personal efforts in industry and longtime investments for 
expansion, and asks for recognition of forces that might be of value in 
our struggle for survival. 

In this connection I suggest that an additional exemption should be 
granted to teachers in public schools and colleges and to all persons 
that derive their livelihood from research in the sciences and applied 
sciences. It would be a form of Federal aid which would be admin- 
satened with a minimum of administrative cost and a maximum of 
effect. 

I have outlined, too, an approach to the capital gain taxation which 
largely favors the status quo. Among the proposals I submit for your 
consideration is one that wants to extend provisions granting postpone- 
ment of a tax on the sale of a personal residence to the sale of plants and 
machinery. A capital gains tax on the sale of plants and machinery 
should be postponed if proceeds are reinvested in property of like or 
similar nature within a certain period. Such a provision would aid 
the building market and the tool industry. It would stimulate the 
dispersion of industry and the migration of firms and workers. 
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In line with the topic you have on the agenda today, I would like to 
comment on certain accounting procedures as they are applied by the 
Commissioner and the Tax Court, procedure which results in hard- 
ships and inequities that ask for proper legislative action. Such ac- 
tion is recommended by H. R. 8623 and 8632 and concerns the so-called 
finance reserve. 

I have written on these subjects since the year 1950. I guess I was 
the first one in the country to draw the attention of the public to 
inequities that result in real hardships for the small automobile or 
finance dealer. 

I would like to give from my own experience as a practicing account- 
ant an outline of the facts, which are thoroughly confused, and which 
should be stated as follows: 

If a customer finances part of the purchaser price of an automobile 
or an appliance, the dealer submits details of the deal to be concluded 
tothe financecompany. The finance company approves the customer’s 
credit and only after such an approval is received by the dealer, the 
sale is concluded in the following manner: 

The customer signs a note to the finance company. The dealer 
assigns all his rights in the sales contract to the finance company. The 
——- company remits the financed part of the purchase price to the 

ealer. 

A proper analysis of this procedure shows that there are actually 
three persons involved in conclusion of an installment sale, not two 
persons. It is a three-way deal. The note which is signed by the 
customer includes so-called finance charges which differ from finance 
company to finance company and are used by the dealer to determine 
the amount of the note. In other words, finance charges are not fixed 
by the dealer, but by the finance company. 

Out of these finance charges the finance company sets aside for the 
dealer an amount figured according to a formula which is set by the 
finance company and is essentially dependent on the amount and 
period financed, and whether the customer has taken out and financed 
insurance on his car. This amount set aside for the dealer is called 
a reserve. It is actually a deferred and contingent commission which 
is not payable to the dealer upon conclusion of the deal, but is thrown 
into a pool that in turn is called a reserve. This reserve can be with- 
drawn by the dealer only if the total of all these contingent commis- 
sions exceeds a certain percentage of all outstanding, unpaid balances 
of the customers’ notes payable to the finance company. Even if this 
percentage should be exceeded, the finance company is still under no 
obligation to pay anything to the dealer. If the dealer has any other 
obligation to the finance company, the company is practically entitled 
to withhold any reserve at any length of time. If the dealer stops 
doing business with a certain finance company, the finance company 
normally does not pay any reserve to the dealer unless and until the 
last contract has come to an end and the last installment due from the 
last customer has been paid. 

If a customer pays his total note off in one amount or his car is 
repossessed, a proportional amount is taken off the reserve originally 
set aside. Since about 25 percent of all installment sales are paid off 
ahead of time or canceled by repossession, the dealer never gets his 
reserve in a corresponding percentage of all cases. 


— 
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There are three possibilities to tax deferred commissions, called 
reserves, on the accrual basis. They can be reported when set aside 
by the finance company; secondly, when paid to a dealer; thirdly, 
when and to the extent the reserve exceeds a certain percentage, nor- 
mally 3 percent, of the total outstanding customers’ balances. 

The Commissioner and the Tax Court are of the opinion that a re- 
serve has to be reported in the taxable period it was set aside in favor 
of the dealer. This forces the dealer to pay tax on potential and con- 
tingently credited income, on income he might never receive, and as a 
matter of experience, to the extent of at least 25 percent of which he 
definitely will not receive. 

In times like these, this results in a hardship for the dealer that 
should be remedied. 

I do not want to dwell on the legal interpretation the Commissioner 
and the Tax Court are giving the entire setup. But I want to draw 
your attention to the fact that the depletion of the dealer’s working 
capital is still aggravated by another feature in connection with the 
sale of installment paper. In this case, too, the dealer will not receive 
any money for years to come. But he has to pay taxes in the year of 
sale. 

This is due to the following facts: 

Many finance companies buy contracts only if the customer has 
made a sufficient downpayment on his purchase. Generally, if the 
customer has paid down less than one-third of the sales price, the 
finance company buys his paper only if the dealer agrees that the 
finance company retains a certain amount out of the financed amount 
due to the dealer until such time as the customer has paid off his notes. 

Suppose the customer buys an automobile for $2,100. He wants 
to finance $1,600 and pay down $500. One third of the price would 
be $700. The customer is therefore $200 short of a required one third 
equity. The finance company would, under these circumstances, re- 
tain $200. In the trade, this $200 is called a holdback. 

Holdbacks are thus entirely different from reserves. This is a 
feature I have brought out again and again in my writing, but to no 
avail, it seems. Nevertheless, the courts and the Commissioner have 
called a reserve what is actually a holdback, and a holdback what is 
actually a reserve. With the exception of the Fourth Circuit, all 
other courts and the Commissioner have considered holdbacks taxable 
in the period the sale is made. 

Corrective legislation should include both reserves and holdbacks, 
postpone the tax on both until such time as they are actually paid to 
the dealer or used to satisfy an obligation the dealer has. 

I have outlined in my written statement the conditions I consider 
necessary in order to avoid any evasion of tax. I submit this proposal 
for your consideration and action. I shall be glad to be at your dis- 
posal to fill in any details that you might consider necessary. 

Thank you. 

The Cuatrman. Thank you, sir, for your appearance and the in- 
formation you have given to the committee. 

It there anything else that you desire to appear in the record? 

Mr. Herzpere. No. 

The Cuatrman. Are there any questions of Mr. Herzberg? 
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Mr. Reep. I just want to compliment the gentleman on a very fine 
statement. 

The Cuatrman. This concludes the call of the calendar. The com- 
mittee will adjourn until 10 o’clock Monday morning. 

(The following letter and enclosure were received from Congress- 
man Lennon of North Carolina.) 

House OF REPRESENTATIVES, 
Washington, D. C., February 14, 3958. 
Hon. W1xBvR D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D.C. 


Dear Mr. CHAIRMAN: I enclose a letter received from Mr. C. E. McLamb, Mc- 
Lamb Machinery Co., Inc., Dunn, N. C., relative to H. R. 9481 which is pending in 
your committee. 

Mr. McLamb’s letter is a fine statement concerning this bill and I felt that 
you and your committee would appreciate having his expressions on the provi- 
sions of the bill and also include same in the records of your hearings on general 
revenue revision. 

With my very best wishes and kindest regards, I am, 

Sincerely yours, 
ALTON LENNON. 


McLAMB MACHINERY Co., INC., 
Dunn, N. C., February 6, 1958. 
Hon. Atton A. LENNON, 
Congressman of the Seventh Congressional District, 
House of Representatives, Washington, D. C. 


Dear Mr. LENNON : Would appreciate your favorable reaction to H. R. 9481 bill, 
which states in part the following: 

Dealer’s reserve: H. R. 9481 and similar bill were supported. They permit 
accrual basis dealers in personal property, who must finance sales by discounting 
purchasers’ notes with a bank or finance company, to exclude from income that 
part of the face value of the note which is withheld by the finance company as a 
“dealer’s reserve.” H. R. 9481 would also allow exclusion of the finance charge 
credited to the dealer on the books of the finance company. It would require in- 
clusion in the dealer’s income only of the money he actually receives or has a 
right to receive. 

The following is a brief summary on the discussion of the conflict between the 
Internal Revenue Service and Tax Court on the one hand and the circuit courts 
on the other: 

The fifth circuit joints the fourth in ruling that the 5 percent of purchase 
price taken by a finance company and held by it as a “dealers’ reserve” is not 
income to the dealer at the time of the sale (Texas Trailercoach (CA-5, 1 
A. F. T. R. 2d 58-533) : Johnson (CA-4, 233 F. 2d 952, 49 A. F. T. R. 1363) ). 

In these two cases the items sold were auto trailer homes. The Commissioner 
and Tax Court interpreted the deal as two separate transactions: first sale of a 
trailer by the dealer, in which he has a right to 100 percent of the purchase price, 
and therefore must then accrue that amount; second, sale of the notes by the 
dealer to the finance company. 

The fifth circuit disagrees. It’s a three-party transaction from the outset. 
“The agreement (between dealer and finance company) wraps in one tight pack- 
age the dealer’s sale of a trailer to the purchaser and the dealer’s sale of the 
trailer contract to the finance company.” A whole list of contingencies and dis- 
eretionary powers of the finance company stand between the dealer and the 
reserve held by the finance company. The dealer’s own books don’t show the 
reserve as income until payments are received from it, on being released by 
finance company. This reflects the actual situation. 

“The closer a tax comes to giving effect to the economic realities, the more 
bearable it is as the price of national security and of civilization. The real trou- 
ble in this case is that the taxpayer is asked to pay a tax on money he did not 
in fact receive and had no right to receive during the taxable year in question. 
He may never receive it. but he is asked to deplete his cash in order to pay it. 
If compelled to pay, the more business he does—the worse off his cash position 
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will be. But, is a more realistic view is taken, the Government will not be 

deprived of any tax, because when the contingent credit materializes as a fixed, 

ascertainable claim or if payments are received from the reserve account, the 

taxpayer must then include the fixed claim or payment in his taxable income.” 
Yours very truly, 


C. E. MoLamrs. 


(The following statements and letters were filed with the com- 
mittee :) 


STATEMENT OF JACQUIN D. BreRMAN, Partner, J. K. Lasser & Co., NEw YorkK 
City, RELATING TO THE TAXATION OF PREPAID MAGAZINE SUBSCRIPTIONS 


The firm of J. K. Lasser & Co., New York, N. Y., represents a considerable 
number of magazine publishers, both large and small. I am writing on behalf 
of the Associated Business Publications, Inc., the National Business Publica- 
tions, Inc., and the Agricultural Publishers Association, all associations of maga- 
zine publishers, The majority of their numbers would be described as small 
businesses. 

Proper tax accounting rules correctly reflecting income have become increas- 
ingly vital to these publishers. And particularly important are the principles 
relating to prepaid income, which for publishers is represented by prepaid 
subscriptions. 

This is why: 

Magazine publishing income comes from advertising, from newsstand sales and 
from subscriptions. Advertising income only rarely is received in advance. 
Newsstand income is, of course, current. Business papers are rarely sold on 
newsstands. 

Business and farm magazine subscriptions are usually paid in advance or 
upon billing, and never over the period during which the magazine is delivered. 
Business paper subscriptions normally range from 1 to3 years. For farm maga- 
zines, they may run longer. 

When a subscription is sold, the publisher immediately assumes a liability 
for service over the term of that subscription—perhaps 3 years. This liability 
not only extends to the actual publication and delivery of the magazine, but 
eould also result in an actual cash refund for the unearned portion of the sub- 
scription in the event of cancellation, or cessation of publication. 

Subscriptions paid in advance are, therefore, in the nature of deposits. They 
are earned over a period of time as each issue of the magazine is published 
and as substantial fulfillment costs (editorial, paper, printing, and delivery) are 


incurred. 


To reflect income properly, prepaid subscriptions should thus be reported 
when earned. This is sound, normal, and conservative accounting practice un- 
der the accrual method of accounting. It is the proper economic basis for show- 
ing annual earnings. To tax this advance payment before it is earned is a dis- 
tortion in the annual pattern of income. 

Nevertheless, in 1938 the Internal Revenue Service ruled (GCM 20021 (1938-1 
C. B. 157)) that prepaid subscriptions were taxable to a publisher in the year 
of receipt. Permission to report such subscriptions over the period earned was 
denied on the basis of the so-called claim of right theory. Under this doctrine 
advance payments, received with an unrestricted claim, were said to be tax- 
able in the year of receipt when earned or to be earned, whether the taxpayer 
was on the cash or accrual basis, and whether all or part of the payment might 
have to be repaid. 

However, some publishers had customarily deferred prepaid subscriptions over 
the term during which the magazine was delivered. In 1940, the Internal Reve- 
nue Service extended permission to such publishers to continue to use the de- 
ferred method of reporting prepaid subscriptions (I. T. 3369 (1940-1 C. B. 46) ). 

Since 1940, then, this situation has existed: 

Publishers which prior to 1940 reported prepaid subscriptions on the deferred 
method could continue to do so. These were normally the larger national cir- 
culation general magazines and the larger metropolitan newspapers. 

Publishers which, prior to 1940, paid income tax on prepaid subscriptions, 
as received, were compelled to continue this practice. Indeed, prior to 1940, 
the Internal Revenue Service had required some publishers to change from the 
deferred method to the current method, and these publishers received no aid 
from I. T. 3369. 
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Publishers starting new magazines after 1940 had to report prepaid subscrip- 
tions as income when received. 

Bue even here, there was no consistency. For in several instances, prior tv 
the Internal Revenue Code of 1954, the Internal Revenue Service had permitted 
by unpublished ruling certain publishers which had previously reported prepaid 
subscriptions in the year received to change to the deferral method of reporting 
such income. 

Business magazines are specialized publications, and their readership repre- 
sents a carefully selected group of persons. Individually, each is relatively small 
as magazines go. The average circulation would be about 20,000, but the range 
could be from 2,000 to 110,000. In the aggregate, the business papers of America 
represent a large and very important segment of the publishing industry. 

Over the past decade and a half, the paid circulation of these magazines has 
increased substantially. The number of long-term subscriptions in excess of 1 
year has likewise increased. 

Consequently, while tax accounting for prepaid subscription income was not a 
serious practical problem for business papers some 15 years ago, it is of vital 
importance today. Farm papers (in essence business papers for the farmer) 
have a larger circulation, but are faced with the same basic facts. 

There are substantial costs incurred in publishing, printing and delivering 
each copy of a magazine. Immediate taxation of prepaid subscription attribut- 
able to future issues represents an anticipatory tax upon future earnings. Work- 
ing capital required for future issues is currently depleted. Publishers which 
cannot defer prepaid subscriptions are placed at a severe competitive disadvan- 
tage as against those which can. Historical and fortuitous usages dictate con- 
sequences rather than consistency and fairness. 

In this context, the enactment of section 452 of the Internal Revenue Code of 
1954 was especially equitable to the publishing industry. It swept away past 
inconsistencies. It placed all publishers on a comparative tax basis. And it 
extended true principles of accrual tax accounting to the publishing industry. 

Actually, it is somewhat inconceivable that the claim of right doctrine should 
have been applied to the publishing industry at all. The foundation for the 
claim of right theory was established by the Supreme Court in North American 
Oil Consolidated v. Burnett ( (1932) 286 U. S. 417) and Brown v. Helwering 
( (1934) 291 U. 8.193). But neither of these cases, indeed none decided by that 
Court, involved the current taxability of advance payments for future services. 
And it is quite clear that it would be unconstitutional to tax advance payments 
for goods or property to be sold in the future prior to the recovery of the cost 
of such goods. The Federal income tax is not based on gross receipts. Veenstra 
¢€ DeHaan Coal Co. ( (1948) 11 TC 964). 

There are only two reported cases involving the proper method of reporting 
prepaid subscriptions by a publisher on the accrual basis. One is Bradstreet Co. 
of Maine ((1931) 23 BTA 1093 (rev’d other grounds, Ist Cir. 1933, 65 Fed. (2d) 
943)). The Board there refused to authorize a change to the deferral method 
because under the facts peculiar to that publisher, there was no proof of the 
income allocable to particular subscriptions. It said, however: 

“We agree that if a proper portion of the total subscriptions could be deferred, 
income would be more clearly reflected, but we cannot agree that it would be 
proper, in reporting its income for the years in controversy, to defer the accrual 
by accruing one-twelfth of the amount of each subscription in each of the 12 
months covered by the subscription. * * * The situation here is a complicated 
one. If the amount of income from any particular subscription which is earned 
in each of the 2 years involved could be determined, it would no doubt be proper 
to make an allocation on that basis.” 

More recently, the 10th circuit on Beacon Publishing Co. v. Commissioner (218 
Fed. (2d) 697) held that the only proper method for an accrual basis publisher 
to report prepaid subscriptions was over the period of the subscription. It said 
that a change in reporting prepaid subscriptions in the year received to the de- 
ferred method was not a change in accounting method, but rather a correction 
of an erroneous method. No permission from the Internal Revenue Service was 
therefore required. It pointed out that the “claim of right” theory was essen- 
tially devoted to determining whether receipt represented income. It did not 
extend to the timing of such income which must be geared to a taxpayer’s ac- 
counting system. The court indicated that the advance taxation of a prepayment 
of income would destroy the principles inherent in the accrual method of ac- 
counting. 
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The Treasury Department has not appealed the Beacon case to the Supreme 
Court. 

Recently the Supreme Court has rendered an opinion in the Automobile Club 
of Michigan (353 U. 8. 180 (1957)). That case involved the taxation of auto- 
mobile club dues paid in advance. For years the club had credited dues to an 
account designated ‘‘Unearned membership dues,” and transferred them to in- 
come ratably over the membership period. The Supreme Court refused to 
sanction this method. Its conclusion, however, ‘was not based upon the “claim 
of right’ doctrine. Rather, it was predicated upon the lack of proof that the 
membership dues for services to be performed were earned ratably. In footnote 
20, the Court expressly left open the situation presented by magazine publishers, 
as set out in the Beacon case. The Court said: 

“Beacon Publishing Co. v. Commissioner (218 Fed. (2d) 697) and Schuessler v. 
Commissioner (230 Fed. (2d) 722) are distinguishable on their facts. In Beacon, 
performance of the subscription, in most instances, was, in part, necessarily 
deferred until the publication dates after the tax year. In Schuessler, perform- 
ance of the service agreement required the taxpayer to furnish services at speci- 
fied times in years subsequent to the tax year. In this case, substantially all 
services are performed only upon a member’s demand and the taxpayer’s per- 
formance was not related to fixed dates after the tax year. We express no 
opinion upon the correctness of the decisions in Beacon or Schuessler.” 

It would appear, then, that the Supreme Court has not countenanced an ex- 
tension of the “claim of right” doctrine to all advance payments. Since sub- 
scription income by its very nature is earned ratably over the life of the sub- 
scription as the magazines are delivered, it would appear that the rule of the 
Beacon case is well within the rationale of the Supreme Court. 

Despite protests by the publishing industry and others, Public Law 74 (84th 
Cong., 2d sess.) enacted June 15, 1956, repealed sections 452 (relating to prepaid 
income) and 462 (relating to estimated expense). This repealer was clearly 
designed only to be temporary. The Committee on Ways and Means, at page 4 
of its Report No. 298 (84th Cong., Ist sess.) accompanying H. R. 4725, indicated 
that it asked for solutions to the problems presented as soon as possible, and 
on March 23, 1955, it announced the adoption of a resolution to that effect. 

The Committee on Finance in its Report No. 372 accompanying the same bill 
said at page 6: 

“Your committee desires to make its position clear that it expects to report 
out legislation dealing with prepaid income and reserves for estimated expenses 
at an early date. As indicated above, the existing rulings of the Treasury De- 
partment and the court decisions dealing with estimated expenses and prepaid 
income are now in such a state of confusion and uncertainty that in the opinion of 
your committee legislative action is required on these subjects. In addition, your 
committee believes that it is essential that the income tax laws be brought into 
harmony with generally accepted accounting principles. Moreover, your com- 
mittee believes that the present status, where some taxpayers are able to defer 
prepaid income while others are not, is inequitable and should not be allowed 
to continue. In order to eliminate this uncertainty and discrimination, definite 
rules must be written into the income tax law. For these reasons, your com- 
mittee plans to begin studies in the near future to devise proper substitutes for 
the sections now being repealed.” 

Specifically with respect to publishers the report said at page 5: 

“The status of prepaid subscription income will also be uncertain as the result 
of the repeal of section 452. In I. T. 3369 (1940-1 C. B. 46) the Treasury ruled 
that publishers of periodicals on the accrual basis, who over a period of years 
for tax purposes had consistently deferred the reporting of prepaid income would 
be permitted to continue to file their tax returns on this basis. Moreover, one 
witness appearing before your committee stated that some of the rulings on pre- 
paid subscription income granted in recent years have permitted the taxpayer 
to defer prepaid subscription income even though the taxpayer had not reported 
his income for tax purposes in the past on this basis. Another aspect of the 
uncertainty with respect to subscription income if section 452 is repealed arises 
from a recent circuit court decision in Beacon Publishing Company v. Commis- 
sioner (C. C. A., 10th, January 3, 1955). The court in this case held that the de- 
ferral of prepaid subscription income was in fact proper under the accrual method 
of accounting. The Secretary of the Treasury in the letter previously referred to 
which he sent to the chairman of the House Committee on Ways and Means 
indicated that the repeal of section 452 would not be taken as an indication by 
the Treasury Department of congressional intent as to the proper treatment of 
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prepaid subscription income under prior law or under other provisions of the 
1954 code. He also indicated that the repeal of section 452 will not be con- 
sidered by the Department as either acceptance or rejection by Congress of the 
decision in Beacon Publishing Company v. Commissioner or in any other judicial 
decisions. It has come to your committee’s attention that the vast majority of 
publishing concerns having prepaid income are already deferring their income 
with Treasury approval. It is recommended to the Treasury Department that 
it modify its published ruling to the end that the remaining publishers may be 
entitled to defer prepaid subscription income so that they may be placed upon 
a fair and equitable basis.” [Emphasis supplied. ] 

Permission has been requested by some 20 publishers to change their method 
of reporting prepaid subscriptions to the deferred method. The Internal Revenue 
Service, by unpublished ruling, has refused such permission and has advised 
that it will not abandon the principles of I. T. 3369. It now apparently desires 
to await remedial legislation, despite the recommendation of the Committee on 
Finance and despite the fact that prior to the Internal Revenue Code of 1954 
rulings had been granted permitting certain publishers to make the change. 

At the hearings held by the Committee on Ways and Means, Subcommittee 
on Internal Revenue Taxation, on November 26, 1956, the subcommittee raised 
certain questions relating to the deductibility of circulation expenses if prepaid 
subscriptions were deferred. It was explained that such expenses were a cur- 
rent, ordinary expense, incurred annually, to maintain the publication’s com- 
petitive position. Consequently, it is entirely proper that such expenses be 
deducted currently as incurred, and not spread over the life of the subscriptions 
as I. T. 3369 had required. Since then, in March 1957, the Internal Revenue 
Service published Rev. Rul. 57-87, IRB 1957-10, 19 modifying I. T. 3369, specifi- 
eally authorizing the current deduction of circulation expenses although the 
prepaid subscription income is deferred over the life of the subscription. Later, 
the Internal Revenue Service published Rev. Rul. 57-526, IRB 1954 No. 45, 
page 12, so as to clarify the procedure for the issuance of corporate statements 
and other financial or statistical material where the rule of Rev. Rul. 57-87 was 
followed. 

There is thus no further problem respecting the income tax treatment of 
circulation expenses where prepaid subscriptions are received. Publishers en- 
titled to defer prepaid subscriptions are not treated consistently, however, as 
to their prepaid subscriptions. Some are entitled to defer them; others are not. 
This problem calls for resolution. 

No new legislation replacing section 452 has been enacted. On January 16, 
1957, H. R. 3104 was introduced to reenact, retroactively, the principles of sec- 
tion 452 with respect to income from newspaper and periodical subscriptions, 
from rents, or from dues or fees received from members by a non-profit associ- 
ation whose principal activity is providing services to its members. The sub- 
stance of this bill, however, has not been included in H. R. 8381, the technical 
amendments bill of 1957. 

Publishers which had deferred prepaid subscriptions under section 452 find 
themselves in a dilemma. The Internal Revenue Code of 1954 was enacted 
August 16, 1954. Some 7 months elapsed before H. R. 4725 was introduced to 
repeal that section, and some 9 months before the repeal was enacted. During 
this time, many business commitments were based on a financial position re- 
flecting, for the first time, prepaid subscriptions taken into account on a de- 
ferred basis. Budgets and cash flows were projected and bank commitments 
were made. Dividend policy was established. Bonuses and other compensation 
arrangements were agreed upon. Negotiations and plans were entered into look- 
ing toward new publications and expansion. 

The retroactive repeal of section 452 threw all of these into uncertainty. 
Public Law 74 required a statement, having the effect of an amended tax return, 
to be filed by December 15, 1955, showing the increase in tax due because of the 
repeal of section 452. It attempted to offer taxpayers an opportunity to escape 
technical traps set by the late repeal of section 452. But this attempt merely 
exended the date to December 15, 1955, by which certain payments or distribu- 
tions could be made in order to obtain an appropriate deduction. 

Obviously, Public Law 74 could not assist a publisher which did not have the 
funds available to pay the extra tax. It could not help the situation where by 
December 15, 1955, a publisher might have to pay (1) its estimate of tax for 
1956, (2) its extra tax for 1955, (3) a late dividend to escape a potential retro- 
active accumulated earnings penalty for 1955, and might have to accumulate 
funds for, (4) a March 15, 1956, payment of 1955 tax and (5) a dividend for 
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1955 by that time. Public Law 74 could not help the publisher which com- 
menced the publication of a new magazine, bought a new publication, or ex- 
panded its operation. 

Public Law 74 does not cure all the technical traps created by the repeal of 
section 452. 

Public Law 74 does not correct injustices to an employee or stockholder re- 
ceiving bunched income in 1955, because of additional bonuses or dividends for 
1954 received by December 15, 1955. 

The December 15, 1955, date in Public Law 74 is of no significance in the de- 
termination of whether to file consolidated returns. No mew election to file 
separate returns was available for 1954 or for 1955 because of the repeal of 
section 452. Although the time for filing consolidate returns for calendar 1954 
was extended to September 15, 1955, by Revenue Ruling 55-174 (1955-1 C. B. 
141; March 14, 1955), the consolidated returns regulations were not promulgated 
until August 24, 1955, and the ruling explaining the effect of the repeal of sec- 
tion 452 upon consolidated returns was not announced until March 5, 1956, in 
Revenue Ruling 56-68 (1956 IRB No. 10, p. 11). 

In addition, if affiliated corporations had filed separate returns, and by Sep- 
tember 15, 1955, did not elect to file a consolidated return, Public Law 74 did 
not afford the opportunity to do so by December 15, 1955. 

The Beacon case was decided on January 3, 1955. By its authority, prepaid 
subscriptions are income on the accrual basis only when earned. Publishers 
were therefore faced with the problem whether to follow that decision or whether 
to adjust their returns to reflect the repeal of section 452. The Treasury De- 
partment has refused to recognize the holding of the Beacon case. And it has 
refused to grant publishers requesting formal permission to change to the 
deferral method of reporting prepaid subscriptions the right to do so. 

Many 1954 income tax returns are now being examined. Publishers which 
have relied upon the Beacon case and upon the promise of corrective legislation 
are being threatened with deficiencies and interest. 

Legislation is badly needed, effective with the Internal Revenue Code of 1954. 

All publishers must be placed on the same basis currently. Those which have 
been prepaying taxes on prepaid subscriptions must be permitted to catch up 
with those historically permitted to defer such income. This can all be accom- 
plished simply by reenacting section 452 as respects payments received in ad- 
vance for subscriptions to periodicals and newspayers to be delivered in the 
future. 

There should be no transition year problems. H. R. 3104 recognized none. 
There is no income escaping tax by permitting currently received prepaid sub- 
scriptions to be deferred. Tax has already been paid in prior years on prepaid 
subscriptions received then. Certainly they should not be taxed a second time. 
Tax on the prepaid subscriptions currently deferred will be paid in the future 
as it is earned. And uniformity of taxation will be available to all publishers. 

Since taxes on subscriptions previously received but currently earned had pre- 
viously been paid in advance, there is actually no transitional year revenue loss. 
There is simply a long-overdue readjustment. And since it has been estimated 
that about 95 percent of all prepaid subscription income is reported on the de- 
ferred basis, any readjustment should be comparatively small. 

No one seriously questions the equity of removing the present tax discrim- 
ination between publishers. We respectfully ask that it be done soon, and that it 
be made retroactive to years previously governed by section 452. 


STATEMENT OF JAMES A. DEERING, REPRESENTING THE ASSOCIATION OF ADVANCED 
LIFE UNDERWRITERS 


Mr. Chairman and members of the Ways and Means Committee, my name is 
James A. Deering, and I am a general insurance broker. I am a member of 
the legislative committee of the Association of Advanced Life Underwriters, 
a national insurance trade organization. 

The subject of my testimony is the Jenkins-Keogh bill, which bill was in- 
troduced in January 1957 under two identical bills known as H. R. 9 and H. R. 10 
by two distinguished members of your committee. 

I am aware that each member of this committee is fully cognizant of the 
contents of this bill. However, a brief summary of the Jenkins-Keogh bill 
may be in order at this juncture. 
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The Jenkins-Keogh bill is designed to enable a self-employed person to pur- 
chase qualified retirement life insurance, endowment, or annuity policies, or 
to join a bank-trusteed plan in such a way that his premium or other charges 
may be deductible from gross income tax up to a maximum of $5,000 per annum, 
or 10 percent of self-employment income, whichever is lesser. The lifetime 
deduction is not to exceed $100,000 (or 20 times the annual limitation) except 
that where a person is between the ages of 50 and 70 an additional credit of 
10 percent toward the $5,000 exclusion will be allowed. This latter special 
rule is intended to equate in some measure the fact that persons in the age 
categories mentioned have fewer years in which to accumulate a retirement 
fund than persons of lesser years. 

The purpose of this bill is not only to encourage thrift, but at the same time 
voluntary savings toward a retirement program by self-employed individuals, 
and to bring their retirement advantages in line with those enjoyed by em- 
ployed individuals covered by qualified pension plans under sections 401 through 
404 of the Internal Revenue Code of 1954 and previous codes. These purposes 
would be in keeping with the advances made under the compulsory Social 
Security Act. This act originally applied only to employed persons, but gradually 
and later was extended to include almost every category of self-employed persons. 

The definition of a self-employed person is the same under the Jenkins-Keogh 
bill as under the self-employment provisions of the Social Security Act. 

The Jenkins-Keogh bill would, in effect, make certain technical amendments 
to and substitute as section 217 of the present Internal Revenue Code, and draws 
upon other sections of the code dealing with qualified retirement plans for its 
pertinent definitions, and to the Social Security Act definitions for taxation of 
Self-employed persons. 

The Association of Advanced Life Underwriters, in harmony with the Ameri- 
can Bar Association, the American Medical Association, and many other similar 
groups of self-employed individuals, desire to go on record in favor of the 
Jenkins-Keogh bill (H. R. 9 and H. R. 10) as to its general aspects and aims. 

It is our view that all priority should be given to the passage of this bill at 
least as written, but that possibly two technical changes might be considered 
prior to its passage, as follows: 

First: That, rather than spelling out the $5,000 annual maximum exclusion 
as expounded above, which exclusion would tend to favor the thrift of younger 
over old investors, there be substituted a limitation as to the maximum re- 
tirement at age 65 which such persons might purchase, such, for instance, as 
$1,000 per month. Further, that as a consequence of this, the $100,000 lifetime 
limitation (or 20 times the maximum annual exclusion) be dropped as a 
corollary to this monthly retirement limitation. 

Second: That the bill be expanded to encompass those employed individuals 
not covered by regular qualified pension plans, or, if covered by a meager plan, 
that such employed individuals be permitted to purchase the difference between 
the monthly retirement limitations of this bill as proposed above and their pres- 
ent employed retirement plan, if any. Since employment opportunities are today 
frequently denied to persons upwards of 40 years of age for the reason that 
their inclusion in an employee pension plan would be excessively expensive, an 
extension of the Jenkins-Keogh bill to employed as well as self-employed indi- 
viduals would undoubtedly be of inestimable help in alleviating such situations. 

Whether or not this bill results in a loss of revenue, which its proposers as 
well as this speaker doubt because of the additional investment funds which 
would flow toward the capital formation of this country’s economy through the 
payment of contemplated premiums, in all fairness, self-employed persons should 
be accorded the same tax advantages and treatment which are now available to 
employed persons, and have been for quite a number of years. It has never 
personnally seemed to me to make any sense to say to a large group of tax- 
payers, we cannot afford to be equitable and fair in your case because it will 
cost the Government too much money. 

The latest available figures from the Institute of Life Insurance indicate that 
annual premiums or deposits paid toward qualified private employee retire- 
ment plans approximate $4.4 billion. Undoubtedly the vast majority of such 
premiums paid by the employer are deducted at the 52 percent corporate rate. 
Many such plans are completely gratis to the employee, and these deductible 
contributions are not in any way taxable to him during his working years. 
Other plans are partially paid for by the employee, but in most cases not over 
50 percent, so that the employee is still entitled to a substantial tax break. This 
is not today available to self-employed persons. 
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Should your committee deem that the passage of H. R. 9 and 10 would re- 
sult in a loss of revenue, I would like to point out that the passage of this bill 
might easily take the pressure off employers not now supporting a retirement 
program from starting one, so that the revenues not lost from such prospective 
employer deductions would offset any revenue loss sustained from deductions 
under H. R, 9 and 10, 

The self-employed person, the small-business man, the man of initiative should 
not be discriminated against at this critical period in our economic and politi- 
cal history. A quotation from Herbert Spencer, chapter XI, paragraph 70, 
“Egoism versus Altruism,” might well be in order at this point: “Any arrange- 
ments which in any considerable degree prevent superiority from profiting by 
the rewards of superiority or shield inferiority from the veil it entails—any ar- 
rangements which tend to make it as well to be inferior as to be superior are 
arrangements diametrically opposed to the progress of organization and the 
reaching of a higher life.” 

The Association of Advanced Life Underwriters would like to thank the chair- 
man and members of this committee for this opportunity to appear before you. 


THE AMERICAN NATIONAL THEATRE AND ACADEMY, 
New York, N. Y., February 11,1958. 
Hon. Wiiseur D. MILLs, 
Chairman, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 

DEAR Mk. CHAIRMAN: On behalf of the legitimate theater industry and the 
thousands of independent producers, writers, actors and other self-employed 
individuals in the industry, the American National Theatre and Academy urges 
that your committee give favorable consideration to the proposals contained in 
H. R.9 and 10, These bills would correct a grave inequity now operating against 
the self-employed individuals of the living stage who are virtually deprived of 
an opportunity to put aside savings in an adequate pension or retirement program. 

The American National Theatre and Academy is a congressionally chartered 
organization which, according to the intent of its charter, serves all facets of 
the American theater—professional, community and educational. In short, our 
principal role is the encouragement of greater, and the perfection of the existing, 
theatrical productions in all fields. ANTA is thus vitally interested in any 
legislation which might aid the living stage and its participants. 

The members of this industry characteristically receive fluctuating incomes. 
Under the progressive income-tax rates, most of their profits are taxed away 
during the good years, and no effective judgment is made for the lean years. 
H. R. 9 and 10 would tend to alleviate the inequities incurred by those self- 
employed individuals whose income is subject to severe and radical change. 
The bills deal with the fundamental problem of the individual entrepreneur in 
our industry, that of providing for his old age. The present high rates make it 
difficult for the self-employed person to purchase out of his funds, after taxes, 
sufficient retirement protection for his declining years. Many of those who have 
preferred to stay in business for themselves are forced into corporate employ- 
ment in order to attain some measure of old-age protection. 

The artistic professions, such as writing, designing, acting, and dancing, which 
are essential to the cultural life of our Nation, suffer many disadvantages under 
the present tax system. I know that you are aware of these inequities and believe 
that in justice and fair play, the individual who is taxed on earned income should 
at least be able to set aside funds for his old-age. 

The American National Theatre and Academy warmly endorses the state- 
ments of the American Thrift Assembly and others who testified in support of 
these measures. We strongly recommend that this discrimination against the 
self-employed be eliminated and that they be granted equitable tax treatment 
with respect to contributions to qualified retirement programs. 

Respectfully yours, 
WILLARD SwIre, 
Erecutive Director. 


20675—58—pt. 2——-38 
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AMERICAN NEWSPAPER PUBLISHERS ASSOCIATION, 
New York, N. Y., January 24, 1958. 
Hon. WILBUR D. MiZLs, 
Chairman, Ways and-Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. CHAIRMAN: I have already written you in connection with hearings 
before your committee on tax revision with respect to depreciation. 

I ask that this letter also be made a part of the record of hearings to 
present the views of the American Newspaper Publishers Association on accrual 
of prepaid subscription income. 

When the Congress in 1955 repealed sections 452 and 462 of the Internal 
Revenue Code of 1954, it left a situation where some daily newspaper pub- 
lishers are permitted to report and pay taxes on subscription income on the 
accrual basis but other publishers who had not adopted this method before 1938 
are required to report and pay taxes on subscription income on the basis of 
receipts. Depending on the policy of the individual newspaper before 1938, 
publishers are not permitted to change their method of reporting subscription 
income. 

Newspapers are normally paid in advance for many copies to be issued and 
delivered at future dates. Under the accrual method of accounting the income 
from such subscriptions is spread over the period of the subscription to cover 
expenses of delivering the copies over the same period. 

The ANPA believes that action of the Congress in the form of the Internal 
Revenue Code of 1954 to bring tax accounting nearer to conformity with 
accepted business accounting principles was fundamentally sound and in the 
public interest. 

The ANPA believes that reporting and paying taxes on prepaid subscription 
income on accrual basis is fair and-accurate and that all publishers ought to 
have the same privilege of reporting and paying taxes under this method. 

The ANPA hopes your committee will take action to restore language similar 
to that carried in the original section 452 of the Internal Revenue Code of 1954 
to recognize the fairness of accrual of prepaid subscription income. 

With high esteem. 

Sincerely yours, 
CRANSTON WILLIAMS, General Manager. 


WASHINGTON, D. C., January 6, 1958. 
Hon. WILBUR MILs, 
Ways and Means Committee, 
House of Representatives, Washington, D.C. 

DEAR CONGRESSMAN: As Washington counsel for the Mobile Homes Manufac- 
turers Association (MHMA), a trade association of house trailer manufacturers, 
I am submitting the following statement in support of H. R. 9481, to amend the 
Internal Revenue Code of 1954 so as to provide accounting procedures whereby 
dealers in personal property may exclude from gross income amounts withheld 
by banks and finance companies on notes purchased from such dealers employing 
the accrual method of accounting. 

It is a simple matter which H. R. 9481 seeks to correct. An accrual method 
vendor sells a mobile home under a time sales contract; the vendee’s note which 
includes a finance charge is sold by the dealer to a bank or finance company ; 
the bank or finance company pays or makes available to the dealer a sum below 
the face amount of the note; the difference between the bank’s payment to the 
dealer for the note and the face amount of the note (which includes the finance 
charge) may, in whole or in part, be paid or credited to the dealer if certain 
eventualities occur. 

In Blaine Johnson v. Commissioner, the Tax Court of the United States (25 
T. C. 123 (1955) ) held that in the circumstances described above, the taxpayer 
had to include as gross income the full proceeds of the sale, although Johnson did 
not get the full proceeds. On appeal, the United States Court of Appeals (233 F. 
(2d) 952 (4th Circuit, 1956)) reversed the Tax Court, holding: “Until the 
right to an amount becomes accruable through fixation of the right to receive, 
the taxpayer is under no obligation to return it as income. Otherwise, he would 
be required to pay a tax on income which he might never have a right to receive.” 

The Department of Justice decided not to petition the Supreme Court of the 
United States for a writ of certiorari in the Johnson case, as a result of which 
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the decision is binding in the fourth circuit. But the Internal Revenue Service, 
although compelled to recognize the “right to receive” doctrine in that circuit, 
has not followed it elsewhere. In fact, by Revenue Ruling 57-2 the Service 
restated its position that notwithstanding the court. of appeals: decision in 
Johnson, it proposes to continue to hold that in the case of a dealer employing 
the accrual method of accounting, credits in the hand of a bank or finance 
company constitute income to the dealer at the time such credits are made. 

It is readily apparent to the committee that this leaves a large class of tax- 
payers—dealers in personal property who sell on credit and assign the note to 
a finance company—in an intolerable position. Unless they are in the fourth 
circuit, they are confronted with a confused picture. In some circuits other 
cases are pending in the Tax Court; in other circuits, cases are pending in the 
courts of appeals; and to add to the confusion, the Supreme Court of the 
United States has not spoken on this question, although an opportunity was 
presented to the Government to seek a review by that Court. 

As I have stated earlier, this is a matter which Congress:can settle easily. 
It should not be left to the accident of geography, to the ability of dealers to 
finance litigation in every circuit, or to the whim of the Government as to 
whether to seek a review by the highest court. Here is an opportunity for 
Congress to eliminate expensive and confusing litigation by announcing clearly 
and simply what the law is on the subject. 

H. R. 9481 does just that. Under that bill, the amount withheld by the 
finance company from the dealer is excluded from the dealer’s gross income for 
the taxable year in which the note is sold to the finance company; in any taxable 
year that any portion of such withheld amounts are paid or credited to the 
dealer, then the dealer must include in his gross income all amounts paid or 
credited to him in that taxable year. 

The MHMA strongly urges your favorable action on H. R. 9481. 

Yours very sincerely, 


Scorr W. Lucas. 


STATEMENT OF JOSEPH F’. McGOWAN, CONTROLLER, CERRO DE PASCO CorpP., IN SUP- 
PORT OF PROPOSED AMENDMENT OF THE INTERNAL REVENUE CopE oF 1954 RELAat- 
ING TO PURCHASED GOODWILL AND OTHER INTANGIBLES: 


My name is Joseph F. McGowan. I reside at 4 Peter Cooper Road, New York 
City. 

I am controller of Cerro de Pasco Corp., a New York corporation, which has 
its principal office at 300 Park Avenue, New York City. Prior to my appoint- 
ment to the position of controller, I was supervisor, tax administration of that 
corporation, and at one time I was chief auditor for Sheffield Farms Co. 

Cerro de Pasco Corp. has approximately 4,200 stockholders. The corporation 
and its subsidiaries constitute a medium size nonferrous metals business. 

A wholly owned subsidiary produces lead, zinc, copper, silver, gold, bismuth, 
and other metals and concentrates in Peru and another subsidiary manufactures 
copper and brass tube, pipe, and rod at Hast St. Louis. 

The Cerro de Pasco enterprises include other operations and activities, but 
those I have mentioned are the principal ones. At the end of November 1957, 
Cerro de Pasco Corp. and its wholly owned subsidiaries had total assets of 
$208,448,529.80 and the gross sales for the 11 months then ended were 
$112,639,370. 

In addition to the foregoing, Circle Wire & Cable Corp.,? another wholly 
owned subsidiary, has plants at Maspeth and Hicksville on Long Island, N. Y., 
which produce hot rolled copper rod, galvanized strip steel, bare copper wire 
and cable, and more than 100 wire and cable products. It is about the experience 
of this subsidiary, which I shall hereafter refer to as “Circle,” that my state- 
ment is concerned as we believe it affords an illustration of a type of problem 
that is of universal interest to taxpayers generally. 


I. AMENDMENT ADVOCATED 


We favor an amendment of the Internal Revenue Code of 1954, retroactively 
to the year 1954, to permit purchased goodwill, trademarks, trade names, 
secret processes and formulas, and other like intangibles, at the election of the 


1 Organized in November 1955 under Delaware law. 
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taxpayer, to be treated as a deferred expense and deducted ratably over a period 
of not less than 60 months. The code presently contains no provisions on this 
score but section 1.167(a)-3 of the Treasury regulations effectively bars any 
writeoff of purchased goodwill. 

We have a definite interest in such an amendment, as I will explain. 

I would like to state briefly two reasons why we believe that such an amend- 
ment is called for and would be sound. The first reason is a general one as to 
which we have had no special experience. The second reason is one with re- 
spect to which we have had experience. 

As our particular experience related to goodwill purchased in connection with 
the purchase of a business, I will limit my statement to such goodwill. How- 
ever, I think that what I say will apply generally to any intangibles acquired in 
connection with the purchase of a business. 


II. PURCHASED GOODWILL IS A DEPRECIATING ASSET IN THE HANDS OF A NEW OWNER 


My first point is that the refusal to allow any deduction for the amortization 
of purchased goodwill would seem to be justifiable only if goodwill were perma- 
nent, like land, whereas it is not. Goodwill is valuable to the purchaser of a 
business only if, and to the extent that, it enables the purchaser of the business 
to obtain greater profits than the purchaser could obtain if there were no good- 
will. Any prospects of greater profits for which purchased goodwill can be 
responsible are necessarily limited by the time factor. When a business is 
purchased and continued, it may have a momentum attributable to the previous 
management and to other factors which will make it more profitable than a 
comparable new business, but any momentum based on past services, advertis- 
ing, and other business activities is bound to become steadily less important, 
and the retention of customers and the earning of income are bound to be based 
more and more upon the abilities, efforts, policies, and luck of the purchaser. 
Thus, allowance of amortization of purchased goodwill would simply give 
recognition to economic facts. 

The inability in most cases to determine just when purchased goodwill ceases 
to be of value ought not to be relied upon as justifying the failure to allow 
amortization of purchased goodwill. The computation of income for Federal 
income tax purposes provides countless examples of instances where exact de- 
terminations cannot be made, and where for tax purposse it is permissible to 
make estimates or to use formulas which are inevitably arbitrary to some extent. 


Ill. DISALLOWANCE OF A WRITEOFF OF PURCHASED GOODWILL LEADS TO ENDLESS 
CON TROVERSIES 


My second reason for believing that the present situation is unfair and unsatis- 
factory can best be illustrated by explaining what has actually happened in con- 
nection with the acquisition of the business now operated by Circle Wire & 
Cable Corp. In 1955 a predecessor corporation of the same name agreed to sell 
its assets and business, exclusive of any goodwill, to Cerro de Pasco Corp. The 
present Circle Wire & Cable Corp. was organized to carry out the acquisition 
which took place on December 1, 1955. The total purchase price was $20,500,000. 

Circle Wire & Cable Corp. valued the assets which it took over on December 1, 
1955, as follows: 


I le a hse late ata gt dell $10, 290, 210 
Land, as appraised by American Appraisal Co.___.____________-_-_~ 740, 000 
Plant and equipment, as appraised by American Appraisal Co.______ 10, 320, 903 

Neen eee ee ee eee ee eee eee ee ema baa betes 21, 351,113 


This total of $21,351,113 was $851,113 more than the purchase price of $20,500,- 
000. Under the procedure normally followed by the Internal Revenue Service, 
the $851,113 would have been prorated between the value of land and the value 
of the plants and equipment but not the value of the net current assets as these 
are looked upon by the Service as substantially the equivalent of cash. Asa 
result of this proration, plant and equipment would be taken over at $794,172 less 
than their appraised value of $10,320,903. 

The revenue agent who is auditing Circle’s income tax return for 1955 has 
questioned the appraisals of the land and of the plants and equipment. However, 
based on my knowledge of the discussions which have taken place, in some of 
which I have participated, I see no reason to doubt that Circle and the Internal 
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Revenue Service woud readily reach an agreement if the situation were not 
complicated by the position which the agent is taking with respect to goodwill. 
I have referred to the position as taken by the agent; actually the matter is now 
in the hands of the engineer in charge of the New York division of the Service, 
and I will refer hereafter to “‘the representatives of the Service.” 

The representatives of the Service have taken the position that Circle acquired 
goodwill which had a value of many millions of dollars, and they have made 
various alternative computations of the value of the goodwill which they claim 
was acquired, the amounts ranging from $3,268,000 to $4,561,705. 

As I have already stated, the contract under which Circle acquired the assets 
and business of its predecessor excluded any goodwill. The representatives of 
the Service contend that nevertheless goodwill was acquired. I do not want to 
stress this particular issue, because if it were the only issue, we could obtain 
a decision on it in the Tax Court wihout too much difficulty. Furthermore, I 
do not believe that the effect of that particular provision of the Circle contract 
is a matter of general interest. 

The point I do want to emphasize is that the claims advanced by the repre- 
sentatives of the Service bring out most effectively that the disallowance under 
the code of any amortization for purchased goodwill is directly responsible for 
controversies between the Internal Revenue Service and taxpayers for which 
there is no need and which are of a kind that it is highly desirable to avoid, 

The reason why the Service has claimed that Circle acquired goodwill having 
a value of $3,268,000 to $4,561,705 is on the theory Circle acquired assets worth 
several million dollars more than what it paid; the excess must be prorated 
among the items acquired (other than the net current assets) : and such a pro- 
ration would produce mathematically a very large reduction in the amount con- 
sidered to have been paid for plants and equipment, which are depreciable. In 
other words, the larger the part of the total purchase price of $20,500,000 which 
can be treated as having been paid for goodwill, in respect of which amortiza- 
tion is not allowed, the smaller the portion which will be treated as having been 
paid for the plants and equipment, on which depreciation is allowed. Applying 
the proration procedure, previously discussed, to the minimum figure of $3,268,000 
attributed by the Service to nondepreciable goodwill, plant and equipment would 
be taken over at $3,843,531 (instead of $794,172) less than their appraised value 
of $10,320,903. 

If it could be assumed (1) that goodwill was acquired, (2) that the value of 
the goodwill could be determined or estimated with some reasonable degree of 
accuracy, and (3) that the value of any goodwill was permanent, rather than 
temporary, no one could complain. I do not think any of those three assump- 
tions can be made as to the Circle acquisition and there are countless other cases 
where they cannot be made. I want to emphasize particularly that the failure 
to allow amortization for purchased goodwill seems inevitably to lead the Serv- 
ice to contend that goodwill was acquired and to make the most extreme and 
controversial contentions about the value involved. 

When, as in the case of the Circle acquisition, a lump sum is paid for all of 
the assets of a going concern, there ought not to be too much difficulty about 
allocating the total purchase price among the assets acquired. In the case of the 
Circle acquisition, for example, except for the controversy about goodwill, it is 
necessary to consider only (1) net current assets, (2) land, and (3) plants and 
equipment. There has been no controversy about the value of the net current 
assets which were acquired by Circle. Appraisals of land and plants and equip- 


ment even by professionals may produce controversies, but they follow familiar 


lines. A controversy about the value of goodwill is another matter. 

If, as in our case, (1) the transferor company does not carry goodwill on its 
books, and (2) the contract of purchase of the business does not provide for any 
payment for goodwill, there is nothing to which the Service can tie any valuation 
of goodwill which it claims has been transferred. By the same token there is 
virtually no limit on the amount which the Service may claim as the value of the 
goodwill that is asserted to have been transferred. 


IV. THE 1954 CODE, AS AMENDED, ALLOWS AMORTIZATION OF CERTAIN INTANGIBLES } 
PROPOSED AMENDMENT WOULD ELIMINATE DISCRIMINATION 


Section 177 of the code, which was enacted in 1956, permits of amortization 
of expenses incurred in the acquisition, protection, and expansion of trademarks 
over a period of 60 months (this provision is not applicable, as yet, to purchased 
trademarks). Trademarks theretofore were not accorded this treatment because 
their useful lives, as in the case of goodwill, were not definitely determinable. 








1880 GENERAL REVENUE REVISION 


The Congress has thus recognized the principle that certain intangibles should 
be amortized although their useful lives are not definitely determinable. It has 
set a period of not less than 60 months during which these intangibles may be 
amortized. 

Manifestly, it is discriminatory for the Internal Revenue Code to disallow a 
tax deduction for amortization of purchased intangibles while allowing a deduc- 
tion for the expenses of protection and expansion of goodwill through advertising 
and research. 

I submit that proyision should be made to permit a writeoff of goodwill over 
a period of not less than 60 months. 


AMERICAN LIFE CONVENTION 


CHICAGO, ILL. 


Lire INSURANCE ASSOCIATION OF AMERICA 
NEW YORK, N. Y. 


WasHInerTon, D. C., January 7, 1958. 
To the Members of the Committee on Ways and Means 


The American Life Convention and the Life Insurance Association of America 
are two life insurance company organizations with a combined membership of 
267 life insurance companies having in force 96 percent of the legal reserve life 
insurance business in the United States and Canada. 

These 2 associations present for your consideration 7 proposals for amend- 
ment of the Internal Revenue Code of 1954. The proposals made herein deal 
primarily with the taxation of owners or beneficiaries of life insurance policies 
and annuity contracts. 

If in the course of the hearings before your committee there are statements 
bearing on life insurance taxation which call for an answer, we should appreciate 
the opportunity of commenting. 

AMERICAN Lire CONVENTION, 
CLARIS ADAMS, 
Executive Vice President and General Counsel. 
Lire INSURANCE ASSOCIATION OF AMERICA, 
EUGENE M. THorE, 

Vice President and General Counsel. 


AMERICAN LIFE CONVENTION AND LIFE INSURANCE ASSOCIATION OF AMERICA, 
INTERNAL REVENUE CoDE REVISIONS 


1. Transfer of life-insurance policies for valuable consideration: section 101 
(a) (2 

The income-tax exemption granted to death proceeds of life-insurance poli- 
cies is, under section 101 (a) (2), denied with respect to the proceeds of policies 
which prior to the death of the insured were transferred for a valuable con- 
sideration. Primarily in recognition of the need for life insurance in partner- 
ship and small corporation buy and sell agreements, the 1954 Internal Revenue 
Code specified exceptions to the transfer for value rule, so that now the ex- 
emption of death proceeds is not affected by a lifetime transfer for value to 
the insured, to a partner of the insured, to a partnership in which the insured 
is a partner or to a corporation in which the insured is a shareholder or officer. 
In the great mass of detail involved in enacting the code of 1954 Congress over- 
looked a further category which obviously should be included as consistent with 
the other main categories. That category is the transfer of an insurance policy 
to a stockholder of a corporation in which the insured is a stockholder. 

Life insurance is used in partnerships to fund agreements for the purchase 
by surviving partners of a deceased partner’s interest. Otherwise the partner- 
ship assets would have to be divided and the partners’ shares distributed. Simi- 
larly, with small corporations, life insurance is used to fund the purchase by 
the corporation in stock-redemption agreements, or by the other stockholders 
in stock-purchase agreements, of the stocks of a deceased shareholder in order 
to prevent their sale by the estate to strangers who would have no interest in 
the welfare of the corporation, or their distribution to heirs who might also 
not be disposed to consider the good of the business. Loss of management con- 
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tinuity through death of key individuals and sale of the interest by the estate 
to outsiders is recognized as a major threat to small business. 

Generally, the most convenient arrangement is the purchase of new policies 
specifically for purposes of the agreement which has been entered into. How- 
ever, in many cases this is not possible or practicabie since the partner or 
shareholder may no longer be able to obtain new insurance. In this event, 
the parties may desire to utilize policies which can then be transferred to the 
partnership, to other partners, to the corporation, or to other shareholders, as 
the case may be. By its exceptions to the transfer for value rule, the code 
recognizes all of these except the latter. 

Provision for cross purchases or exchange of policies among stockholders has 
become more and more important during recent years because of recent court 
eases and rulings of the Internal Revenue Service which have placed many 
stock retirement agreements funded by corporately owned life insurance in 
doubt. Although the courts are clearing up some of these problems, there 
are many cases in which a cross-purchase agreement will remain the most de- 
sirable form of arranging for acquisitions of the interest of a second share- 
holder, and this is true particularly where members of a family or beneficiaries 
of a stockholder’s estate are among the surviving shareholders (see Revenue 
Ruling 56-103). Certain other categories which should be included in the ex- 
ceptions are transfers between members of a family, particularly where the 
transfer is incident to marital agreements, and transfers to a trust under cor- 
porate buy and sell agreements, to provide for such agreements in cases where 
local law prevents purchase by a corporation of its own stock. 

The desirability of stock purchase agreements and the principle of protecting 
small business are well settled. We urge, therefore, the significance of amend- 
ing the code to take care of the oversight which occurred in 1954. The follow- 
ing amendment would accomplish this purpose : 

Section 101 (a) : 

(2) TRANSFER FOR VALUABLE CONSIDERATION.—In the case of a transfer for a 
valuable consideration, by assignment or otherwise, of a life insurance contract 
or any interest therein, the amount excluded from gross income by paragraph 
(1) shall not exceed an amount equal to the sum of the actual value of such con- 
sideration and the premiums and other amounts subsequently paid by the trans- 
feree. The preceding sentence shall not apply in the case of such a transfer— 

* + * * * * * 


“(B) If such transfer is to the insured, to a spouse, former spouse, parent, or 
lineal descendant, or adopted child of the insured, to a partner of the insured, 
to a partnership in which the insured is a partner, to a corporation in which the 
insured is a shareholder or officer, or to a shareholder of a corporation for the 
purpose of funding, in whole or in part, a buy and sell agreement relating to 
stock of the corporation in which the transferee and the insured are shareholders, 
or to a trust established to effectuate such a buy and sell agreement.” 


2. Attrition of ownership of stock: subchapter C, sections 302 and 318 


A corporate distribution in redemption of its stock is considered a purchase 
of that stock with resulting capital gain or loss to the stockholder if the trans- 
action is a total redemption of the stock of that stockholder or if it substantially 
reduces the proportion of the stock of the corporation held by the stockholder. 
Otherwise, the distribution by the corporation is generally treated as the payment 
of a dividend. If the individual stockholder submits all his stock for redemption, 
few problems arise. However, if only a part of the stock of the stockholder is 
surrendered, then after the redemption the stockholder must have less than 50 
percent of the stock and his proportionate share of the corporate stock must 
be less than 80 percent of his share prior to the partial redemption. For this 
purpose, the stockholder is deemed to own the stock held by members of his 
family, and if his own holdings and those of his family are not reduced to the 
required proportions, the distribution is treated as a taxable dividend. 

The Advisory Committee on Subchapter C has considered this attribution of 
ownership rule and found that it is too inclusive. Obviously, control over the 
stock held by another, no matter how closely related, cannot be conclusively pre- 
sumed, even though it may need to be carefully examined. To this extent, we 
endorse the report and the recommendations of the advisory committee. 

An additional problem not adequately covered by the recommendation of that 
group arises with respect to attribution of ownership to an estate of the stock 
owned by a beneficiary of the estate. In this case, unlike the case of an individual 
surrendering stock, even the total redemption of the stock of the estate does 
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not prevent the application of the attribution rules. Thus, in no event can there 
be a stock redemption for an estate without reference to the beneficiaries. The 
rule presumes that there is identity of control and of interest and that the 
possibility of channeling off profits at capital-gain rates presents a temptation 
to the parties. 

This rule is not jutsified in the case of stock which is redeemed pursuant to the 
terms of a buy and sell agreement entered into during the lifetime of the deceased 
stockholder. Stockholders in small corporations have come to utilize buy and 
sell agreements as an essential feature in maintaining their businesses. In fact, 
stock redemption agreements, funded by life insurance, are recommended by the 
Smali Business Administration. In this case, the corporation and estate have 
no choice but to abide by the agreement entered into, the corporation to buy and 
the stockholder to sell at an agreed price (which may well not be as great as the 
fair market value at the time of death). The corporation must buy, ordinarily, 
without regard to whether or not there are profits, and without regard to the 
relationships of the other stockholders. 

In essence, the redemption of stock is primarily a matter between the in- 
dividual and the corporation, not between the estate and the corporation, since 
the estate is merely the agency by which the terms of the agreement entered into 
by the stockholders as individuals are carried out. The estate has no oppor- 
tunity to initiate action to take advantage of favorable tax consequences. There 
are many who feel that present law could be interpreted so that the rules appli- 
eable to redemption of stock held by individual, rather than by estates, would 
apply where there is an agreement for the redemption of the stock entered into 
during the life of the stockholder, so that no stock not owned by the estate would 
be attributed to it. However, the Internal Revenue Service has held to the con- 
trary in Revenue Ruling 56-103, and corrective legislation is needed. The heavy 
reliance by the advisory group on administrative interpretation would not be 
sufficient help. 

The attribution rules of section 318 of the code were written to guard against 
subterfuge in the channeling profits of a corporation to majority stockholders. 
Obviously they should not apply where, by preexisting agreements, fhe parties 
have removed any power in themselves to effect such a subterfuge. 

Thus, although we agree in principle with the advisory group’s recommendation 
on this subject, we feel that it leaves unanswered an important need in an area 
in which administrative relief is quite doubtful. For this reason, we recom- 
mend that the attribution rules of section 318 be made specifically inapplicable 
to a complete redemption of the stock of a deceased stockholder pursuant to a 
contract providing for such complete redemption to which the stockholder and 
the corporation are parties, and that careful consideration be given to the whole 
subject of attribution of ownership of stock in cases involving buy and sell agree- 
ments, 


3. Discriminatory taxation of investment income under insured pension plans 


A serious discrimination exists at present between the Federal income-tax 
treatment of insured pension plans and that of uninsured pension plans. If an 
industrial pension plan is funded by annuity, endowment, or life insurance con- 
tracts purchased from a life insurance company, the investment income earned 
each year becomes subject to the approximately 7.8 percent tax on net invest- 
ment income imposed on life insurance companies, pursuant to the terms of 
section 801 of the Life Insurance Company Tax Act for 1955 and 1956. If, on 
the other hand, the pension plan is funded through a trust not utilizing insurance 
company contracts—in other words, is uninsured—the investment income earned 
each year by the pension fund is tax exempt, pursuant to the terms of section 
501 (a). 

A considerable number of life insurance companies, but not all, underwrite 
private pension plans. The amount of funds involved in both insured and unin- 
sured pension plans runs into many billions of dollars. 

Currently, this tax on net investment income of life insurance companies has 
the effect of increasing the outlay otherwise required for an insured pension 
plan by about 5 percent.’ For example, an employer who contributes $1 million 
to an insured pension plan is indirectly charged about $50,000 for Federal taxes 
on the investment income earned by his contribution over the years. This $50,000 
tax would not be paid if the pension plan were funded, without guaranties to 
employees, through the agency of a bank trustee. 


1 Based on an average accumulation period for individual pensions of 25 years. 
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The size of the tax burden can also be appreciated by its comparison with 
other life insurance company expenses of doing a pension business. Group 
annuity contracts, to use one example, constitute a widely used medium for fund- 
ing pension plans, and one for which expenses are shown separately in the pub- 
lished statements of life insurance companies. For such contracts, it is esti- 
mated that under current law the Federal taxes on investment income from funds 
arising from pension plans will exceed the total of all expenses (other than 
taxes) incurred in the servicing of such contracts. 

This situation is featured in sales literature issued by corporate trust com- 
panies who seek pension trust business in competition with life insurance com- 
panies. For many employers it has been a compelling argument which has led 
them to fund their new pension plans through a bank trustee or to change the 
method of funding their existing insured plans. The many advantages of in- 
sured pension plans, as compared with uninsured plans not providing funda- 
mental guarantees to employees and pensioners, may be lost solely as a result 
of such discriminary tax treatment. 

The two most important agencies for funding private pension plans are bank 
trustees and life insurance companies. There is keen competition between them. 
Both this competition and the employers’ freedom of choice are presently 
affected by this serious tax discrimination. 

The discrimination against employees covered by contracts written by in- 
surance companies was the subject of corrective legislation offered as a part 
of the Life Insurance Company Tax Act for 1955, as passed by the House. The 
bill provided for the ultimate exemption of the income earned on insured pension 
funds. These provisions were, however, deleted by the Senate Finance Com- 
mittee, without prejudice to the principle involved, because there was insuffi- 
cient time for hearings before the committee. 

We urge that this discrimination be ended. 


4. Profit-sharing plans with fired benefit formula: section 401 (a) 


As set forth in paragraph (4) of subsection (a) of section 401 of the Internal 
Revenue Code a stock bonus, pension, or profit-sharing plan meets an important 
requirement for qualification if the contributions or benefits provided under the 
plan do not discriminate in fayor of employees who are officers, shareholders, 
persons whose principal duties consist in supervising the work of other em- 
ployees, or highly compensated employees. 

The current position of the Internal Revenue Service is that a pension plan 
may meet the test of nondiscrimination by considering either (a) the amount of 
contributions on behalf of the employees or (b) the amount of benefits provided 
for employees. However, in testing a profit-sharing plan, the Internal Revenue 
Service takes the position that only the amount of the contributions on behalf 
of employees may be considered in applying the nondiscrimination test, and not 
the amount of benefits to be provided as is permitted for a pension plan 

This, it is possible to establish a qualified pension plan under which the con- 
tributions on behalf of the employees covered under the plan are a fixed per- 
centage of compensation. Each employee then receives whatever amount of 
retirement income can be purchased by the money contributed for him. Pen- 
sion plans of this type are commonly referred to as money purchase plans. 

It is also possible to establish a qualified pension plan under which the benefits 
provided are a fixed amount per year of service or a fixed percentage of compen- 
sation. Because of the inherent advantages of the fixed-benefit approach almost 
all new pension plans are established on this basis and many of the earlier 
money purchase plans have been converted to a fixed-benefit arrangement. 
Nevertheless, either type of plan may currently constitute a qualified pension 
plan. 

In the case of profit-sharing plans, however, the Internal Revenne Service 
contends that because the amounts to be contributed are indefinite the benefits 
provided under the plan cannot be considered definitely determinable and hence, 
the test of nondiscrimination must be based on the relationship between the 
contributions made on behalf of the employees covered under the plan and their 
compensation. This contention seems difficult to justify in the case of a profit- 
sharing plan utilizing a definite contribution formula. Under such plans the 
contributions and resulting benefits are not subject to arbitrary determination 
but denied solely on the profits of the employer as must all other employee 
benefits depend for their ultimate support. 

Neither a pension nor a profit-sharing plan can be nondiscriminatory in both 
the contributions and benefits it provides. Limiting the test of discrimination to 
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contributions restricts profit-sharing plans for all practical purposes to the 
money purchase type and makes unfeasible the socially more desirable fixed 
benefit type of plan. Consequently, the allocation of contributions under a 
profit-sharing plan invariably results in the following distortions typical of 
money purchase plans: 

1. Because it costs more to provide a given amount of pension as the age 
of an employee increases, the money purchase arrangement results in older 
employees (whose need for retirement income is more urgent) being credited 
with smaller monthly pensions in relation to earnings than younger em- 
ployees. 

2. Similarly, female employees receive a smaller monthly pension in re- 
lation to earnings than male employees of the same age. 

3. It is impossible to closely integrate the retirement benefits provided 
by the profit-sharing plan with social-security benefits. 

The introductory paragraph of Revenue Ruling 57-77 (I. R. B. 1957-9, 14) 
states as follows: 

“A favorable advanced determination will not be rendered in the case of a 
trust forming part of an employees’ profit-sharing plan which provides that 
contributions to the trust will be used to provide benefits allocated in proportion 
to the cost of providing units of retirement annuities in proportion to annual 
compensation where the cost of such units are dependent upon the sex and age 
of the respective employee participants in the year of allocation and purchase.” 

A number of sound. profit-sharing plans of the fixed-benefit or unit-credit 
type were established under the present law prior to the issuance of Revenue 
Ruling 57-77. The qualified status of such plans is now in jeopardy because 
they must meet each year the test of nondiscrimination based on the amount 
of contributions allocated on behalf of the employees covered under the plan. 
It is highly desirable that provision be made in the Internal Revenue Code for 
the continued operation of these plans on a qualified basis and for the establish- 
ment of new plans of the fixed benefit type. 

To permit the qualification of profit-sharing plans in which the contributions 
are determined entirely by a definite formula applicable to current profits and 
are anplied to provide nondiscriminatory benefits; and in particular, to permit 
qualifications of profit-sharing plans whose benefits are disbursed to employees 
as retirement annuities, where the amount of such retirement annuities, rather 
than their original cost, bears a fixed relationship to wage or salary, we recom- 
mend that section 401 (a) (5) be amended by adding at the end thereof the 
following: 

“A profit-sharing plan in which contributions are definitely determinable with 
reference to current profits and under which the benefits provided in each taxable 
year would not be considered discriminatory under this subsection shall not be 
considered discriminatory within the meaning of paragraph (4) merely because 
the contributions on behalf of the employees under the plan do not bear a uni- 
form relationship to the compensation of such employees.” 


5. Qualification of annuity plans of life insurance companies 


Section 403 (a) (1) of the Internal Revenue Code of 1954 provides that em- 
ployer contributions to employee’s annuities are not taxable to the employee until 
the benefits are actually received by him provided the employer's contribution is 
deductible under section 404 (a) (2) or provided it is made by an employer ex- 
empt from taxation under section 501 (c) (3). Purely by oversight the code 
fails to recognize plans of exempt organizations (other than organizations ex- 
empt under section 501 (c) (3)) which, of course, do not take deductions, and of 
life insurance companies taxed under subchapter L of the code and not entitled 
to take deductions for compensation to their employees under section 404 
(a) (2). 

Obviously, annuity plans which meet the requirements of section 401 (a) of 
the Code and which are provided for emplovees of life insurance companies fall 
within the purview of section 403. The Internal Revenue Service has ruled 
very properly that contributions to an employee’s annuity by a life insurance com- 
pany shall be included in the employee’s income only as benefits are received. 
(I. T. 3715, 1945 C. B. 62.) 

Even though this ruling administratively provides safeguards for pension 
plans of life insurance companies, the Code should be specific on this point. Cer- 
tainly the concept of deductibility of employer’s contributions has of itself no real 
relevance to the taxation of the emnloyee, and in fact might be eliminated en- 
tirely from section 403 (a) (1). The following is offered as one method of 
amending the Code to correct the earlier omission. 
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Section 403 (a) (part to be omitted in brackets; new language in italic) : 

“(1) GENERAL RULE.—Except as provided in paragraph (2), if an annuity con- 
tract is purchased by an employer for an employee [under a plan with respect 
to which the employer’s contribution is deductible under section 404 (a) (2),J 
under a plan which meets the requirements of section 401 (a) (8), (4), (5), and 
(6), and as to which refund of premiums, if any, are applied within the current 
tarable year or next succeeding taxable year toward the purchase of such retire- 
ment annuities, or if an annuity contract is purchased for an employee by an em- 
ployer described in section 501 (c) (3) which is exempt from tax under section 
501 (a), the employee shall include in his gross income the amounts received 
under such contract for the year received as provided in section 72 (relating to 
annuities) except that section 72 (e) (3) shall not apply.” 


6. Investment in group annuities under profit-sharing plans without the inter- 
vention of a trust—Sections 403 and 404 

Under sections 403 and 404 of the Code an employer may establish a pen- 
sion plan meeting the conditions of section 401 by directly purchasing group an- 
nuity contracts from an insurance company without creating an intervening 
pension trust. It is obvious in cases of group annuity plans that the need for 
a separate trust agreement and the additional cost imposed by the creation of 
the trust entity is not present, and the Code recognizes this specifically. The 
same is true of group annuity contracts designed for use in a profit-sharing 
plan for pension purposes. However, in this case the Internal Revenue Serv- 
ice has never permitted the qualification of a plan without an intervening trust. 

There has always been a question as to whether the Code itself requires the 
establishment of a trust in the common-law sense in any case so long as proper 
safeguards against discrimination and against use of funds for the benefit of 
the employer are established. The legislative history of the pension and profit- 
sharing plan provisions of the Code and court opinion on this subject all support 
a liberal interpretation of the term “trust” in this context. The Internal Reve- 
nue Service has, however, always insisted upon the establishment of a trust 
recognizable under State law, if the profit-sharing plan is to be qualified. There- 
fore, even though present law is subject to the interpretation that a nontrusteed 
profit-sharing plan would be permissible, it is not so administered and legisla- 
tive relief is necessary. 

The growth of profit-sharing plans in recent years, particularly in answer to 
the need of smaller employers for a flexible means of providing deferred com- 
pensation, clearly shows the need for legislation opening the way for group an- 
nuity profit-sharing plans without the intervention of a trust. 

The following amendments are recommended : 

1. Section 404 (a) (2)—insert the word “pension” before “plan”. 

2. Add a new paragraph (4) to section 404 (a) as follows: 

(4) In the taxable year when paid, in an amount determined in accordance 
with paragraph (3) of this subsection, if the contributions are paid toward the 
purchase of retirement annuities and such purchase is part of a profit-sharing 
plan which meets the requirements of section 401 (a) (3), (4), (5) and (6), 
and if refunds of premiums, if any, are applied within the current taxable 
year or next succeeding taxable year toward the purchase of such retirement 
annuities.” 

8. Reletter present paragraphs (4), (5), (6), and (7) to (5), (6), (7), and 
(8). 

4. In newly designated paragraphs (6) and (7), change the reference to (1), 
(2), or (3) to (1), (2), (3), or (4). 

5. Change first three sentences of newly designated paragraph (8) to read 
(part to be omitted in brackets; new language in italic) : 

“E7] (8) Lrurr or pepuction.—If amounts are deductible (a) under one or 
more of paragraphs (1) and (2), and also (b) under either or both of para- 
graphs (3) and (4) {in connection with 2 or more trusts, or 1 or more trusts 
and an annuity plan], the total amount deductible wnder these paragraphs in a 
taxable year [under such trusts and plans] shall not exceed 25 percent of the 
compensation otherwise paid or accrued during the taxable year to the persons 
who are the beneficiaries under the [of the trusts or] plans. In addition, any 
amounts contributed [amount paid into such trusts] under such [annuity] plans 
in any taxable year, in excess of the amount allowable with respect to such year 
under the preceding sentence [provisions] of this paragraph shall be deductible 
in the succeeding taxable years in order of time, but the amount so deductible 
under this sentence in any 1 such succeeding taxable year together with the 
amount allowable under the first sentence of this paragraph shall not exceed 
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30 percent of the compensation otherwise paid or accrued during such taxable 
years to the beneficiaries under the trusts or plans. This paragraph shall not 
have the effect of reducing the amount otherwise deductible under paragraphs 
(1), (2), and C(3)] (4), if no employee who is a beneficiary under trusts 
or plans from which deductions are allowable under section 404 (a) (1) or (2) 


is also a beneficiary under the trusts or plans for which deductions are allow- 
able under section 404 (a) (3) or (4).” 


7. Valuation of life insurance and annuity contracts for estate and gift tar 
purposes—Sections 2031 and 2512 

Treasury Department regulations under both the estate tax and gift tax 
sections of the Code provide a standardized method for valuing annuities not 
issued by companies regularly engaged in their sale, and a different method for 
valuing annuities which are issued by such companies. This double standard 
creates a serous discrimination against insured annuities, thereby favoring un- 
insured annuities. The Treasury rules prescribe that uninsured annuities are to 
be valued on the United States Life Table, 1939-41, with interest at 3% percent 
per annum, while insured annuities are to be valued at the price of a comparable 
eontract issued by the company paying the particular annuity. 

Our associations had hoped that the enactment of the Code of 1954 and the 
opportunity it presented for rewriting the regulations and reexamining the errors 
therein would result in correction of this discrimination. However, when pro- 
posed regulations were issued under the new gift tax and estate tax sections 
the identical discrimination was republished. 

It is safe to say that insurance company annuity rates are in all cases higher 
than corresponding values developed from the United States Life Table, and in 
most cases a great deal higher. These discrepancies speak for themselves. Most 
of the difference can be attributed to greatly different assumptions as to future 
mortality among annuitants, and to different interest assumptions although the 
eontracts create identical liabilities. Part, however, can be attributed to the in- 
clusion of administration and sales expenses in the price of insurance company 
annuities, items which we believe should be uniformly included or uniformly 
excluded in valuing both insured and uninsured annuities. 

The rule -for valuing property generally is that it shall be valued according 
to the price at which such property would change hands between a willing buyer 
and a willing seller, neither being under any compulsion to buy or to sell, and 
both having reasonable knowledge of relevant facts. This is a single standard, 
and should produce a single result—not the double result of the proposed regu- 
lation. Given two individuals of the same age and sex and entitled to the same 
amount of annuity, there seems to be no rationale consistent with this general 
rule for arriving at different results according to whether the annuity is in- 
sured or uninsured. Instead, insured and uninsured annuities should both be 
valued according to a single standard. It might be that a new plan may be 
devised to bring other annuities in line with the valuations prescribed for an- 
nuities issued by life insurance companies. It seems to be a much preferable 
eourse, however, to apply a single set of tables to all annuities because the use 
of such a table will not only eliminate valuation differences as between-insured 
and uninsured annuities, but as between two or more insured annuities provided 
by different insurance companies. 

We urge that specific legislative provision be made to end this discrimination 
in valuation which results in the payment of a higher estate tax or gift tax 
based upon the nature of the issuer and not upon the nature of the benefits 
actually to be received. 


New York, N. Y., December 19, 1957. 
House Ways AND MEANS COMMITTEE, 
Leo H. Irwin, Clerk, 
New House Office Building, Washington, D. OC. 


Dear Sime: As the House Ways and Means Committee will open public hearings 
in Washington on January 7, 1958, concerning general taxation, allow me to 
make the following statements for the record. 

Educating our youth today is not only fashionable or the proper social function 
but rather a necessity for one’s ability to earn a living and, needless to say, 
for the preparation of being able to perform a service to country. 

Again it is needless to say that costs for one’s education have risen consider- 
ably in recent years, and that the time element for preparation has risen con- 
siderably which necessitates additional sums of money. 
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The burden of financing this program for today’s youth falls on the parent 
who earns a livelihood for the family. It is my suggestion that the head of the 
family whether filed as a single or joint tax return should be allowed to receive 
a 100 percent credit or deduction from adjusted gross income for all expenses 
which are rightfully expended to keep a student in an aceredited college. I 
further suggest that in order to have these records bona fide that each college 
or university file with the Government a form equivalent to a W-4 for each 
student showing the exact amounts paid for tuition and relative expenses in- 
cluding board and housing. This principle would be in line with the one now 
held by the tax department that necessary business exepnses in line with enabling 
one to perform or earn an income are deductible. The same principle should 
apply when a parent must spend large sums of money in order to train and 
prepare a child to have the means with which to earn a living later in life and 
to be of service to man and country. 

I trust your honorable committee will consider this proposal and if it is 
necessary for a personal appearance at any of the committee meetings I should 
arrange for same upon due notice. With kind thanks in advance and with 
greetings for the holiday season. 

Very truly yours, 


MuRBRAY M. MAGLOFF. 


STATEMENT OF TEACHERS INSURANCE AND ANNUITY ASSOCIATION OF AMERICA 


Teachers Insurance and Annuity Association of America appreciates this 
opportunity to file a statement with this committee for the record of its hearings 
on general tax revision. In this statement we wish to call attention to the 
problems of retirement plans of nonprofit educational organizations arising under 
certain provisions of the Internal Revenue Code of 1954. These provisions in- 
clude sections 101 (b) (2) (B), 408 (a) (2), and 20389 (c). In addition, the 
proposed section 57 of H. R. 8381, paralleling section 2039 (c), gives rise to the 
same questions. 

Our particular interest in this matter is in behalf of participants and bene- 
ficiaries under the 774 retirement plans of United States educational organiza- 
tions (as of the end of 1957) which are funded and administered through 
contracts issued by us. 

Before the Internal Revenue Code of 1954 was enacted, participants and 
beneficiaries under the retirement plans of tax-exempt educational organizations 
were given the same tax treatment as participants and beneficiaries under the 
qualified retirement plans of taxable commercial organizations. This resulted 
from the provision in section 22 (b) (2) (B) of the Internal Revenue Code of 
1939, which dealt with the status of employer contributions to retirement plans 
as they affect individual income tax liability. This provision was continued 
in substance in section 403 (a) (1) of the Internal Revenue Code of 1954, and 
to that extent consistent treatment under the retirement plans of tax-exempt 
educational organizations has been continued. 

Certain new provisions of the Internal Revenue Code of 1954, however, which 
provide additional tax benefits for participants and beneficiaries under retire- 
ment plans are available only in the case of qualified plans. To that extent the 
Internal Revenue Code has departed from the former consistent treatment of 
the two categories of retirement plans. These tax-relief provisions, referred to 
in the first paragraph above, were discussed by us in more detail in our appear- 
ance before the Mills subcommittee on November 20, 1956 (record of hearings, 
at pp. 123, 151). 

Our appearance before the subcommittee at that time was in connection with 
the concern of the Treasury and the subcommittee over certain problems which 
have arisen under that part of section 403 (a) (1) which covers the retirement 
plans of tax-exempt educational organizations. It was the conclusion of this 
committee, in the proposed new section 403 (b) embodied in section 19 of H. R. 
8381, that corrective legislation was needed. If legislation is deemed necessary, 
we feel that the formula set forth in the proposed section 403 (b) is a fair one, 
which allows reasonable latitude for the development of sound retirement plans, 
while at the same time preventing any substantial abuse of the tax benefit. 

In reporting H. R. 8381, however, this committee did not deal with the further 
problems mentioned by us in our appearance before the subcommittee, which 
are the subject of this statement. It should be completely feasible to extend 
the treatment now provided in section 403 (a) (1) consistently to the other 
aspects of the tax position of participants and beneficiaries. This is especially 
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true once the basic question of fair limits of employer contributions to the retire- 
ment plans of tax-exempt educational organizations has been settled. We there- 
fore wish to renew our request for such an extension of the 1954 provisions, and 
we are hopeful that this consideration will be given in further deliberations of 
Congress on H. R. 8381. 

The code provisions which are the subject of this statement are minor in the 
whole picture of tax benefits under retirement plans, and they involve little or 
perhaps no revenue loss. To the relatively small number of individual partici- 
pants and beneficiaries affected, however, they may be of considerable importance. 
Because of these individual problems, the lesser tax aspects have become a source 
of annoyance and confusion under those retirement plans where deaths or other 
occurrences have forced individual situations to attention, and the number of 
these will undoubtedly continue to grow. We respectfully suggest that the best 
means of solving this problem is to extend consistent tax treatment under the 
new provisions of the 1954 code. This can be done within the same limits deemed 
proper under the proposed section 403 (b). Since the present section 403 (a) (1) 
is the provision having the major tax effect upon these retirement plans, we 
submit that the lesser provisions should naturally follow it, or any amendment 
that is made to it. 

We scarcely need to call attention to the problems which will be faced by the 
educational organizations in this country in the coming years, with the vastly 
increased importance of scientific knowledge, and with the growth of college 
populations. Our educational organizations need to attract and hold the best 
caliber of people for their staffs; and sound retirement plans play an important 
part in this. We therefore hope that this committee will see fit to continue the 
general tax situation as it existed prior to 1954, under which our retirement 
plans have grown strong, and to eliminate those present discriminations which 
give rise to dissatisfaction among a dedicated but relatively poorly paid group 
of scientists, teachers, and other academicians. 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA, 
WaSHINGTON, D. C. 


SECTION 243——DIVIDENDS RECEIVED BY CORPORATIONS 


Historically, payments of intercorporate dividends have been treated for Fed- 
eral income-tax purposes as nontaxable transfers of funds from one corporation 
to another. Prior to the Revenue Act of 1936, a corporation receiving dividends 
was allowed a reduction in the amount of 100 percent of such dividends and 
thus incurred no tax thereon. This deduction was allowed upon the theory that 
a corporate tax had already been paid upon the earnings out of which the divi- 
dends were distributed. 

Beginning with the enactment of the Revenue Act of 1936, 15 percent of inter- 
company dividends have been subject to tax. This is accomplished by including 
the entire amount of dividends in gross income and allowing a credit against net 
income for 85 percent of the amount of dividends received, such credit being lim- 
ited to an amount not in excess of 85 percent of adjusted net income. 

In 1936, with a corporate income tax rate of only 15 percent, the effective tax 
rate on intercompany dividends was only 2.25 percent. Under the present 52 
percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much more seri- 
ous than when first’ imposed. 

The only reason for and the only possible justification for taxing intercor- 
porate dividends is contained in a message to Congress by the President of the 
United States dated June 19, 1935, in which the President recommended the sub- 
stitution of a corporation income tax graduated according to the size of cor- 
poration income in place of the then uniform rate of 13%4 percent. The Presi- 
dent followed this recommendation with the following: 

“Provision should, of course, be made to prevent evasion of such graduated tax 
on corporate incomes through the device of numerous subsidiaries or affiliates, 
each of which might technically qualify as a small concern even though all were 
in fact operated as a single organization. The most effective method of pre- 
venting® such’ evasions would be a tax on dividends reecived by corporations. 
Bona fide investment trusts that submit to public regulation and perform the 
function of permitting small investors to obtain the benefit of diversification of 
risk may well be exempted from this tax.” 
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This reason should not be controlling as regards to taxation of a public utility 
company system. Under the Public Utility Holding Company Act of 1935, hold- 
ing companies which are still in existence have established to the satisfaction of 
the Securities and Exchange Commission that they provide substantial econo- 
mies for the benefit of the consumers and the group as a whole. Over the past 
few years many of the former subsidiaries have, where possible, been merged 
into their parent or into other operating subsidiaries. 

In other instances, a regulated public utility is required to furnish part of one 
or both of its services through the medium of subsidiaries. For example, some 
States require that a utility operating within their geographical limits shall be 
incorporated within the particular State, even though the separate corporation is 
a part of an integrated utility system operating in several States. The result is 
that a separate utility corporation must be set up within the limiting State. In 
other cases, the use of a subsidiary to supply part of the service, or some of the 
facilities through which the service is supplied, is required because of joint own- 
ership of property, franchise requirements, or similar causes over which the reg- 
ulated public utility has no control. 

The situations outlined above have prevented many utility companies from 
merging into one single corporation. The same considerations, plus the stock 
ownership requirements of section 1504, may prevent the filing of a consoli- 
dated return. In these cases, the utility must, under the present provision of the 
Internal Revenue Code, pay tax at the rate of 7.8 percent on dividends received 
from its subsidiaries. This is an obvious inequity, since the utility is forced 
to pay a Federal tax penalty because of the requirements of State or local law, 
or other conditions over which the utility has no control. 

The following example will illustrate the imposition of tax as corporate earn- 
ings pass through the hands of other corporations before distribution to the 
beneficial owners. 

Corporation P (parent company) owns 79 percent of the voting stock of Corpo- 
ration S which, in turn, owns 75 percent of the voting stock of Corporation A. 
Because of the lack of 80 percent stock ownership, none of the corporations can 
be included in a consolidated return. Thus, the full impact of the tax on inter- 
company dividends must be borne under the present law. Here is what hap- 
pens: 


Corporation A with a net income before tax of $1,000,000 pays a tax of__ $520, 000 
and out of its net income after tax pays $480,000 in dividends to 
Corporation 8. 


Corporation S pays a tax of 7.8 percent of its dividends from Corpora- 
tion A, or a tax of 


ater coon bie ok ameniidoansthtetnnnieededatl Abbett otal Bi idl teture 7,440 
and pays a dividend of $442,560 to Corporation P. 
Corporation P pays a tax of 7.8 percent on its dividends from Corpora- 
TEU FS, OF. 0 COE OE nm ntctennensiepirasbedhietlanintgasaciiiatas Dil 34, 520 
Toe, the total tax peid fe... nos wasecmenisbuesisild aati 591, 960 


In the above example, an effective tax rate of more than 59 percent has been 
paid. Yet the difference between an affiliated group of utilities and a utility 
which has been able to consolidate all of its operations into a single corporation 
is only a matter of form. 


This obvious inequity should be corrected by eliminating the present tax on 
dividends from one domestic corporation to another. 


WasHINeTON, D. C., January 29, 1958. 
Hon, Witsur D. Mirtzs, 


Chairman, House Ways and Means Committee, 
Washington D. C. 


DeaR CONGRESSMAN Mitts: There are enclosed herewith copies of a memoran- 
dum dealing with the funding of employer’s obligations under a deferred compen- 
sation contract. 


We respectfully request that the enclosed memorandum be made part of the 
. record of the hearings on tax revision being conducted before your Committee. 
Respectfully submitted. 


GARDNER, Morrison & Rogers, 
By THomas J. Beppow. 
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FunDING OF EMPLOYER’S OBLIGATIONS UNDER A DEFERRED COMPENSATION 
CONTRACT 


Employee deferred compensation contracts have come into widespread use 
in the United States. The usual type of employee deferred compensation con- 
tract is one under which the employer promises to make compensation payments 
to the employee at specified times in the future (normally after retirement), 
or, in the event of the employee’s death, to his heirs. In the typical situation 
the right to receive the future payments is subject to substantial conditions, 
such as the employee’s making himself available for consultation after retire- 
ment, and the employee’s not entering into a business competitive with that of 
his employer. 

Under existing law, it is well established that the usual type of deferred 
compensation contract is productive of taxable income to the employee (or his 
heirs) only when, as and if the future compensation is paid by the employer 
to the employee, and it is clear that the employer gets a deduction not when 
the potential liability to make future compensation payments to the employee 
comes into existence but only when such payments are, in fact, made by the 
employer. But suppose the employer were to fund his potential liability 
to pay deferred compensation by paying over the amount of such potential 
liability to a trustee for disbursement by the trustee to the employee in accord- 
ance with the terms of the contract. Under such circumstances, there is danger 
under existing law that the employee might be held to realize taxable income 
in the full amount of the funded potential liability even though the employee’s 
right to receive anything is in futuro and conditional, or that the employer 
might be held to get no deduction in respect of the deferred compensation either 
at the time that actual payments thereof are made to the employee or at any 
other time. 

To allow the mere act of funding of deferred compensation obligations to 
produce income tax liability to an employee or to negate the right of the em- 
ployer to a deduction is obviously unfair and unreasonable. Instead of per- 
mitting uncertainties to exist that discriminate against the funding of deferred 
compensation agreements, our tax laws should specifically sanction such fund- 
ing in order to give employees a more solid base for their future security than 
the mere unsecured promise of the employer to pay. The code should accord- 
ingly be amended to provide that, not withstanding payment by the employer 
of deferred compensation to a trustee for disbursement by the trustee to the 
employee in accordance with the applicable contract, the employee shall be 
taxable only when and as he actually receives the deferred compensation and 
the employer shall be entitled to a deduction in the amount of and at the time 
of the actual payment of the deferred compensation to the employee. This 
would not permit employees to escape any tax liabilities, nor give employers 
unintended deductions, nor result in any loss of tax revenues to the Government. 
Its only effects would be to eliminate the possibility that employees might incur 
substantial tax liabilities before they are in receipt of spendable income, and 
to make certain that employers get appropriate deductions for compensation 
paid. 

The bill which became the Revenue Act of 1954 (H. R. 8300, 84th Cong.), 
as passed by the House, contained provisions (sec. 401 (c), 402 (b), and 403 
(a)5) which would have largely eliminated the defects in existing law and 
permitted an employer to fund a deferred compensation obligation without tax 
incidence to the employee and without loss of a compensation deduction to 
the employer. These provisions were, however, eliminated from the bill by the 
Senate Finance Committee without comment. It is respectfully submitted that 
provisions of this sort should now be incorporated in the code. 


WASHINGTON, D.C., January 6, 1958. 
Hon. Wiiswur D. MILLs, 
Chairman, Committee on Ways and Means, 
United States House of Representatives, 
Washington, D.C. 


Dear Sir: In response to the late Chairman Cooper’s announcement on Sep- 
tember 11, 1957 on the general tax revision hearings which are being held by 
the Committee on Ways and Means, we respectfully suggest that the problem 
described in the following paragraphs and the attached technical memorandum 
merits the serious consideration of your committee. 
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Taxpayers who purchase or otherwise acquire in a taxable transaction the 
assets of other businesses find themselves in an unfavorable tax position since 
the purchase price which is attributable to goodwill and other intangibles 
becomes frozen capital. Under current law no depreciation or amortization 
deduction is allowed for the purchase price attributable to such assets. This 
treatment of the cost of goodwill and other intangibles is inequitable for the 
reason that it discriminates against a taxpayer who purchases goodwill as com- 
pared with the taxpayer who, through deducting currently the costs of advertising, 
promotion, research, and similar expenses, creates goodwill. 

We therefore suggest that your committee give serious consideration to 
amending the 1954 code retroactively to permit the amortization of purchased 
goodwill and other intangibles. 

Attached to this letter is a memorandum setting forth at greater length the 
principles upon which we base this suggestion. 

Very truly yours, 
LYBRAND, Ross Bros. & MONTGOMERY, 


INTERNAL REVENUE CopE SHOULD Br AMENDED TO PERMIT AMORTIZATION OF 
PURCHASED GOODWILL AND OTHER INTANGIBLES 


The code presently contains no provision dealing specifically with the write- 
off of purchased goodwill, trademarks, trade names, secret processes and formu- 
las, and other like intangibles. However, the following long-standing Treasury 
regulation’ effectively bars any current writeoff, requiring proof of complete 
abandonment or termination before any recovery of capital outlay is deductible: 

“Intangibles. If an intangible asset is known from experience or other 
factors to be of use in the business or in the production of income for only a 
limited period, the length of which can be estimated with reasonable accuracy, 
such an intangible asset may be the subject of a depreciation allowance. Wx- 
amples are patents and copyrights. An intangible asset, the useful life of 
which is not limited, is not subject to the allowance for depreciation. No 
allowance will be permitted merely because, in the unsupported opinion of the 
taxpayer, the intangible asset has a limited useful life. No deduction for 
depreciation is allowable with respect to goodwill. For rules with respect to 
organizational expenditures, see section 248 and the regulations thereunder.” 

The reasons why the code should be amended to permit current recovery 
oh pia amortization of purchased goodwill and other intangibles are two- 

old: 
(1) The amendment is desirable to conform tax accounting with gen- 
erally accepted principles of accounting. 
(2) The amendment is necessary to end the existing highly discriminatory 
treatment under the Internal Revenue Code of taxpayers making non- 
recoverable capital outlays for intangibles. 


AMENDMENT WOULD CONFORM TAX LAW WITH ACCOUNTING PRINCIPLES 


The amortization of goodwill and other intangibles is discussed in the Ameri- 
can Institute of Accountants, Accounting Research Bulletin No. 43, chapter 5, 
paragraphs 5to7. Two general classifications are made: 

Type (a)—includes, together with other intangibles, goodwill as to 
which there is evidence of limited duration ; and 

Type (b)—includes, together with other intangibles, goodwill generally 
and going value having no such limited term of existence and, at time of 
acquisition, no indication of limited life. 

Paragraph 5 provides for amortization of type (a) intangibles and paragraph 
6 permits amortization where type (b) becomes type (a). Amortization is made 
by systematic charges in the income statement. 

Goodwill, going value, trademarks, trade names, secret processes and formulas, 
and like intangibles acquired by purchase constitute type (b). As stated in 
paragraph 7 of the bulletin: 

“When a corporation decides that a type (b) intangible may not continue to 
have value during the entire life of the enterprise it may amortize the cost of 
such intangible by systematic charges against income despite the fact that there 
are no present indications of limited existence or loss of value which would indi- 
cate that it has become type (a), and despite the fact that expenditures are being 


2 Sec. 1.167 (a)-—3. 
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made to maintain its value. The plan of amortization should be reasonable; it 
should be based on all the surrounding circumstances, including the basic nature 
of the intangible and the expenditures currently being made for development, 
experimentation, and sales promotion. Where the intangible is an important 
income-producing factor and is currently being maintained by advertising or 
otherwise, the period of amortization should be reasonably long.” 

The proposal that intangibles be treated as a deferred expense is based on the 
nature of the intangibles involved. Goodwill, trademarks, trade names, secret 
processes and formulas are valuable to a purchaser only if, in the foreseeable 
future, they will provide a means of earning profits (called superprofits) in 
excess of a normal or average rate of return on investment. Going value repre- 
sents the initial advantage in acquiring a functioning business organization 
rather than expending time and effort to reach that stage. The purchaser has 
no guaranty that superprofits will be earned at all but, based on appraisal of 
the circumstances, is willing to pay for an amount expected to be earned for a 
limited period from the carryover of customers, products, names, etc. Going 
value is an advantage which is based primarily on the time factor and varies with 
the size of the purchased business and the skill and enterprise of the purchaser. 

The purchaser cannot expect to realize superprofits indefinitely because sooner 
or later the retention of customers and realization of profits will be based upon 
the ability, effort, policies, and good fortune of the purchaser. Under the prin- 
ciple of matching costs with revenues, the cost of possible temporary advantage 
from goodwill purchased should be prorated against expected revenues and 
profits. 

The efforts of the purchaser to earn superprofits in the future will be through 
expenditures for development, experimentation, sales promotion, advertising, 
attraction of superior management by adequate compensation plans and incen- 
tives, etc. Profitable managerial policies must be continued and improved. 
Favorable circumstances and good fortune must be present, over which no con- 
trol may be exercised. General or industry-wide conditions may prevail over 
any factors and thus eliminate superprofits. 

It is reasonable, therefore, that the cost of such purchased intangibles be 
written off during the most likely period of benefit from carryover. The conten- 
tion that some elements may be present permanently appears to be unsound and 
unrealistic. The intangibles involved are not static but must be constantly 
renewed; they may be compared to a continuously burning fire. It is illogical to 
deduct the future cost of advertising and research currently and maintain as 
permanent capital outlay the price evaluated for advertising, research, etc., ex- 
pended in the past. 

Modern competitive conditions, means of mass advertising, and accelerated 
pace of technological change also indicate a realistic need for early writeoff of 
such purchased intangibles. Changes in processes and products are more com- 
monplace because of increased emphasis on research. The goodwill attached 
to existing products may vanish with the product because of better products. 

Even the customers may change because of greater mobility in transportation 
and communication. These factors also affect trade customers, employees, and 
the consuming public. Mere passage of time and ordinary rate of human 
mortality result in expiration of goodwill and need for its continual rebirth. The 
value of a going concern is not a permanent and exclusive advantage nor based 
on superior earnings. It is only the lag in developing a going business and 
should be amortized accordingly. 

The Securities and Exchange Commission has approved financial statements 
showing the writeoff of purchased goodwill by charges to earnings and it endorses 
the principles of amortizing intangibles as stated in Accounting Research Bulletin 
No. 43. In past years the commission has raised inquiries as to propriety of 
accounting where registrants have included goodwill indefinitely in the financial 
statements. As a result, numerous companies have amortized goodwill in the 


financial statements.’ 


AMMENDMENT WOULD END PRESENT DISCRIMINATION AGAINST 
PURCHASERS OF INTANGIBLES 


The Internal Revenue Code of 1954 added two significant new sections to the 
law relating to: Research and experimental expenditures (sec. 174) and corpo- 
rate organization expenditures (sec. 248). In each case the expenditures may, 


2 Rappaport SEC Accounting Practice and Procedure, p. 61 (Ronald Press Co., 1956). 
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at the election of the taxpayer, be treated as deferred expenses which are 
allowed as deductions ratably over a period of not less than 60 months. 

The congressional committee reports explain the purposes of these changes, 
which are summarized below : 

1. Research expenditures which were capital in nature were not amortiz- 
able where a useful life could not be definitely determined. Deduction could 
be obtained only when the project was abandoned: 

2. Blimination of uncertainty and encourage research and experimenta- 
tion. 

3. Corporate organization expenditures were amortizable only when use- 
ful life was determinable by a limited term of existence specified in the 
charter. Deduction was allowed only in the year of liquidation. 

4. Allowance of corporate organization costs would conform tax and gen- 
eral business accounting thereof. 

A further step in the direction of permitting amortization of intangibles whose 
useful lives are not definitely determinable was taken by the enactment of sec- 
tion 177 of the code of 1956 (Public Law 629, 84th Cong., 2d sess.). Under 
this provision expenses incurred in the acquisition, protection, expansion, etc., 
of trademarks and trade names are amortizable by the election of taxpayers 
over a period of not less than 60 months. The provision is not applicable, how- 
ever, to purchased trademarks or trade names or those acquired in connection 
with the purchase of a business. 

Recognition has thereby been accorded to numerous factors which are equally 
applicable to tax amortization of the intangibles discussed herein : 

1. Where useful life is not readily determinable it is manifestly unfair 
to allow no current deduction against current revenues. 

2. Uncertainty as to allocable amount between tangibles and intangibles 
in lump-sum purchases would be eliminated if both categories were tax 
deductible. 

8. Expansion, economic growth, stability, and continuity of business en- 
terprises would be encouraged. 

4, Would contribute to conforming tax accounting with general business 
accounting. 

To disallow a tax deduction for amortization of purchased intangibles in the 
light of these new sections is discriminatory and inequitable in view of the simi- 
larity of circumstances. It is likewise inequitable that two businesses be taxed 
differently depending whether goodwill, etc., is acquired by purchase or by an- 
nual outlays for advertising, research, etc. 

Capital outlay for land is not recoverable through depreciation but its ex- 
istence is permanent while under existing law, the highly perishable intangibles 
discussed herein may not be written off until 100 percent proof of their dis- 
appearance is obtainable. Even in the case of land, the taxpayer has an oppor- 
tunity of matching its cost with revenues by sale and lease-back and deducting 
the annual lease expense. 


CONCLUSION 


The Internal Revenue Code of 1954 should be amended retroactively to the 
year 1954 to permit purchased goodwill, trademarks, trade names, secret proc- 
esses and formulas, and other like intangibles, at the election of the taxpayer, 


to be treated as a deferred expense and deducted ratably over a period of not 
less than 60 months. 


STATEMENT ON BEHALF OF THE CHICAGO & NorTH WESTERN Rartway Co. wiTH 
REsPect TO AMENDMENT OF SECTION 723 oF THE INTERNAL REVENUE CopE or 1939 


This statement is presented to the Committee on Ways and Means on behalf 
of the Chicago & North Western Railway Co. 

The company urges the committee to include in its proposed revenue revision 
the provisions of H. R. 346, a copy of which is attached as exhibit A. This bill, 
introduced by Representative Noah Mason in the first session of this Congress, 
would amend section 723 of the Internal Revenue Code of 1939, dealing with 
World War II excess profits taxes. Its purpose is to confirm the congressional 
intent clearly expressed at the time of enactment of section 113 (a) (20) of the 
1939 code, relating to basis in railroad reorganizations. 


Section 113 (a) (20), which was added by section 142 (b) of the Revenue 
Act of 1942, provides as follows: 
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“If the property of a railroad corporation, as defined in section 77m of the 
National Bankrupty Act, as amended, was acquired after December 81, 1988, in 
pursuance of an order of the court having jurisdiction of such corporation— 

(A) in a receivership proceeding, or 
ae = a proceeding under section 77 of the National Bankruptcy Act, as 
amen 
and the acquiring corporation is a railroad corporation * * * organized or made 
use of to effectuate a plan or reorganization approved by the court in such pro- 
ceeding, the basis shall be the same as it would be in the hands of the railroad 
corporation whose property was so acquired. * * *” 

This provision was added to the 1942 bill by the Senate Finance Committee. 
The report of that committe stated that the basis determined under section 
113 (a) (20) “shall be utilized for invested capital computations as well as for 
the computations affecting income.” * 

The report further stated : 

“As a result of this amendment, the basis of property will be the same whether 
the reorganization resulted in the continuation of the old corporate entity or 
the creation of a new corporate entity.” * 

In spite of this clearly expressed congressional purpose, the Treasury—revers- 
ing its earlier stand—has taken the position that where a railroad reorganization 
was consummated by using the old corporate entity instead of by forming a new 
corporation, the “property paid in” for the new stock is not the railroad property 
retransferred to the corporation by the trustee in bankruptcy, but is the old bonds 
turned in for the new stock. Under this view, the basis of the corporate assets 
is not relevant to the determination of equity invested capital, and the congres- 
sional intent that such basis “shall be utilized for invested capital computations” 
is disregarded. 

The only railroad affected by the Treasury’s present interpretation is the 
Chicago & North Western. The purpose of H. R. 346 is to insure that this rail- 
road will be treated exactly like all other reorganized railroads and given the 
relief which section 113 (a) (20) was clearly designed to confer. 

The provisions of this bill have previously been approved by this committee.’ 
They have twice been unanimously reported with approval by the Senate Finance 
Committee, which concluded that the amendment would carry out the original 
congressional purpase.* They have twice been adopted on the floor of the 
Senate® The bill is not designed to provide retroactive relief but, as the Senate 
Finance Committee found, serves only to insure that the original purpose of 
section 113 (a) (20) will prevail. 

The company believes that the Treasury’s present view is clearly improper 
under the 1939 code, and that the proposed legislation would therefore result 
in no loss of revenue. It urges this committee to adopt a clarifying amendment, 
however, to remove the threat of a disadvantageous tax treatment to which no 
other recorganized railrodd is subject and which Congress manifestly did not 
intend. 

ExuHIsiT A 


[H. R. 346, 85th Cong., 1st sess.] 
A BILL TO amend section 728 of the Internal Revenue Code 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 723 of the Internal Revenue Code 
of 1939 (relating to equity invested capital in special cases) is hereby amended 
by adding at the end thereof the following new subsection : 

“(c) If a recapitalization of a railroad corporation, as defined in section 77m 
of the National Bankruptcy Act, as amended, was effected after December 31, 


ios Rept. No. 1631, 77th Cong., 2d sess., p. 112. 

8 cam remarks of Representative Reed, 102 Cong. Rec. 10505. 

48. Rept. No. 2038, 88d Cong., 2d sess.; S. Rept. No. 1404, 84th Cong., 2d sess. H. R. 
6440, reported by 8. 8. Boot. No. 2038, never reached a vote on the floor of the Senate. In 
the case of 7, reported by S. Rept. No. 1404, the relevant provision was passed 
by the bees but, a the ee of the : onsors, who did not wish to jeopardize the 
passage of other provisions of H. R. 7247, e Senate receded from this amendment at 
the committee of confrence on the bill. The conferees from both Houses expressed their 
understanding that the action was taken without prejudice as to the merits of the provision. 
H. ent. No. 2252, 84th Cong., 2d se P; 8. 

56101 Congressional Reeord 12303 2304 (amendment subsequently withdrawn in 
response to parliamentary objection) ; 102 Congressional Record 1890 (amendment receded 
from at committee of conference). 
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1938, in pursuance of an order of the court having jurisdiction of such 
corporation— 
“(1) in a receivership proceeding ; or 
“(2) in a proceeding under section 77 of the National Bankruptcy Act, 
as amended, 


the equity invested capital of such corporation shall (at the election of the 
taxpayer) be the same as if the assets had been acquired in a transaction to 
which section 760 is applicable.” 

Sec. 2. This amendment shall be effective for taxable years beginning after 
December 31, 1941. 





NEWMAN & Bisco, 
New York, January 8, 1958. 
CLERK OF THE COMMITTEE ON WAYS AND MEANS, 
New House Building, Washington, D.C. 

Dear Sir: In connection with the forthcoming hearing on proposed amend- 
ments to the Revenue Code of 1954, I am pleased to submit for the consideration 
of the committee a statement as to the purpose, effect, and background of H. R. 
876, which was introduced by Representative Philbin on January 3, 1957, and 
referred to the Ways and Means Committee. 

I believe this bill to be a worthy one and would appreciate an opportunity 
to be heard at the forthcoming hearing. 

Very truly yours, 
JoHN BH. Hiaaiston, Jr. 


STATEMENT AS TO THE PURPOSE, EFFEOT AND BACKGROUND OF H. R. 876 


H. R. 876 seeks to make the remedial provision of section 2104 (a) of the 
1954 code retroactive to January 1, 1954. 

Section 2104 (a) of the 1954 code, dealing with estate taxes, reads as follows: 

“For the purposes of this subchapter shares of stock owned and held by a 
nonresident not a citizen of the United States shall be deemed property within 
the United States only if issued by a domestic corporation.” 

H. R. 876 would amend this by adding the following: 

“This subsection shall apply to estates of all decedents dying after December 
31, 1953.” (Note: December 31, 1953, was erroneously printed ag December 
21, 1958, in the bill as originally printed. ) 


BACKGROUND OF THE BILL 


Section 2104 of the 1954 code changed the previously existing law to provide, 
in effect, that stocks of corporations organized outside the United States which 
were owned by nonresident alien decedents were to be regarded as property 
outside the United States for Federal estate-tax purposes even though the 
stock certificates representing these shares were actually physically situate in the 
United States at the time of the decedent’s death. The stated reason for the 
change was to bring the existing statute into line with existing tax treaties that 
the United States had with most of the countries of the world. For the most 
part, the old law applied to and discriminated against nationals of friendly 
Pan American and South American countries with whom the United States had no 
tax treaties while nationals of the principal European and Asiatic countries 
were exempt from its application by reason of tax treaties with those countries. 
A further reason for the change was to encourage the nationals of foreign 
countries to use facilities of our United States banks and trust companies for 
the safekeeping of their securities and thus encourage foreign commerce. 


UNDERLYING REASONS FOR H, R. 876 


H. R. 876 seeks to avoid a particularly harsh, oppressive and unfair appli- 
cation of the old law arising out of the following facts: 

On Friday, April 30, 1954, a national of a friendly Pan American country 
cabled his New York brokers from his home abroad and directed them to sell 
all of his stocks in foreign corporations and to deposit the proceeds of the sale 
in an account which he maintained with a New York bank. As Saturday, May 
1, was not a trading day the cable was not acted upon until the following Mon- 
day, May 3, during the course of which the securities were sold by the broker 
and the sale confirmed to the owner by mail. On the evening of that day, after 
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the close of business and after the broker had written to the owner confirming 
the sale, the owner died. Because of the customary time interval between the 
sale, delivery of the securities and payment of the purchase price, the proceeds 
of the sale of the securities were not received and deposited in the decedent’s 
account until a few days after the date of his death. As a result, in the course 
of the audit of the Federal estate-tax return for the decedent’s estate the 
representatives of the Treasury Department took the position that the decedent 
still owned these securities and that the certificates were physically present in 
the United States with the broker, and their value was subjected to Federal 
estate tax in the decedent’s estate. 

The harsh, discriminatory, and unfair nature of this result becomes immedi- 
ately apparent when the following factors are considered: 

(1) Had the decedent here, instead of being a national of one of our friendly 
Pan American countries, been a national and resident of any number of Euro- 
pean or Asiatic countries such as the United Kingdom, France, Finland, Greece, 
Ireland, Norway, the Union of South Africa, or Australia, no such technical con- 
tention would be available for the reason that our existing tax conventions 
with those countries all provide that shares of stock of corporations shall be 
deemed to be situated in the country in which the corporation was created or 
organized. Even the recent tax convention with our war enemy Japan contains 
a like provision as to Japanese nationals. 

(2) Had the provision of section 2104 (a) been made effective as of the 1st 
day of January 1954, as were most of the other provisions of the 1954 code, no 
such technical contention would be available since section 2104 (a) also provides 
that stocks of foreign corporations shall not be deemed property within the 
United States for Federal estate-tax purposes. 

(3) Had not the weekend intervened and had the actual delivery of the 
securities and payment of the proceeds into the decedent’s bank account been 
made prior to his death instead of a day or two after his death, the technical 
contention that the shares were subject to tax in the decedent’s estate could 
likewise not have been made since under another provision of the law moneys 
on deposit with banking institutions are also deemed not to be property within 
the United States for purposes of Federal estate tax. 

The result, therefore, that because this decedent was a national of one of our 
American countries with whom the United States has not entered into any tax 
convention his heirs have been deprived of a very substantial portion of their 
inheritance purely on technical grounds. Administrative relief is not available 
and their sole recourse is legislative relief or resort to lengthy and expensive 
judicial proceedings, the result of which can be at best problematical. 


BRIEF STATEMENT IN SUPPORT OF H. R. 876 


It is respectfully submitted that the bill is entitled to favorable consideration 
for the following reasons: 

(1) The very sound and compelling reasons which resulted in section 2104 (a) 
becoming a part of the 1954 code were in existence during the entire calendar 
year. If it were sound to change the existing law in the first place, as it clearly 
was, there were equally sound reasons for making the change effective for the 
entire calendar year 1954 as were other major provisions of the code dealing with 
income and estate taxes. 

(2) The usual practical objections to making remedial tax legislation retro- 
active had and have no application here for the simple reason that the rule 
changed by section 2104 (a) was not a rule of general application in the first 
place. It might properly be termed a rule of judicial legislation which originated 
in 1933 with the decision of Burnet v. Brooks (288 U. 8.378). Subseqquently, and 
as a result of tax treaties with most of the major countries of the world, the 
rule was abrogated as to the nationals of such countries, with the result that 
at the time of the enactment of section 2104 (a) the old rule was a rule of limited 
application and, as indicated above, largely discriminatory in its nature since 
the nationals of friendly Pan American and South American nations were prob- 
ably the principal taxpayers to whom it applied. 

(3) The United States has expended decades of time and effort and millions 
of dollars in cultivating friendly relations with our pan-American neighbors. 
The good neighbor has been a part of our policy for years and recently our Vice 
President completed an extensive good-will tour of those countries. The enact- 
ment of H. R. 876 would be in furtherance of that policy, a substitute of action 
for words, by affording to the nationals of those countries the same relief as is 
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afforded to the nationals of nearly all of the major European and Asiatic coun- 
tries. 

(4) The fundamental conceptions of justice which are embodied in the due- 
process clauses of our Constitution are for the protection of the life, liberty, and 
property of all persons— citizens and aliens alike. They preclude legislation 
which is arbitrary and discriminatory in its application. The very fact that 
Congress has seen fit to abrogate the rule of Burnet v. Brooks, through tay 
treaties with most of the major countries of the world, thus leaving the old rule 
applicable to a few countries with whom we have no tax treaties, raises grave 
constitutional questions as to the validity and effectiveness of the old rule as 
applied to the nationals of such countries. Some substance is added to this view 
by the very fact that Congress has seen fit in the 1954 code to abrogate the rule 
of Burnet v. Brooks as to nationals of all countries, irrespective of tax treaties. 
The enactment of H. R. 876 would, therefore, serve the dual purpose of not only 
doing justice and equity in a particular case but also of avoiding needless and 
expensive litigation to resolve this issue. 

(5) H. R. 876 is essentially noncontroversial and nonpartisan in nature. In 
seeking to make section 2104 (a) retroactive to January 1, 1954, it very prob- 
ably effects no different result than would have obtained at the time the 1954 code 
was considered if the particular problem presented here had been brought to the 
attention of and received the consideration of Congress at that time. 


STATEMENT OF INDEPENDENT NATURAL GAS ASSOCIATION OF AMERICA 
WASHINGTON, D. C. 


SECTION 6072 (B)—-RETURNS OF CORPORATIONS 


There are many elections in the Internal Revenue Code of 1954 to be exercised 
by taxpayers. There are also many provisions contained therein which are to 
be made effective under regulations prescribed by the Secretary of the Treasury. 

Because of the tremendous amount of work required in the preparation of 
regulations under the Internal Revenue Code of 1954, it has not been possible 
for the Internal Revenue Service to complete its studies and reviews and the 
issuance of many final regulations prior to the time that taxpayers must file 
their original income tax returns. In some cases, regulations issued provide 
that an amended return may be filed within 90 days after regulations have been 
filed and the taxpayer is then given the option of amending or changing his 
election based on this amended return. ' 

Present administrative procedure of the Internal Revenue Service, however, 
provides that an amended tax return need not be considered in determining 
the liability of a taxpayer for the taxable year. This procedure sometimes 
results in undue hardship on the part of the taxpayer and makes for complica- 
tions in administering the closing of income tax returns. 

It appears that the most effective method of remedying this situation would 
be a statutory amendment providing that returns amended solely to the extent 
required in exercise of the election should be accepted in lieu of the return pre- 
viously filed. We suggest that section 6072 (b) of the Internal Revenue Code 
of 1954 be amended as follows: 

“Sec. 6072 (b). RETURNS OF CORPORATIONS. Returns of corporations under 
section 6012 made on the basis of the calendar year shall be filed on or before the 
15th day of March following the close of the calendar year, and such returns 
made on the basis of a fiscal year shall be filed on or before the 15th day of 
the third month following the close of the fiscal year. An amended return, 
which is timely filed pursuant to provisions of the Internal Revenue Code of 
1954, or regulations issued thereunder, amended solely to the extent required 
in the ewxercise of the election, will be considered and treated as the return of 
the taxpayer for the period for which filed, and any return or returns previously 
filed for the same period will be treated as tentative returns or estimates, and 
payments made by the taxwpayer before the filing of the amended return in excess 
of the amount shown on the said amended return will be refunded in accord- 
ae oar, the provisions of section 6402 (a), I. R. 0. of 1954. [Suggested changes 
n c. 
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H. ©. SmirH Or Toor Co., 
Compton, CALIF., January 3, 1958. 
COMMITTEE ON WAYS AND MEANS, 
New House Office Building, Washington, D.C. 


GENTLEMEN: It is our feeling that strong reforms are needed at this time in 
order to insure a workable tax structure in the future. The following para- 
graphs represent our recommendations for reforms to be instituted by your 
committee. 

TREATMENT OF SMALL BUSINESSES 


It is our feeling that the present-day small corporation, under the current 52 
percent corporate rate, is at a distinct disadvantage in attempting to compete 
with larger corporations as to company growth. More specifically, the larger 
corporation possesses a far sounder woking capital position, is able to invest a 
great deal more in research and development, and thereby implements its own 
growth. The situation is compounded as the larger corporation can now avail 
itself of an expense writeoff of all research and development expenses and has 
its working capital position augmented by the tax savings. 


PAYMENT OF TAX—DECLARATION OF ESTIMATED TAX 


Future scheduled payments for corporate declarations will require that 25 
percent of a current year’s tax be paid in September, another 25 percent in De- 
cember, and 50 percent the following March. This has the effect of taxing the 
income of a corporation and requiring payment before the corporation’s net in- 
come for the year is determinate. It is very obvious the effect these advanced 
payment requirements will have on the working capital of smaller corporations. 


DEPRECIATION METHODS 


Although the 1954 Revenue Act allowed accelerated depreciation, which has 
been beneficial on new capital equipment acquisitions, all corporations are still 
saddied by a very outmoded and unrealistic Bulletin F. This publication, which 
designates the useful life to be assigned various corporate assets, should definitely 
be brought up to date commensurate with current operating conditions. Present 
depreciation allowances should give effect to economic depreciation or replace- 
ment cost and thereby adequately fund asset replacements. Due to the fact 
that the depreciation allowances are so unrealistic, when replacement actually 
takes place, funds that are set aside for expansion are dissolved in replacement. 

What we need and need most urgently is to overhaul the system from top to 
bottom—cleaning out the inequities, introducing more flexibility, removing the 
contradictions. What we need, in other words, is thoroughgoing tax reform. 

There has been little question for years but that the height of income tax rates 
is the crux of the problem. Only when we have lower tax rates will we be rid 
of the special privileges and tax dodging that high rates create. Only when we 
have lower tax rates will management and investors be free to make decisions on 
the basis of business factors and not of tax lures. 

What we need is a tax plan designed, not to release inflationary spending 
power, but to reinvigorate productive work effort. 

Very truly yours, 
Herscuet C. Smitu, President. 


GUNTERT & ZIMMERMAN CONSTRUCTION Drvision, INC., 
Stockton, Calif., December 24, 1957. 
House Ways AND MEANS COMMITTEE, 
Washington, D. C. 
(Attention: Mr. Leo H. Erwin.) 

GENTLEMEN : I welcome the opportunity to be able to present our tax problem 
to you. 

The detrimental effect of the present tax burden has be borne only because 
of the feeling of respect, appreciation, and responsibility for our employees and 
faith in the future and our form of government. 

Were it not for this faith, I would go out of business and sit upon the pro- 
ceeds and wait for more appreciation of my ability and use of my funds. 

This attitude of faith is by no means unique in me; you have but to look about 
you to see it everywhere in this country. Our people do not live riotously but 
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turn their major efforts and gain to building. Gain made for the most part 
goes back into our operations whatever they might be. The farmer puts more 
land into production, the shop man, be it a small machine shop, manufacturer, 
or shipyard, puts in new tools and/or increases his plant. The supplier of ma- 
terial, be it steel or women’s clothing, increases his inventory and distribution 
system. 

Business people know that there is no middle course; either you go ahead or 
you go backwards. 

The impact of our present tax rates, the consequences, and the action we 
must take are known to us; it is only our faith in the future that has sustained 
and detained us. 

Again, there can be no middle ground. We must grow individually and as a 
country or we go backward—with no place for our expanding population to be 
gainfully employed and absorbed. 

It should be noted that the firms about which comments are made are in- 
dividually owned and are not companies whose stock is held by and offered to the 
general public. The individually owned corporations or closely held corpora- 
tions do not have access to public funds for expansion, but depend upon their 
own earnings or contribution by their owners (stockholders). 

There follows: 

I. Example of the practical impossibility of growth from normal gains at our 
present tax rate in our supply business (steel, wire rope, transmission equip- 
ment, ete.). 

II. Example of the net recovery from dividends by an individually owned 
corporation. 

III. Example of the effect of taxes and ination on our manufacturing busi- 
ness (ships, dredges, cranes, etc.). 

We make the following suggestions for tax revision : 

1, Eliminate tax on corporate dividends. 

Elimination of tax on corporate dividends will (1) eliminate the present 
double tax on income from corporations, (2) encourage investment in corpo- 
rate stock, (3) encourage reinvestment of gain in same or other ventures, 
(4) foster productivity, for increased productivity comes from new develop- 
ments which stem from new ventures. 

2. Permit the following tax relief to corporations (and other business) : 

(1) No tax to apply on any earnings used for reinvestment for capital 
needs. 

Relief of tax on needed capital for expansion will free capital for growth 
and development. Funds available for expansion and growth will have been 
doubled. Increase in investment in modern tools and methods increases the 
productivity of men from whence stems our raise in living standards and 
ability to produce. 

(2) Depreciation expense to be taken on present fair value (established 
by appraisal) rather than original cost. 

Depreciation relief will (a) permit the replacement of obsolete equipment, 
(b) reduce the forces of inflation by reduction of costs, (c) inerease of pro- 
ductive capacity, (d) increase buying power, as buying power actually in- 
creases only as the productive ability of manpower is increased. 

Present depreciation allowance preclude the ability to replace equipment 
without added capital investment. Under the present tax rates and system, 
the availability of capital has been eliminated. 

(3) Inventories may be computed on original cost of units stocked. 

The present approved method of inventory evaluation forces tax payment 
on inflation of values without possibility of recovery. An item of inventory 
which cost $1 in 1945 can now only be replaced by an outlay of $4 and tax 
is assessed on the increase in value. 

(4) Maximum tax rate of 25 percent. 

Maximum rate of 25 percent would leave sufficient after taxes to encourage 
investment and permit growth. Present rates are such as to be confiscatory, 
as is evidenced by examples given. 

To engage in business is to engage in a constant and continuing gamble. 
Capital funds are constantly and continually at risk to maintain continuance 
of operation, yet taxes are assessed and collected for over half of the current 
earnings. It is like engaging in a game of crap with the “table” taking 
half the recovery from each roll when the winnings have been left in the 
pot. 
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(5) No death or inheritance tax on corporate stocks. Taxes on es- 
tates containing stock tend to seriously disturb and even force liquidations 
and bring to an end the productivity of a company. The known un- 
avoidable future effect of these taxes on individually or closely held com- 
panies is detrimental to their continuance, for as a man or a group of men 
come to the end of their useful life span, their efforts are turned to some 
form of avoidance of tax instead of healthy continuation of their business. 

In summary, the strength and ability of our enterprises are the sustenance 
of our people as well as the strength and ability of this country. Individually 
or closely held enterprises contribute and constitute a major portion of this 
sustenance, strength, and ability. This type of enterprise is and has been 
unique in its contribution to the general welfare and progress. 

The continuation of the present tax burden and unavailability of natural 
growth capital will cause this type of business to be starved from existence. 

Tax relief will ultimately cause greater yield in tax revenue, for the relief will 
eause increases in investment and employment which are the base of our tax 
revenue. 

The impact of retrenchment by business due to taxes can affect available tax 
funds to a far greater extent than the change in tax recommended. Individually 
or closely held companies along with many others, “pulled in their horns” when 
it was publicly announced that no tax cut could be expected. Since then steel 
mill production has dropped off nearly 50 percent ; our jobbing business on sales of 
steel is off 60 percent. 

Remember the goose and the golden egg. 

Respectfully submitted. 

R. M. Guntert, President. 


EXPLANATION, EXAMPLE I—LACK oF ABILITY FOR NoRMAL GROWTH 


SUPPLY BUSINESS—GUNTERT & ZIMMERMAN SALES DIVISION, INC. 


Volume of $1 million of sales value was used simply to establish a common 
denominator. The figures used are pro rata based on our books and reflect maxi- 
mum conditions of gain and minimum conditions of cost and necessity for funds. 

Growth of 10 percent was shown, for that has been the minimum we expe- 
rienced. This growth is normal and can be considered as natural and/or infla- 
tionary ; either have the same ultimate effect. 

Profit of 8 percent net before taxes is the best net we have experienced and it 
is above the national average on this type of business. 

Investment requirement items and additional requirements for growth are 
based on reasonable economic use of capacity of employees and facilities which 
we accomplish. 

1. Cash: 

(a) For payroll and overhead costs, increases in direct proportion as 
demand increases or as inflation effects. 

(bd) For accounts payable, increases in direct proportion to increase in 
sales volume, as they have a uniform mark-up and volume increase is by 
dollar value (whether from increase in unit sale or by inflation of price). 

2. Accounts receivable despite every reasonable effort still hold at about 60 
days of sales volume in our type of business and investment must be propor- 
tionately increased as sales volume increases (whether volume increase is by 
units sold or inflationary price increases). 

8. Inventory must be increased to maintain service and justification of exis- 
tence (which in this business is the utility of time and place). You can’t do 
business from an empty wagon. As volume increases so must inventory, so long 
as reasonable turnover is being effected. We have used four turns, which is 
good for this type business, and as basis. Inventory investment demand can come 
from increase in units sold or inflationary price increases. 

4, Fixed assets must be increased to take care of increased demand of growth. 
There is yet another problem here, for if proper increase or replacement is de- 
layed, your costs begin to advance due to increased handling costs, and so forth, 
and profit marign drops. Also, the type of tools and facilities are of fairly long 
life and when worn out cannot be replaced for the original capital investment. 
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HxaMPiLe I.—Lack of ability for normal growth—Supply business, Guntert & 
Zimmerman, Sales Division, Inc. 


Profit Invest- | Addition 

taxes, ment for10 |Available| Defi- 

net for sales | percent ciency 
1,000,000 | growth 


— | ————— —  — -— - | | 


Sales volume basis (for sales annual of $83,333 per 
month ($1,000,000): 
Anticipating profit of 8 percent (optimum net 
I ee a a RO TL. «. nccturettinstnamuemnetian a cenit 








| | | | 


Leaves net 3.84 percent after tax (available for 


dividends and growth). .............-....-.. SE Es cn ncowdanlsticeanen $38, 400 |......-... 
The investment required (for $1,000,000 sales vol- 


1. Cash: 
(a) for payroll, overhead costs, ete.) .....|...-....-- $15, 000 0S. . incidaaboticd amelie 
(b) for accounts payable. .................].......... 67, 200 QUE le dcbdvacdddionbstdde 
2. Accounts receivable (60 days).................}].........- 135, 000 AEE bo caciciesdelinttedwns 
3. Inventory (optimum 4 turns) 


—q“~—|——_—|) |__| —_ 


Total 
4. Fixed assets (warehouses, facilities, trucks, 


autos, office, equipment, etc.)...............]....-..... 250, 000 DA GID A iiiccatdcen econ nne 

Total investment for $1,000,000 volume. ...|.......... ONE TIN icc ncpiinticenined Aaiimnie 

Increase necessary for 10 percent growth a silanes iateah « ecigthatedn acide natataaiaanie OE ccietnaisieessunsnen 
VG PE Ce iia bc hocnncakas naceusdepaloundaahienlsducneeisaaael 4 ae 
SI Sar eileen th dS cokinig-nhdnsncabcbtaibidicnsemitimadl igh diated tndels aaeindnteh aaa ae —$28, 320 


NorTe.—See explanation preceding. 
EXPLANATION, EXAMPLE II 


NET RECOVERY FROM DIVIDENDS OF INDIVIDUALLY OWNED CORPORATIONS 


Example II shows the effect of taxes and inflation on an individually owned 
or closely held corporation, if income is taken as a dividend. Please recall under 
example I that inflation is a cause of demand for increased investment as well 
as increased sales. 

The amount of inflation at 5 percent shown is arbitrary and for purpose of ex- 
ample only. Actually, the demand of inflation has been in excess of 5 percent 
(nearer 10 percent) making an even worse picture. 

Company ownership by an individual is quite normal—a greater percentage of 
corporations are closely held than are publicly owned. 

Individuals who own closely held corporations are generally in high individual 
tax brackets. 

The tax on high individual incomes does not account for a major portion of 
the tax revenue. 

The owners closely held corporations account for a major portion of invest- 
ment, expansion, and new products so necessary to our country’s growth. 

The present individual rates are so high as to be discouraging to investment. 

It has been argued that inflation is in itself an increase in value of a business. 
This is a fallacy ; for value, no matter how inflated, reflects only replacement cost 
of units already possessed. Business further suffers by tax on the inflated values. 
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EXXAMPLe II.—WNet recovery from dividends of individually owned corporation 


ke aiden a ceedieasinineen ce $1, 000, 000 
Net recovery 8 percent (before taxes) ~....-..-.._--._-___-_---___ 80, 
Cee eine mami mcindiawanntiewie wag 41, 600 
Tn eeeesbeceel aenowee 38, 400 
Less: Demand for investment due to inflation 5 percent (arbitrary). 
See example I—$66,720 required for 10 percent__.__.._.___.---__~- 33, 360 
Ne ee ee ee ees 5, 040 
Taxable to individual at my average 60 percent______-_____-_-_-_-- 3, 024 
Net recovery for investment of $667,200.00=%% of 1 percent________-_- 2, 016 
or 
If no inflation encountered and no growth made, net left 
It euetien 38, 400 
I a resterepeniearinmeninarcoms faker mani hberemniunnne 23, 040 
Net recovery for investment of $667,200.00=2.3 percent______ 15, 360 


Norg.—See explanation preceding. 
EXPLANATION, EXAMPLE III 
THE EFFECTS OF TAX AND INFLATION ON OUR MANUFACTURING BUSINESS 


Guntert & Zimmerman Construction Division, Inc. 


The main investment in our business is in plant and facilities. 

The net recovery after tax is such that it is insufficient to keep up with the 
requirement for reinvestment necessary to retain our productive ability. 

Company owns plant and facilities having replacement cost of approximately 
$2 million. 

The nature of this work we do is construction of odd and unusual special 
machinery and small ships, cranes, dredges, tugs and barges. 

The work is sporadic by nature, and not always balanced as to type so that 
our facilities are never working to capacity in all branches and at times are 
almost completely idle. All of the facilities are necessary. 

We do a volume of approximately 144 to 2%4 million dollars per year and are 
most fortunate if we can net 10 percent. 

To be able to replace our facilities when they wear out or become obsolete, we 
need to be able to write approximately 10 percent of the replacement cost per 
year as depreciation. 

By virtue of original costs, we are only permitted to recover one-seventh of 
this replacement value. Inflation has increased replacement cost almost 400 
percent. 

Our net recovery after taxes is insufficient to replace the loss of value in our 
equipment by age, obsolescence, and use, to say nothing of getting any recovery 
on any other part of the investment beyond the tools and facilities. 

The effect of the deficiency shown in the example is that ultimately we shall 
be driven out of business for lack of ability to replace our tools and facilities 
and obsolescence to the extent that we are no longer competitive. 
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EXAMPLE IIlI.—2ffect of taw and inflation on manufacturing business 


Net recovery from operations (average approximate) sales_...... $2, 000, 000 
Net, -befene -tames: (OnER ) @ ccics od -nteicenicesncitodbubteqanion 200, 000 
TOMOe (50 DABOUG) & <cinit- dems neie cis tlennwancitatetssantertgrn arate 104, 000 

Net AGtet tABOGiiidn db sie ccisteinKslnaned<dncnndaengstnws 96, 000 
Replacement, value Of fachlitiegi.iccndsicnnoncaudecosesbumtinspion 2, 000, 000 
Depreciation necessary (to be able to replace) .--...-.-.---.---.. 200, 000 

Depreciation: Permthed 4. <5. ncien asduiinns detctienteiagquheagease 30, 000 
Deficiency in allowable depreciation....................-.-.--..-. 170, 000 
Available : £row Nek: POCRROI ciiiss dic cic alo sti cain cored cn gnhnaceamemmati 96, 000 

DeRiaioney 10: ADIMAE. cause gin thins. qapincntiotnttlit~esseeks 74, 000 


Notr.—See explanation preceding. 


GuntTert & ZIMMERMAN Const. Div., INO., 
Stockton, Calif., January 2, 1958. 
Supplement to our letter of December 24, 1957. 
HOUSE WAYS AND MEANS COMMITTEE, 
Washington, D. C. 
(Attention of Mr. Leo H. Erwin.) 


GENTLEMEN : This morning I received a letter from Mr. Harold L. Zellerbach, 
chairman of the board of the Zellerbach Paper Co., which gave some startling 
information completely in line with that which was given in my letter. 

His letter evidences that today 98.5 percent of the sources of energy for work 
output are mechanical. This means that our standard of living is dependent upon 
our capital goods, and it is necessary that they be replaced and expanded. 

His letter further evidences that it is the spirit which guides us and that there 
is no middle ground. We either go forward or backward and that we, above all, 
have faith in our own ability to solve our problems, 

You are, in this instance, our ability. We trust we have given you information 
for your solution. 

Respectfully submitted. 


R. M. GunTert, President, 


ZELLERBACH PAPER Co., 
San Francisco, Calif., January 1, 1958. 
Dear FrRIenpDs: An interesting study published by a nonprofit research organ- 
ization on the past and future potentials of the American economy has just 
crossed my desk. Nothing in the entire book impressed me as much as the table 


shown below demonstrating the work output of sources of energy 100 years ago 
and now. 








[Percent] 
| 100 years ago Today 
Taran Carey CN oe els. cen DIGG. Ds. See de ABATE <cdanks 13.0 0.9 
Aibek CARS CUNNG is. ois si oh ae. eck pn ste eee capebeseesdgenem 52.4 0.6 
DESSUARON, GEE GHRDUK.. «i. «. «. say Sadi eddre <96n see Ohne teen na~aedinean 34.6 98.5 
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This comparison shows how the increased use of power and energy has given 
us the highest standard of living in the world. The report further says, “The 
plant, materials, and management supplied by the employer, and the energy, 
skill, and spirit of the worker are important in this process.” 

To me the key word in the quotation is spirit. I have just returned from a 
visit with “the forgotten man” in the refugee camps of five European countries. 
More than anything else, I was impressed with the fact that the majority of 
these people, after years of being homeless, still maintain a spark of spirit. 
They believe in the future because without belief, there is no future. 

You who have read my letters for a number of years know that I am not a 
pessimist. However, I admit readily to being a realist. In the last several 
months I have read a lot of hodgepodge about a “pause” in our economy and 
much talk of a “sideways movement”. In my book there is no such thing as 
the latter except in a schottische. He who is not going forward is going back- 
ward and, if we are to continue to build a strong America, we must have— 
above all else—faith in our own ability to solve our problems. 

I believe that in 1958 competition will be keener and that you and we will 
have to scratch a bit harder to get business. I hope that our organization will 
warrant your continued confidence so that we may be a working partner to the 
extent that interest and imagination can solve your paper problems. 

May 1958 be a good year for you. Certainly faith and spirit are ours in 
abundance. Let’s put them to work, and promptly, in the interest of assuring 
us all a happy new year. 


Sincerely, eneaie 
; ELLERBACH, 
Chairman of the Board. 


STATEMENT BY THE ECONOMICS AND TAXATION COUNCIL OF THE CHAMBER OF 
COMMERCE OF GREATER PHILADELPHIA 


The Economics and Taxation Council of the Chamber of Commerce of Greater 
Philadelphia, recognizing the magnitude of the task of reviewing the complex 
and technical Internal Revenue Code for suggested tax revisions, has limited 
its recommendations to three proposals which are of greatest interest to the 
chamber membership as a whole. 

It is the purpose of these recommendations to correct certain inequities and 
to alleviate hardships. 

1. Amend the Internal Revenue Code to allow self-employed individuals, 
partnerships and other unincorporated businesses a deduction from taxable 
income for payments to voluntary pension plans as now allowed corporations. 

It is obviously unfair to deny to unincorporated business firms an im- 
portant tax advantage enjoyed by corporations. 

2. Undertake a thorough-going review of the tax exemption of cooperatives, 
preparatory to remedial legislation. 

The Chamber of Commerce of Greater Philadelphia views with concern 
the increasingly serious threat to taxpaying business presented by the rapid 
growth of tax-exempt and tax-favored cooperatives. This concern is relative 
to their number, their size and the scope of their activities. The tax exemp- 
tion of cooperatives was usually of no great importance when corporate tax 
rates were lower but, under the impact of a Federal corporate net income 
tax of 52 percent, a nontaxed or low-taxed firm has an impressive advantage. 

8. Amend the Internal Revenue Code by repealing, under subchapter C of 
chapter 33, the 10 percent excise tax on the transportation of persons and the 
8 percent excise tax on the transportation of property. 

Transportation companies are hard pressed to meet rising costs and many 
now require financial assistance to maintain a high standard of service. 
As transportation plays a most vital part in the economy of the country 
as a whole, the chamber believes the loss in revenue due to elimination 
of these excise taxes will in time be offset by establishment of a sounder 
industry and one in better position to pay the regular Federal income taxes. 
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Dean Wirter & Co., 
San Francisco, Calif., January 8, 1958. 
CHAIRMAN, House Ways and Means Committee, 
Washington, D. CO. 


Dear Sik: The invitation of your committee to make suggestions concerning 
tax matters is appreciated, and I am responding on my own behalf as a taxpayer 
and also on behalf of my copartners and associates in the firm of Dean Witter & 
Co., a member firm of the New York Stock Exchange. 

A partnership such as ours is severely hurt by inequities in the present tax 
law. The relief from certain hardships which is available to individuals who do 
business in the corporate form is withheld from individuals doing business as 
partners. This discrimination should be corrected, not only in fairness to mem- 
bers of a partnership but also for the purpose of strengthening business incentive. 
Based upon many years of experience in our own business, I respectfully make 
the following suggestions: 

1. Permit partnerships, especially those engaged in a highly cyclical business, 
to carry back and forward any losses they may incur (as is now permissible to 
corporations) and, generally, to average their earnings over a period of years. 
As it is now, partners are subject to an almost confiscatory tax in good years 
which is not offset by the lower rates which are applied in poor years when the 
dollar amount of taxable income and the related tax liability are small. In con- 
trast, corporations are not penalized on a graduated scale if they are able to offset 
poor years by good years, but are protected by their 52-percent tax ceiling. This 
inequity makes it extremely difficult for partnerships to accumulate necessary 
reserves toward a rainy day and to provide capital for growth and progress; it 
drives them to operate with borrowed money, thus weakening their financial 
structure; it accentuates, rather than eases, the problems of boom and bust and 
stands as a major obstacle in the way of sound and foresighted business planning 
and development. 

I believe that the averaging of earnings is permitted and has been found most 
beneficial to business under the British method of taxation and I would strongly 
urge that favorable consideration be given to the averaging of earnings for part- 
nerships, either over a period of 3 years or 5 years. 

2. Partly for the reasons stated above, it is most difficult for members of a part- 
nership to save enough to provide for their retirement. While employees and 
officers of corporations have the protection and benefits of retirement funds and 
pension and profit-sharing plans, this protection is completely denied to the so- 
called self-employed ; i. e., members of a partnership. Partners in a business en- 
terprise should, in all fairness, be permitted to participate in a retirement, pen- 
sion, or profit-sharing plan—not subject to current income taxes but only to long- 
term capital-gains taxes upon ultimate retirement—in the same manner as offi- 
cers of corporations. If there are insurmountable obstacles to the adoption of 
the Jenkins-Keogh bill (which I understand has been under consideration for a 
period of years) then some other act should be passed to provide fair retirement 
benefits for partners and other self-employed. 

8. A further discrimination against partnerships in the present tax law or 
regulations makes it difficult for a partnership to employ in its business part of 
the funds accumulated in its own employees’ pension or profit-sharing plan. The 
pension or profit-sharing trust of a corporation is not prohibited by the tax law 
from investing in the common stock of the employer corporation, even though such 
stock may be speculative. However, a partnership, however strong and impreg- 
nable its treasury and financial position may be, is not permitted to borrow even 
a modest amount from its employee profit-sharing or retirement fund without 
posting specific security or furnishing a bond at considerable expense. There is 
no reasonable basis for this discrimination. The only sensible test is whether the 
borrower is in fact a sound credit. 

The foregoing points 1, 2, and 3 deal with the special burdens upon partner- 
ships under the present tax laws. Two suggestions below do not directly per- 
tain to partnerships as such. 

4. I understand that, if tax rates were limited to a cealing of 50 percent, 
the reduction in income-tax revenue would be very small indeed, i. e., only 
2 percent or 3 percent, and that a ceiling of 70 percent would reduce revenues 
by less than 1 percent. The adoption of a ceiling well below the present 91 
percent will, in my opinion, stimulate incentives and enterprise to an extent 
which will far outweigh a relatively nominal reduction in revenues. 
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5. As far as I know, the following plan of easing the individuals’ tax burden 
and, at the same time, increasing revenue has not received the consideration 
which it deserves. 

We know from many years’ experience in our own business and with many 
investors throughout the country that there are vast investments which are 
“locked in” or “frozen” because of the capital-gains tax. These investments 
were acquired many years ago at “depression lows” and now represent a total 
value many billions of dollars in excess of their total cost bases. In a great 
many cases the owners would diversify such investments except for the 25 per- 
cent capital-gains tax. Thus, these investments ultimately pass into the owner's 
estate, entirely escaping the capital-gains tax and producing no capital-gains 
revenue whatever. 

What I would suggest is that the next revenue act provide a half-holiday for 
ciptal gains, strictly limited to a single year during which the maximum capital- 
gains tax would be 10 percent, instead of 25 percent. There can be no doubt 
that during this one year half-holiday a very large amount of such investments 
would be liquidated. This would yield a vast revenue which will otherwise com- 
pletely escape the tax collector because, under the present tax law, these invest- 
ments will remain “locked in.” The liquidation of these frozen, unrealized capi- 
tal gains would improve the health of our economy and should result in indirect 
as well as direct increases in tax revenues. 

The foregoing suggestions may be summarized as follows: 

1. Permit averaging of partnership earnings over a: period of 3 to 5 years. 

2. Facilitate the adoption of pension and retirement plans for members of 
partnerships and other self-employed. 

3. Permit retirement and profit-sharing funds to invest in the sound obliga- 
tions of their employer-partnerships free of any arbitrary restrictions which 
do not also apply to investments in common stocks. 

4. Reduce the top personal income tax bracket to 70 percent or, preferably, 
50 percent. 

5. Adopt for a single year a half-holiday for the capital gains tax with a tax 
ceiling of 10 percent. 

Respectfully submitted. 


WENDELL W. WITTER. 


NATIONAL RETAIL FURNITURE ASSOCIATION, 


Washington, D. C., January 10, 1958. 
Hon. WitBur D. MILts, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 


Deak REPRESENTATIVE Miiis: It is my pleasure and privilege, as chairman, 
governmental affairs committee, National Retail Furniture Association, to send 
you this statement of the views of the association on tax-revision proposals be- 
fore your committee, hearings on which were to start on January 7, 1958, in 
Washington. 

The tax policy positions given here have been developed within the framework 
of general policy on broad tax issues established by National Retail Furniture 
Association directors, and after consulting members of the National Retail 
Furniture Association tax, and control and management committees. 

The National Retail Furniture Association is the voice of a major segment of 
the nation’s homefurnishings retailers. The association represents the owners 
of more than 8,500 homefurnishings stores, living in all 48 States and the District 
of Columbia. 

These businessmen do about 85 percent of the business done through home- 
furnishings stores. 

The position of the National Retail Furniture Association on broad tax policy 
issues is as follows: 

1. National debt: We favor reduction of the national debt to precede tax 
reduction. 

2. Deficit financing: We oppose tax reduction which involves deficit financing. 

3. Discriminatory tax relief: We oppose tax relief for lower-income businesses 
when it is achieved by increasing taxes on larger-income businesses. 

4. Equitable distribution of tax burden: We favor tax reform which removes 
the tax-exempt status or opportunity for tax avoidance from certain forms of 
organization, such as cooperative corporations, so that the tax burden will be 
equitably distributed. 
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As to specific tax-reform proposals now before your committee, the position 
of the association is as follows: 


CORPORATION TAXES 


5. Graduated-tax rates: We are opposed to any system of graduated-tax rates 
on the income of corporations. 

6. Exemption of corporate income subject to surtax: We favor increasing the 
exemption of corporate income subject to surtax to some figure between $50,000 
and $150,000. 

7. Surtax rate: We oppose proposals to increase the corporation surtax rate. 

8. Rate reduction (Sadlak-Herlong bills): We favor scheduled reduction in 
corporation tax rates over a 5-year period. 

9. Election to be taxed as partnerships: We favor permitting corporations to 
elect to be taxed as partnerships where not more than 10 stockholders. 

10. Taxation of cooperatives: We favor bills which will eliminate the tax- 
exempt status or opportunity for tax avoidance of cooperative corporations. 


INDIVIDUAL TAXES 


11. Rate reduction (Sadlak-Herlong bills): We favor scheduled reduction in 
individual tax rates over a 5-year period. 


GAINS AND LOSSES 


12. Alternate taxes: On alternate taxes for coporate and noncorporate tax- 
payers, we favor reducing the percentage applied to excess of net long-term 
capital gains over net short-term capital losses. 

13. Excess of loss over gains: For noncorporate taxpayers, we favor increasing 
the amount allowed as deduction from gross income to 75 percent of the excess 
of net short-term capital losses over net long-term capital gains. 

14. Determining net capital gain: For noncorporate taxpayers, in determining 
net capital gain, we favor substituting an amount of $5,000 instead of $1,000. 


DEDUCTIONS AND EXCLUSIONS FROM GROSS INCOME 


15. Accelerated depreciation: We oppose permitting accelerated depreciation 
in lieu of regular depreciation where average taxable income for 5 preceding 
years does not exceed $50,000. 

16. Used business property: We favor allowing rapid depreciation for used 
business property not exceeding $50,000 in any year. 

17. Loss on original investment in small business: We favor allowing an 
original investor in small business the right to deduct from his income up to 
some maximum amount, a loss, if any, realized on a stock investment in such 
small business. with an amendment extending the same right in relation to an 
unincorporated business. 

18. Deduction for additional investment in assets or inventory (Curtis bill) ; 
We favor allowing as deduction from gross income additional investments in 
depreciable assets and inventory, up to $30,000 or 20 percent of net income, 
whichever is less. 

19. Standard deduction: We are opposed to allowing a standard deduction 
for trade or business expenses of a small business based om a percentage in 
lieu of itemization. 

20. Pension, retirement plans for self-employed (Jenkins-Keogh bills): We 
favor permitting a proprietor of an unincorporated business to be treated as 
employee under qualified pension, profit-sharing, or stock bonus plan. With an 
amendment that employees of firms which do not have qualified retirement plans 
may set up their own pension plans with similar tax-deduction privileges. 


ESTATE TAXES 


21. Life insurance on tax liability: We favor allowing as a deduction from 
estate tax life insurance taken out to cover estimated tax liability. 

22. Installment payments: We favor giving an election to pay estate taxes 
in 10 installments where estate consists largely of investments in closely held 
corporations. 


20675—58—pt. 2———40 
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EXCISE TAXES 


23. Transportation tax: We favor complete repeal of the 3 percent tax on the 
transportation of property. 
24. Broad-base exercise tax: We are opposed to any form of broad-base excise 
tax. : 
SOCIAL-SECURITY TAXES 


25. Increased social-security taxes and benefits (Forand bill): We oppose 
proposed increases in social-security taxes and benefits. 

We urge the most earnest consideration of our views by the members of your 
committee and by your staff, as you begin your arduous task of examining the 
multitude of proposals for tax reform which are now before you. 

Respectfully submitted. 

Ropsert E. CARTER, 
Hus FURNITURE. Co., 
Baltimore, 
Chairman, Governmental Affairs Committee. 


STATEMENT OF KANSAS STATE CHAMBER OF COMMERCE 


The Kansas State Chamber of Commerce is a voluntary, nonprofit business 
organization with 2,750 business and individual members representing all phases 
of the Kansas economy. Through its affiliated memberships, it represents some 
45,000 Kansans. 

GENERAL PRINCIPLES 


Among the basic beliefs to which this organization subscribes is that the 
Federal budget must be balanced, and that resort should not be had to deficit 
financing in time of peace. 

We also recognize the imperative need to take care of essential defense re- 
quirements. At the same time, however, the well-being of our economic system 
must be protected. Military defense will be of little avail if excessive taxation is 
permitted to weaken our economy and destroy our capacity to produce to meet 
the needs of our citizens. 

For this reason, we consider a moderate and stable tax structure to be of 
primary importance. It is necessary not only to preserve what we have but to 
permit the growth necessary to provide job opportunities for an expanding popu- 
lation. To this end: (1) The present excessive burdens of both corporate and 
individual income tax rates must be relieved, and (2) inequities in present tax 
laws must be eliminated. 


TAX RATE REDUCTION (1954 CODE, SECS. 1, 11) 


We believe that necessary tax revenues could be raised if the Congress would 
institute a planned program of progressive reduction in income-tax rates. The 
present rate of natural growth of the economy, plus the impetus to business 
resulting from such a plan would more than offset the reduction in rates. With 
regard to the individual income tax we believe that in order to secure the 
greatest possible popular participation in the cost of government, consistent 
with equity, a policy of low exemptions should be continued and the maximum 
rate should be lowered to 50 percent or less. Pending further action to reduce 
the corporate income-tax rate, we are opposed to further extension of the present 
rate beyond July 1, 1958. 


DOUBLE TAXATION OF CORPORATE EARNINGS (SEE 1954 CODE, SUBTITLE A, CH. 1 
SUBCH. B, PT. VIII) 


There is no moral justification for taxing the same earnings twice, first to 
the corporation and again when divided among the owners of the corporation. 
To eliminate this inequity, corporations should receive deductible credits against 
taxable income for dividends paid. This should be achieved by an annual in- 
creased percentage of dividends paid being allowed as a credit until fully de- 
ductible. 
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CAPITAL GAINS AND LOSSES (1954 CODE, SEO. 1211) 


Similarly, in the interest of equity and to encourage venture capital, we 
recommend that the deduction of capital losses be allowed in full against ordi- 
nary income as well as capital gains and that the tax rates on long-term 
capital gains be adjusted so that the maximum effective rate, now 25 percent, 
be kept in line with the starting rate on individual incomes. 


NET OPERATING LOSS DEDUCTION (1954 CODE, SEC, 172) 


Greater recognition to the problems of business should be given through 
extension of the 5-year net loss carryforward to 7 years, retaining the 2-year 
net loss carryback. 


DEDUCTION OF AMOUNTS SET ASIDE FOR RETIREMENT (SEE 1954 CODE, SECS. 401-404) 


Another item which we feel represents an inequity is the difference in the 
tax treatment of the officers and employees of corporations from that accorded 
the proprietor of a small business or the professional man. In the case of a 
corporation, it is possible for the corporation to set aside in a qualified trust 
certain amounts to be paid to the officer or employee after his retirement. The 
corporation receives a tax deduction for these amounts and they are not taxable 
to the employee until received in the form of a pension after he retires. The 
proprietor of a small business is not eligible for this treatment. We recommend 
that Congress pass legislation permitting the individual to deduct, within speci- 
fied limits, amounts set aside for retirement purposes. 


PENALTY TAX ON CONSOLIDATED RETURNS (1954 CODE, SEO. 1503) 


Tax laws should not restrict or penalize sound business practices. - For. this 
reason, we recommend that the 2 percent penalty tax on consolidated returns 
be repealed. 

DEPRECIATION (1954 CODE SEC. 167) 


There is probably no single item which produces as much disagreement be- 
tween the taxpayer and the revenue agents as the question of the amount of 
depreciation allowable as a deduction for tax-return purposes. This question 
involves method of depreciation, salvage value, and estimated life. We believe 
that these matters are properly those of. management and that, within the limits 
of sound and consistent accounting, business management should be allowed to 
exercise its own discretion in these matters. We believe that the administration 
of tax law as it relates to depreciation does not reflect the intent of such law 
as enacted by Congress and evidenced by committee reports preceding such 
legislation. In summary, we recommend : 

. A balanced budget—no deficit financing in peacetime. 

. A planned program of progressive reduction in income-tax rates. 

. Elimination of double taxation of corporate earnings. 

. More equitable treatment of capital gains and losses. 

. Extension of net loss carry forward to7 years . 

. Legislation permitting individuals-to deduet, within specified limits, amounts 
set aside for retirement purposes. 

7. Elimination of 2 percent penalty on consolidated returns. 

8. Administration of depreciation provisions in accordance with congressional 
intent. 


Poh 


a 


oo 


MASSACHUSETTS INSTITUTE OF TECHNOLOGY, 
DEPARTMENT OF ECONOMICS AND SOCIAL SCIENCE, 
Cambridge, Mass., February 3, 1958. 
Leo H. IrRwIn, 
Clerk, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. Irwin: This is in response to your letters of October 29 and De- 
cember 11, soliciting comments on possible revision of the internal revenue laws. 
The brevity of my remarks would not justify taking advantage of your invitation 
to appear as a witness, but I would like to offer them for the record and such 
attention as they may deserve. 
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One of the advantages of large corporate size is stability of earnings. A com- 
pany which is diversified as to location, product lines, channels of distribution, 
sources of material, etc., will suffer fewer ups and downs of profits. It will 
neither soar as high nor fall as fast as smaller firms. Of course, this particular 
advantage is only one of many advantages and disadvantages of size, which 
differs greatly from one branch of industry to another. 

Akin to the advantage held by a larger over a smaller one—in this one 
respect—is that held by an older one over a newer one. A firm which is trying 
to grow up to the right size for its line of business must not only earn a profit, 
it must also secure capital for expansion. But at this stage of its growth, its 
profit picture may be too unsettled for it to secure credit; and it must, there- 
fore, depend to a disproportionate extent on retained earnings. 

These advantages of size are an inherent part of our economic system. But 
the tax system has, in my opinion, had an important effect in moving the 
balance of advantage toward the larger and the older firm. An established firm, 
with taxable income, shares half the gains and half the losses on any given part 
of its operations. A small or new firm, with no income or only one source, shares 
in gains but not losses. Lacking a system of perfect averaging, such a firm 
bears a disadvantage which is not an inherent aspect of capitalist enterprise, but 
rather an unintended result of high levels of corporate and individual income 
taxation. , 

This reasoning assumes, of Course, what some would deny: that the incidence 
of the corporate and individual income tax is predominantly upon the owners of 
the enterprise. My reasons for this opinion are briefly indicated in the April 
1957 issue of the Journal of Political Economy, and need not be repeated here. I 
think most economists would agree; many, and perhaps most noneconomists 
would disagree. We are repeatedly told that income taxes are really passed on 
to the consumer; that they are therefore inflationary, etc., etc. If these views 
are correct, then income taxes have no important effect on the structure of 
methods of American business. In my opinion, this is not true; hence taxes 
may, at least, have substantial effects. 

This has, so far, not been proved. Over the long run, we would expect to see 
industry become increasingly concentrated because of this tax effect. So far— 
with 1954 statistics—there is no sign of it. This may be because the process 
works slowly, and our rather crude statistics are not sensitive enough to catch 
the development in its early stages. But a process which gathers headway so 
slowly may also be equally slow in being reversed by any congressional action. 
Hence I would urge—and here depart from the facts to offer a hunch—that the 
Congress proceed on the assumption that the tax structure is indeed promoting 
economic concentration, and pose the question of what, if anything, can be done 
about it. 

It is clearly out of the question to make any substantial reductions in indi- 
vidual or corporate income taxes. Hence the best we can hope for is some kind 
of system to ease the burden of taxation on smaller business. This obviously 
ealls for the most careful kind of investigation and drafting, since the possi- 
bility of abuse is so glaring. Not being expert, I cannot even offer any assur- 
ance that an acceptable scheme can be worked out. But it is definitely worth 
a try. 

A remission of taxes is a form of subsidy to small and new business, and we 
should be clear on what we hope to gain from it in return for the heavier tax 
burden we are asked to assume. The notion that lower taxes will produce higher 
revenues in the short run, because they will stimulate business, must be dis- 
missed offhand. The argument that small business deserves support simply 
because it is small, because it makes for a more healthy political climate, etc., is 
not convincing. The example of France, where national income is sacrificed to 
small-business interests, suffices to disprove it. But a policy which would try 
to offset the disadvantages of small business which result from the tax struc- 
ture would aim to preserve those small or growing enterprises which were effi- 
cient enough to survive and grow, absent the side effects of taxes. If even a 
very small percent of the new or small firms grew to the point where they could 
originate significantly new products or methods, imitated in time by others, the 
gamble would be well worth taking, in my opinion. But the difficulties are so 
great that this objective needs to be kept to the forefront at all times. 

With thanks for your consideration, I remain, 

Yours very truly, 


M. A. ADELMAN. 
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Arm TRANSPORT ASSOCIATION OF AMERICA, 
Washington, D. C., January 8, 1958. 
Subject: Sections 167, 452, and 462 of the Internal Revenue Code of 1954. 
Hon. WiLsur D. MILLs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. 0. 


Dear Mr. CoarrnMan: The Air Transport Association of America is composed 
of substantially all of the scheduled airlines of the United States. Its tax policy 
committee has carefully reviewed the recommendations for revisions in the In- 
ternal Revenue Code of 1954, transmitted on May 29, 1957, to Mr. Colin F. 
Stam, chief of staff, Joint Committee on Internal Revenue Taxation, by the 
Controllers Institute of America. Of the recommendations of that institute, 
three are of particular interest to the airline industry: [X—Depreciation, 
X—aAccounting treatment of unearned income; and XI—Deduction for all ex- 
penses attributable to income of the taxable year. The text of these recommen- 
dations is attached to this letter. 

In view of the general tax revision hearings now being conducted by the Ways 
and Means Committee, we believe it appropriate at this time to inform the 
committee of our strong endorsement of these recommendations of the Control- 
ler’s institute. 

It is respectfully requested that this letter be included in the record of the 
current hearings. 

Very truly your 
st J. D. DuRAND, 
Secretary and Assistant General Counsel. 


RECOMMENDATIONS OF CONTROLLERS INSTITUTE OF AMERICA FOR REVISIONS IN 
INTERNAL REVENUE CODE OF 1954 


. * + « “ » ~ 
IX. DEPRECIATION 


We have consistently urged that flexibility of method and rate should be per- 
missible so as to meet the varying conditions of each taxpayer’s business. The 
introduction of new methods in the 1954 code has unfortunately tended to intro- 
duce more, rather than less, rigidity. We urge that a taxpayer be permitted to 
shift methods or rates as his conditions require. Specifically, he should be al- 
lowed the automatic right to shift from any of the methods under section 167 (b) 
(2), (3), or (4) to the straight-line method or to any method under section 167 
(a). 

X. ACCOUNTING TREATMENT OF UNEARNED INCOME 


Section 452 (repealed by Sec. I (a), Public Law 74, June 15, 1955) pertained 
to amounts received which have been recognized under prior tax rules as cur- 
rently taxable income even though such amounts are to be earned over future 
periods. Basically, that section contemplated that there would be no recognition 
of amounts received as income so long as there was a future liability to render 
services, furnish goods or other property, or allow the use of property. That type 
of provision was essential to conform with good accounting practice and avoid 
the possibility of a tax being imposed upon the receipt of money which did not 
rightly, at the time, represent income. On the basis of presently available infor- 
mation, it does not appear that this provision would affect any substantial amount 
of revenue, and it is recommended that section 452 be restored to the Internal 
Revenue Code of 1954. 


XI. DEDUCTION FOR ALL EXPENSES ATTRIBUTABLE TO INCOME OF THE TAXABLE YEAR 


Good accounting practice requires that there be charged against the income 
of any year all expenses incurred or to be incurred which are attributable to 
such income. This principle was recognized in section 462 of the Internal Rev- 
enue Code of 1954, now repealed. The report of the Committee on Finance with 
respect to the repeal bill (H. R. 4725) completely vindicated the purpose and 
effect of section 462. We strongly urge that the intention of the Committee on 
Finance to report out substitute legislation be carried out promptly. 

In this connection, a special problem exists with respect to the accrual of 
vacation pay. Under rulings which antedated the enactment of the 1954 code, 
taxpayers have been permitted to deduct vacation payments to be made in the 
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following year despite the absence of a fixed liability existing at the close of 
the taxable year. When this method of deducting vacation pay was adopted, 
there may or may not have been a compressing of 2 years’ deductions into 1 year, 
depending upon the circumstances. If the early rulings are withdrawn in 1957, 
some taxpayers under present law will not be permitted to deduct any amount 
for vacation pay in 1957. This situation should be corrected by appropriate legis- 
lation, preferably by the reinstatement of section 462 or the enactment of a 
similar provision. 

We would oppose, however, any proposal which would allow the taxpayer a 
deduction for estimated expenses to be incurred after the close of the taxable 
year only at the price of foregoing a deduction for estimated expenses attribut- 
able to prior taxable years incurred during the taxable year or subsequently. 

a a e * e + s 


AMERICAN MEAT INSTITUTE, 
Chicago, Ill., January 2, 1958. 
Hon. Wiieur D. MILs, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


DEAR CONGRESSMAN Mitts: The following suggestions with respect to re- 
visions in the Internal Revenue Code of: 1954 as presented as the recommenda- 
tions of the American Meat Institute, the trade, research, and educational asso- 
ciation of the meatpacking industry, representing a membership of about 435 
meatpackers, sausage manufacturers, and meat processors and wholesalers 
throughout the country. 

These recommendations are the result of a study made by the American Meat 
Institute’s committee on accounting of the income-tax laws with special reference 
to their application to the meatpacking industry. 

Following are our comments and recommendations: 


(1) DEDUCTION FOR ALL EXPENSES ATTRIBUTABLE TO INCOME OF THE TAXABLE YEAR 


The meatpacking industry tends to be seasonal. Hence various items of ex- 
pense may be incurred at irregular intervals. However, good accounting practice 
requires that there be charged against the income of any year all expenses 
incurred or to be incurred which are attributable to such income. This principle 
was recognized in section 462 of the Internal Revenue Code of 1954, now re- 
pealed. The report of the Committee on Finance with respect to the repeal bill 
completely vindicated the purpose and effect of section 462. We strongly urge 
that the intention of the Committee on Finance to report out substitute legisla- 
tion to be carried out promptly. 

In this connection, a special problem exists with respect to the accrual of 
vacation pay. Under rulings which antedated the enactment of the 1954 code, 
taxpayers: have been permitted to deduct vacation payments to be made in the 
following year despite the absence of a fixed liability existing at the close of the 
taxable year. When this method of deducting vacation pay was adopted, there 
may or may not have been a compressing of 2 years’ deductions into 1 year, 
depending upon the circumstances. If the early rulings are withdrawn, some 
taxpayers under present law will not be permitted to deduct any amount for 
vacation pay in the year of withdrawal. This situation should be corrected 
by appropriate legislation, preferably by the reinstatement of section 462 or the 
enactment of a similar provision. 

We would oppose, however, any proposal which would allow the taxpayer 
a deduction for estimated expenses to be incurred after the close of the taxable 
year only at the price of foregoing a deduction for estimated expenses attribut- 
able to prior taxable years incurred during the taxable year or subsequently. 


(2) INVOLUNTARY LIQUIDATION OF LIFO INVENTORIES 


A number of companies in the meatpacking industry have adopted the LIFO 
method of accounting for inventories in whole or in part. To them the problem 
of involuntary liquidation is one of great significance inasmuch as the industry 
deals with perishable products which cannot be stored for anv. appreciable 
length of time, but which must be sold and consumed fairly promptly. 
Whether or not it is in accordance with his wishes, a meatpacker must regularly 
dispose of his inventory and attempt to replace it. 
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However, the proper functioning of the LIFO inventory method breaks down 
when replacement within the taxable year through normal channels of distribu- 
tion is rendered difficult or impossible by abnormal circumstances over which 
the packer taxpayer has no control. In recognition of this fact, both during 
World War II and the Korean crises so-called involuntary liquidation relief was 
granted whereby taxpayers were permitted to use replacement cost in the final 
determination of their tax liability, even though replacement did not take place 
for several years owing to war-induced shortage of supplies. 

These provisions have now expired, but the need for them: has not. It is 
becoming increasingly apparent-that a permanent provision is required to take 
care of comparable situations that are bound to arise from time to time. In- 
voluntary liquidation relief should be available to any taxpayer whose failure 
to replace is attributable to any circumstance, occurrence, or condition beyond 
the reasonable control of such taxpayer, including inability to obtain the goods 
required to replace his inventories on the open market through the normal 
channels of distribution by reason of the scarcity thereof. 

If a definition of involuntary liquidation in terms of abnormal circumstances 
is regarded as difficult to administer, a provision which would be relatively 
automatic in its operation could be adopted. The basic principle of LIFO is 
that replacement cost is the proper measure of cost in the case of a continuing 
business. This principle could be applied over a longer span than a single 
year. Thus, it could be provided that the taxpayer might elect that in any 
case in which inventories declined in 1 year and there was an equivalent inven- 
tory increase within the next 5 years, for example, the subsequent increase 
should be deemed a replacement of the goods previously liquidated. In order 
to restrict the operation of such a provision to relatively unusual cases, it could 
further be provided that it would operate only if the liquidation related to goods 
whose values were determined by sections 471 or 1321, or their predecessors in 
the 1939 code, at least 5 years prior to the year of liquidation or whenever the 
taxpayer initially went on LIFO, whichever date was later. 

Under former provisions a year in which involuntary liquidation takes place 
remains open, for tax purposes, until the year of replacement. We recommend 
that the income of the year of involuntary liquidation should be adjusted by the 
difference between the inventory cost and the current replacement cost of the 
liquidated items. The difference between such current cost and the replace- 
ment cost as determined in the year of actual replacement could be adjusted in 
such year. If replacement is not made the interim adjustment should be re- 
versed in the last year in which replacement would have been recognized. 

A precedent for making such revision in the law was established by the pas- 
sage of Public Law 629, enacted June 29, 1956. This amendment enables farm- 
ers who are forced to dispose of livestock because of drought conditions to treat 
sales as involuntary conversions with the proceeds not subject to income tax 
if reinvested in the same kind of livestock within a year. 


(3) DEPRECIATION 


The meatpacking industry has experienced much difficulty in replacing worn- 
out plants and equipment. Funds made available through depreciation allow- 
ances have been inadequate in the face of replacement costs of 3 to 4 times the 
original investment. Also, profits earned in the industry have been too meager 
to provide a source for the funds required in addition to depreciation allow- 
ances if wornout and obsolete plants and equipment are to be replaced. We, 
therefore, urge that provisions be made for depreciation on a replacement cost 
basis. We also urge that flexibility of method and rate should be made per- 
missible so as to meet the varying conditions of each taxpayer’s business. The 
introduction of new methods in the 1954 code has unfortunately tended to in- 
troduce more rather than less rigidity. We urge that a taxpayer be permitted 
to shift methods or rates as his conditions require. Specifically, he should be 
allowed the automatic right to shift from any of the methods under section 167 
(b) (2), (3), or (4) to the straight-line method or to any method under sec- 
tion 167 (a). 


(4) ANNUAL REPORTING—-FEDERAL INSURANCE CONTRIBUTIONS ACT 


Section 6011 provides for the quarterly filing of form 941 under the Federal 
Insurance Contributions Act. We believe that annual filing of this return 
would be just as satisfactory a procedure and would reduce the tremendous 
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amount of detailed reporting that taxpayers are called upon to make, and would 
save the Internal Revenue Service and the taxpayer money. 

The foregoing recommendations of the meatpacking industry are brought to 
your attention so that our views may be considered in connection with any pro- 
posed revision of the Internal Revenue Code of 1954. 

Many of our members undoubtedly have a substantial interest in other aspects 
of the Internal Revenue Code of 1954, and our failure to take a position with 
respect to other subjects should not be construed as a lack of interest or as an 
indication that the law in those respects is entirely satisfactory. But it is felt 
that our industry has a special interest in the recommendations covered in the 
foregoing comments, and it seems appropriate, therefore, that we bring our 
views with respect to these subjects to your attention. 

It will be appreciated if you will file this letter in the record of the hearings 
of the Ways and Means Committee on matters relating to general tax revisions. 

Very truly yours, 
Homer Davison, President. 


CONTROLLERS INSTITUTE OF AMERICA, 
New York, N. Y., December 27, 1957. 
CHAIRMAN, COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 


The attachment recommendations for revisions in the Internal Revenue Code 
of 1954 are presented as our suggestions for improvements in the internal-revenue 
laws and their administration. 

The national committee on Federal taxation of Controllers Institute of America 
has been working on this project for some time. All of the more than 4,700 
institute members were asked to submit comments and suggestions for code 
revisions. Subsequent to the receipt of these suggestions, our committee, con- 
sisting of representation from each of the 52 controls (chapters) that comprise 
the institute, met on several occasions to discuss them orally and at length. 
The accompanying recommendations represent those views which we believe are 
applicable to all major types of businesses. 

We respectfully ask that these recommendations be made a part of the record 
of the hearings which are scheduled to begin on January 7, 1958. 

We will appreciate your assistance in the placing of these recommendations 
in the hands of all members of the Committee on Ways and Means of the House 
of Representatives. 

As chairman, I would like to express, on behalf of our committee, our appre- 
ciation of the consideration our recommendations have always received. 

Very truly yours, 
GERALD L. PHILLIPPE, 
Chairman, National Committee on Federal Tazration. 


RECOMMENDATIONS FOR REVISIONS IN INTERNAL REVENUE CopDE oF 1954 


The following represents the recommendations of Controllers Institute, through 
its national committee on Federal taxation. 


1. PRINCIPLE OF GRADUATION IN CORPORATION INCOME TAX RATES 


Members of the Controllers Institute are very much concerned with the re- 
curring proposals for various forms of corporate rate graduation. These range 
from a proposal to reverse the present normal tax and surtax rates of 30 and 
22 percent, respectively (either with or without a further modification in the 
form of an increase in the surtax rate) to a proposal which would provide a 
schedule of rates ranging from 22 to 75 percent. 

Arguments for increased corporate graduation seem to be founded in part on 
the fallacy that if graduation is proper in individual income taxation it is equally 
valid in corporate income taxation. The corporation, however, is composed of 
a number of shareowners ranging from a few to hundreds of thousands. The 
size of a corporation’s income is not in any sense an indicator of the wealth or 
income of its shareowners. It is not uncommon for small corporations to be 
owned by a few wealthy individuals or families whereas the pattern in large 
corporations is more typically one of widely scattered small or moderate hold- 
ings. To the extent that the corporate tax is borne by the shareowners, corporate 
rate graduation could therefore have a regressive effect insofar as individuals 
are concerned. Without attempting to argue here the question as to whether 








GENERAL REVENUE REVISION 1915 


and to what degree the corporation income tax is passed on to the consumer, 
we believe that it is evident that to the extent that it is so passed on, the effect 
of graduation would undoubtedly be regressive in that it is especially true of the 
large mass producers that they provide products and services for all the people 
and not for a limited group. 

The present corporation tax, taking as it does more than half of the before- 
tax income, already has the effect of distorting business decisions. Further 
graduation would aggravate this undesirable situation and would act as a deter- 
rent to the growth and progress of all business, particularly small business. 
Businesses at each stage of growth would face the serious problem of whether 
to expand and thus incur the penalty of an increased tax rate or to remain static, 
which would soon inevitably lead to retrogression and hence an erosion of the 
base on which the corporation tax is levied. Surely this is not the way to meet 
the Nations’ defense needs and provide an ever higher level of living for our 
people. 

We have here touched only briefly and incompletely on some of the more 
obvious ramifications of this important subject, which encompasses indeed the 
workings of our whole economy. For the reasons outlined, however, we strongly 
urge that any efforts to extend the principle of corporate rate graduation in 
whatever form be firmly resisted. 


Il. CONSOLIDATED RETURNS 


Consolidated regulations have been continued essentially unchanged from the 
provisions in H, R. 8300 (1954). When H. R. 8300 was brought out by the House 
Ways and Means Committee we filed a protest, listing many objections which we 
thought should be given consideration in the Senate. The statutory codification 
of the consolidated return regulations which the House bill represented was recog- 
nized on all sides to have been hastily done and in need of reexamination. How- 
ever, the decision was made not to incorporate in the Internal Revenue Code of 
1954 the regulations dealing with the filing of consolidated returns. Our hope 
then was that the questions raised by us would be given effect in the thorough 
revision of the regulations which it was expected would be undertaken by the 
Commissioner under the 1954 code. Nothing was done. Nor has anything yet 
been done, despite the fact that we have repeated our suggestion twice since 
1954. We therefore believe that legislative cognizance ought to be taken of 
some of these problems and we respectfully bring them to Congress’ attention 
at this time. 

Even though the subject matter is repetitious, we summarize below some of 
the most important objections to the present consolidated return structure. 

(1) We repeat our protest against the double and uncertain taxation of inter- 
company profits on the breaking of consolidation (regulations, sec. 1.1502-39(c) ). 
A simple provision would assure that no income was taxed twice or not at all. 
To assure this result, however, the inventory, at the end of the first separate re- 
turn year should be eliminated as a criterion and the profits for the group as a 
whole should be considered. 

(2) Mine exploration expenses should be allowed for each taxpayer in the 
group (regulations, sec. 1.502-31 (b)-—12 and 1.502-45). It is unfair to treat the 
group as one taxpayer for this purpose and as several taxpayers for other pur- 
poses. For instance, see the treatment of inventories, the measurement for pen- 
alties for underestimation of tax, several liability for tax, the method of com- 
bining taxable income as contrasted to a true consolidation. 

(3) The various privileges under IRC section 381 should be made available, 
in the spirit of section 381, in consolidated regulations, or by law. 

(4) The privilege of breaking consolidation is denied unless the law or regu- 
lations “have been amended and any such amendment is of a character which 
makes substantially less advantageous to affiliated groups as a class the continued 
filing of consolidated returns, regardless of the effective date of such amendment” 
(regulations, sec. 1.502-11). 

We object— 

(a) to the requirement that any change be substantial with respect to 
the group as a class. A break should be allowed if any of the group is 
affected substantially or if the group in general is affected disadvan- 
tageously. 

(b) to the last phrase quoted which has the effect of allowing a cor- 
poration to break consolidation not for the year in which the adverse effect 
takes place but in the year of the change in law, which may be one or more 
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years before the change takes effect. This seems a haphazard and unreason- 
able provision designed solely to further penalize consolidated returns. 
Going beyond the technicalities, however, we believe that it is not sound 
policy to require the continued filing of consolidated returns in any case and 
the regulations or the statute should be amended to grant the right of an 
annual election to consolidate or not to consolidate. The consolidated return 
structure is so complicated and contains so many arbitrary rules, the full 
effects of which cannot be anticipated in advance, that it is unfair to bind 
the taxpayer making an election without appreciating its effect under a dif- 
ferent set of circumstances. The same reasons of complication and arbitrary 
rules, coupled with the fact that the consolidated return structure has all the 
necessary quid pro quos without imposing a specific penalty, and the fact that 
the privilege of offsetting losses is of little long-term benefit in view of the 
present loss-carryover system, argue for elimination of the 2 percent penalty 
tax. Weso recomend. 


Tit. ALLOCATION OF CONSOLIDATED INCOME TAXES 


Section 1552 of the 1954 code is being applied currently as a restriction on 
acceptable bases for allocation of the consolidated tax liability among members 
of an affiliated group. This section should be modified to permit allocation 
in accordance with any equitable practice consistently followed by the group. 
For example, the “source of taxable income” basis of allocation should be 
permitted as a matter of statutory right. Likewise, a parent should be en- 
titled to take credit for the savings and absorb the costs and penalties (penalty, 
surtax, loss of surtax exemptions, etc.) of consolidation and to assign to each 
of the other affiliates an amount equivalent to the tax it would have incurred 
had it filed a separate return. In any event, section 1552 (b) should be modi- 
fied to eliminate the implied preference for any single method of allocation. 


IV. INTERCORPORATE DIVIDENDS 


From 1918 to the end of 1935 dividends received by one domestic company 
from another were not subject to Federal income tax. Beginning with 1936, 
15 percent of intercompany dividends have been subject to tax. 

In 1936 the income-tax rate was only 15 percent so that the effective rate on 
intercompany dividends when first imposed amounted to only 2.25 percent. 
Under the 52 percent income-tax rate now in effect, the dividend tax amounts 
to 7.8 percent and the burden of this unwarranted tax has become much more 
serious than in 1936. 

There is no justification for subjecting business profits to tax at the corporate 
level more than once. The President’s message of January 21, 1954, recog- 
nized this and recommended that the corporate deduction for dividends received 
be raised from its present 85 percent level to 100 percent in 3 annual steps. 
This recomendation of the President should be adopted. 

Whatever is done regarding the general limitation, however, the further limi- 
tation of section 246 (b) limiting the deduction to 85 percent of taxable in- 
come should be removed both as a matter of principle and because of the ab- 
surd consequences of its interaction with section 172. The latter point may 
be illustrated as follows: Since the net income limitation is made inapplicable 
if a net loss will result, a taxpayer with dividends received of $100,000 and 
a loss from operations of $14,999 will have its dividends received deduction re- 
stricted to $72,250.85, thereby being taxed on $12,750.15, while another tax- 
payer with the same dividends received of $100,000 but a loss from operations 
of $15,001 will have a full dividends received deduction of $85,000 and be taxed 
on nothing at all (plus having a $1 carry forward or carryback). 


Vv. SUBCHAPTER C——-CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 


The area of corporate distributions and adjustments is a highly technical one. 
Without entering upon a discussion of the more fundamental problems which 
should receive reconsideration in an overall reexamination of this area of the 
1954 code, we recommend the following: 

(1) Under the so-called Kimbell-Diamond rule of section 34 (b) (2), if one 
corporation buys all the stock of another and liquidates it within 2 years, the 
basis of the assets received in the liquidation will be the price paid for the stock, 
rather than the carryover basis which is generally applicable in section 332 
liquidations. If the acquired corporation, in turn, has a subsidiary which is also 
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liquidated, however, the ultimate result may differ depending upon which cor- 
poration is liquidated first. This is a trap which should be removed by making 
section 884 (b) (2) applicable to the entire transaction regardless of the order 


of liquidation. A similar situation exists under section 837 and should be simi- 
larly treated on a consolidated basis. 


(2) The solely for voting stock requirement in asset acquisition cases (sec. 
368 (a) (1) (C)) has been relaxed to permit as much as 20 percent of the consid- 
eration to be other than voting stock. The same rule should be applied to stock 
acquisition cases (sec. 368 (a) (1) (B)). 

(3) The so-called Groman-Bashford rule which prevented a corporation which 
was acquiring stock or property for its stock from having the acquired stock or 
property wind up in the hands of a subsidiary was abolished in section 368 of the 
1954 code insofar as property acquisitions were concerned, but was not changed 
insofar as stock acquisitions were concerned. There is no reason for such a dis- 
tinction. We therefore recommend that the new rule be applied to stock cases 
(sec. 368 (a) (1) (B)) as well. We also recommend that a combination of par- 
ent and subsidiary stock be permitted in both stock and asset acquisition cases 
and that the transaction be regarded as qualifying even though only part, rather 
than all, of the acquired stock or property winds up in a controlled subsidiary 
(this is now true if the parent first acquires the property and then makes the 
transfer to its subsidiary itself, but not if the property is transferred to the sub- 
sidiary directly by the original transferor). 

(4) Section 381 lists 19 items, such as loss carryovers, earnings and profits, 
methods of accounting, certain deductions attributable to assumed liabilities, and 
so forth, which may be inherited by a successor corporation from its predecessor 
following certain tax-free transactions. There are other items which should 
receive the same treatment. It is understood that, at least as to some of them, 
the Commissioner so holds as a matter of practice, but there is always doubt as to 
whether section 381 might be interpreted as being exclusive. Also, there may be 
items which the Commissioner may feel he cannot bring in as a matter of discre- 
tion. The way to remedy this situation is to include a catchall provision in sec- 
tion 381, and we so recommend. 

(5) Under the law as laid down in the Koppers case, items, like deficiency 
interest, payable by a transferee on account of liabilities inherited from a trans- 
feror were deductible in full (assuming proper accrual) by the transferee if the 
basic transaction was a statutory merger or consolidation. If, on the other hand, 
some other form of transfer was involved, the deduction was allowable to the 
transferee only if attributable to the period after it acquired the assets. Section 
881 (c) (16) now covers this subject in the subchapter C area. It appears to 
extend the merger treatment to all asset reorganization cases, except corporate 
divisions, which in general is the only proper rule, but it imposes an overall test 
which we believe to be without justification, viz., that the rule is inapplicable “if 
such obligations (the assumed liabilities which the transferee pays) are reflected 
in the amount of stock, securities, or property transferred by the acquiring cor- 
poration to the transferor corporation for the property of the transferor corpo- 
ration.” 

This is in conflict with the basic rule that in these nonrecognition transactions 
an assumption of liabilities has no tax significance. There is no recognition of 
gain to the transferor nor any basis adjustment to the transferee. The transferee 
is regarded as standing in the shoes of the transferor. This principle should 
extend to all aspects of inheritance, including deductions. Whether the partic- 
ular liability was taken into account in arriving at the amount of stock or secur- 
ities to be transferred is irrelevant—it merely reflects the net position at the 
shareholder level. At the corporate level it is basis that controls. Therefore 
we recommend the removal of the quoted limitation from section 381 (e) (16). 


VI. LOSS ON INVESTMENTS IN AFFILIATES 


It should be recollected that the 95 percent requirement of section 165 (zg) (3) 
was reduced to 80 percent in the House bill H. R. 8300 (1954), was raised to 95 
percent in the Senate when the consolidated percentage was raised to 95 percent 
but was forgotten when the consolidated percentage was reduced to 80 percent in 
conference, Thus now while 80 percent of stock of a subsidiary requires inclu- 
sion in a consolidated return, such a subsidiary is not an affiliate under section 
165 (gz) (3). 

We believe even 80 percent is too great a percentage requirement. Many in- 
dustrial companies work with one another in the promotion of new processes. 
Unfortunately, however, these developments are not always successful. Since 
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such ventures are generally carried on in corporate form, the loss which the 
participants incur will be treated as a capital rather than an ordinary loss, 
because no one of the corporate participants will own the required percentage 
of the stock of the development corporation (95 percent under existing law). 

In order to remedy this situation, we recommend that section 165 (g). (8) be 
amended so as to require ownership of no more than 25 percent of the stock of 
the issuing corporation. Investments by a corporation in 25 percent of the stock 
of another corporation are not usually stock speculations. In other words, the 
difference between 25 percent ownership and 95 percent ownership is not neces- 
sarily the difference between speculation and investment. The code should rec- 
ognize this fact. Such investments can be of material benefit to the Nation and 
they should not be discouraged by the income-tax laws. 

The reasoning of the above leads to the recommendation that the effect of the 
Hunter Manufacturing Corporation (21 T. C. 424) case be eliminated. This can 
be substantially accomplished by reducing the ownership requirement to 25 
percent. It can also be done by providing in section 165 (g) that ownership of 
stock for business reasons auxiliary to that of the taxpayer shall be accorded 
the treatment provided by section 165 (g) (8). irrespective of time of purchase. 
This will clarify the meaning of the Hunter case. 


VII.. ORGANIZATIONAL EXPENSES 


Section 248 of the 1954 code permits, for the first time, the amortization of 
certain organizational expenses. 

We believe there are two serious defects in the section as presently drawn. 
First, it should not be limited to organizational expenses, but should cover re- 
organization expenses as well. Second, it should also cover stock-issuance ex- 
penses whenever incurred. These would include SEC and stock exchange filing 
fees, State filing fees, Federal, State, and local taxes, engineering and accounting 
services, legal fees and expenses, investment counsel fees, costs of prospectus 
preparation, and other items incident to the stock issue. It should be noted that 
the expenses of bond issues are deductible pro rata over the term of the issue. 
Failure to permit the cost of issuing stock to be amortized over a reasonable 
period creates an undesirable discrimination against equity financing. 


VIII. INVOLUNTARY LIQUIDATION OF LIFO INVENTORIES 


The proper functioning of the LIFO inventory method breaks down when re- 
placement within the taxable year through normal channels of distribution is 
rendered difficult or impossible by abnormal circumstances over which the tax- 
payer has no control. In recognition of this fact, both during World War II and 
the Korean crisis so-called involuntary liquidation relief was granted whereby 
taxpayers were permitted to use replacement cost in the final determination of 
their tax liability even though replacement did not take place for several years 
owing to war-induced shortage of supplies. 

These provisions have now expired, but the need for them has not. It is 
becoming increasingly apparent that a permanent provision is required to take 
eare of comparable situations that are bound to arise from time to time. In- 
voluntary liquidation relief should be available to any taxpayer whose failure 
to replace is attributable to any circumstances, occurrence, or condition beyond 
the reasonable control of such taxpayer, including inability to obtain the goods 
required to replace his inventories on the open market through the normal chan- 
nels of distribution by reason of the scarcity thereof. 

If a definition of involuntary liquidation in terms of abnormal circumstances is 
regarded as difficult to administer, a provision which would be relatively auto- 
matic in its operation could be adopted. The basic principle of LIFO is that 
replacement cost is the proper measure of cost in the case of a continuing business. 
This principle could be applied over a longer span than a single year. Thus, 
it could be provided that in any case in which inventories declined in 1 year 
and there was an equivalent inventory increase within the next 5 years, for ex- 
ample, the subsequent increase should be deemed a replacement of the goods 
previously liquidated. In order to restrict the operation of such a provision to 
relatively unusual cases, it could further be provided that it would operate only 
if the liquidation related to goods whose values were determined by sections 471 
or 1321, or their predecessors in the 1939 code, at least 5 years prior to the year 
of liquidation or whenever the taxpayer initially went on LIFO, whichever date 
was later. 
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Under former provisions, a year in which involuntary liquidation takes place 
remains open, for tax purposes, until the year of replacement. We recommend 
that the income of the year of involuntary liquidation should be adjusted by the 
difference between the inventory cost and the current replacement cost of the 
liquidated items. The difference between such current cost and the replacement 
cost as determined in the year of actual replacement could be adjusted in such 
year. If replacement is not made the interim adjustment should be reversed in 
the last year in which replacement would have been recognized. 


IX. CAPITAL GAINS AND LOSSES 


(1) We submit that taxpayers should be allowed deduction for excess of net 
long-term capital losses over net short-term capital gains in the year incurred, 
with tax benefit limited to the rate of tax applicable to the excess of net long-term 
capital gains over net short-term capital losses. 

(2) Such net losses, in the case of a corporation, are usually the result of trans- 
actions which are an integral and essential part of the corporation’s operations. 
Accordingly, such transactions should not be penalized as though they were some 
form of undesirable speculation. The excess of net long-term capital losses over 
net short-term capital gains should be allowed in full and the carryover pro- 
visions of section 1212 should be limited, in the case of corporate taxpayers, to 
the excess of net short-term capital losses over net long-term capital gains. If 
the recommendation set forth in paragraph (1) is not adopted, a carryback as 
well as a carry forward of capital losses should be allowed. Every opportunity 
should be accorded of satisfying the matching requirement of the statute. 

(3) It should also be provided that a taxpayer will be permitted to deduct 
an ordinary net loss for purposes of the alternative tax, i. e., that the tax 
should be 25 percent of whichever is the smaller of the net long-term capital gain 
or the taxable net income in such cases. Such a loss is regarded as absorbed by 
the capital gain for carryover purposes and, unless it can be used to reduce the 
capital-gain tax, will never be available for tax purposes. Arguably. such a loss 
should be available to offset income taxable at full rates, but certainly taxpayers 
ought not to be deprived of all tax benefit. 


X. DEPRECIATION 


The inadequacy of the present Federal income tax allowances for depreciation 
is creating a serious problem for taxpayers. Although the 1954 code provisions 
represent a big advance over the prior law, much remains to be done if industry 
is to meet the Nation’s requirements for new plants, new jobs, and new products. 

The tax-depreciation law should fully recognize the increasing importance 
of obsolescence as a factor in determining useful lives and should permit 
flexibility of method and rate in order to meet the varying conditions of each 
taxpayer’s business. Failure to do this restricts the momentum of technological 
advances. 

The introduction of new methods in the 1954 code has unfortunately tended 
to introduce more rather than less rigidity. We urge that a taxpayer be 
permitted to shift methods or rates as his conditions require. Specifically, 
he should be allowed the automatic right to shift from any of the methods 
under section 167 (b) (2), (3), or (4) to the straight-line method or to any 
method under section 167 (a). 


XI. ACCOUNTING TREATMENT OF UNEARNED INCOME 


Section 452 of the 1954 code (replealed by section 1 (a), Public Law 74, 
June 15, 1955) pertained to amounts which under prior tax rules were cur- 
rently includible in gross income even though such amounts were to be earned, 
or accrued in the generally accepted accounting sense, in future periods. As 
provided in the Senate Finance Committee report, it was intended that under 
section 452 there would be no recognition as income of amounts applicable to 
a future liability to render services, to furnish goods or other property, or 
to allow the use of property. Such a provision, which results in conforming 
tax treatment with generally accepted accounting principles and practices, is 
essential if the method of accounting is to clearly reflect taxable income. On 
the basis of available information, it does not appear that this provision would 
affect any substantial amount of revenue. It is recommended that section 452 
be restored to the Internal Revenue Code of 1954. 
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XII, DEDUCTION FOR ALL EXPENSES ATTRIBUTABLE TO INCOME OF THE TAXABLE YEAR 


Good accounting practice requires that there be charged against the income 
of any year all expenses incurred and all estimated future expenses to be 
incurred which are attributable to such income. This sound principle was 
recognized and accepted for tax-accounting purposes by the now repealed 
section 462 of the Internal Revenue Code of 1954. The report of the Committee 
on Finance with respect to the repeal bill (H. R. 4725, 84th Cong.) completely 
vindicated the purpose and effect of section 462 by reaffirming that it is essential 
that the income tax laws be brought in harmony with generally accepted ac- 
counting principles. To this end, the committee announced its intention to 
report out substitute legislation and it is recommended that this be done promptly. 

In this connection, H. R. 3104 (85th Cong.) has been introduced to effect 
conformity of tax accounting and generally accepted accounting with respect 
to such important items as product warranties and guaranties, discounts, com- 
missions, and vacation pay. With minor changes in this bill, and with one 
major modification in principle, H. R. 3104 would be an acceptable solution to 
this problem. The major modification referred to would be one which substituted 
for the transition year adjustment suggested in H. R. 3104 a provision that the 
nondeductible portion of the required addition to the reserve in the transition 
year should be allowed as a deduction over some preestablished reasonable period 
of years. Enactment by the 85th Congress of such a modified version of this 
bill is strongly urged. 

XIII. VACATION PAY 


A critical problem faces many taxpayers if legislation is not enacted promptly 
to correct the confused, but important, matter of accruals of vacation pay. 
Under rulings which antedated the enactment of the 1954 code, taxpayers have 
been permitted to deduct vacation payments: to be ‘made in the following year 
despite the absence of a fixed liabality existing at the close of the taxable year. 
When this method of deducting vacation pay was adopted, there may or may 
not have been a compressing of 2 years’ deduction into 1 year, depending upon 
the circumstances. In Revenue Ruling 57-825, the Internal Revenne Service 
has announced that the provisions of these earlier rulings will continue to 
be effective for taxable years ending before January 1, 1959, but that there will 
be no further extension of the period to years ending after that date. Under 
present law, therefore, many taxpayers wil] not be permitted to deduct any 
amount for vacation pay in 1959. This situation should be corrected promptly 
by appropriate legislation revalidating the principles in effect prior to the 
enactment of section 462. 


XIV. STATUTE OF LIMITATIONS 


The committee recommends that the statute of limitations should be the 
same for refunds as for deficiencies, insofar as dating the 3-year period from 
the date the return was filed (rather than the original due date) is concerned. 
To avoid the trap sought to be removed by the 1954 Senate amendment, the 
8-year period preceding the filing of the claim during which the tax must 
have been paid in order to be recoverable should be enlarged to include any 
extensions of time for filing the return. Section 71 of H. R. 8381, the proposed 
Technical Amendments Act of 1957, accomplishes this result and should be 
enacted. 

Under section 905 (c) the Commissioner can collect—without any time limita- 
tion—the excess of any amount claimed as a foreign tax credit over the foreign 
tax as finally determined. In the converse situation—where the amount as 
finally paid exceeds the amount claimed—section 6511 (d) (3) (A) imposes a 
10-year limit. Though the 10-year period would be adequate in most instances, 
such is not always the case and it is recommended that the time limit be removed. 

Whereas the 1939 code provided a separate and specific period of limitations 
for excise taxes, section 6511 (a) of the 1954 code establishes a uniform period 
of limitations for all internal-revenue taxes. This change has created a situation 
whereby in the case of the excise taxes on services and facilities (where the tax 
is levied on the purchaser and the seller is responsible for collecting and re- 
turning the tax to the Government) the period of limitation on claims or adjust- 
ments bv the collecting agency is automatically restricted to 2 vears. We do not 
believe that this result was intended and suggest that this artificial limitation be 
eliminated by special recognition of the situation in which a collecting agency 
is interposed between the taxpayer and the Government. 
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XV. STAMP TAXES ON ISSUANCE OF CAPITAL STOCK 


Sections 4301 and 4302 of the 1954 code continue the tax on the issuance of 
capital stock previously imposed by section 1802 (a) of the 1939 code. Con- 
troversy has recently developed over the circumstances under which the tax 
ought to apply, however, and we believe some legislative clarification is desirable. 

The tax has been interpreted by the Internal Revenue service as applying to 
mere increases in the stated value of capital stock without issuance of any 
shares. This view has been overruled in United States v. National Sugar Refining 
Co. (113 F. Supp. 157 (S. D. N. Y., 1953)); F. & M. Schaefer Brewing Co. v. 
U.S. (180 F. Supp. 322 (EB. D. N. Y., 1955) ) ; Archer-Daniel-Midland Co. vy. U. 8. 
(575 CCH Federal Tax Service, par 9574 (C. A. 8, 1957) ) ; and American Steel 
Foundries v. Sauber (239 F. (2d) 800 (C. A. 7, 1956)). We believe that the 
rule in these cases, viz, that the tax does not apply to increases in capital stock 
which are the result of mere book transfers to the capital account unaccom- 
panied by the issuance of any shares, should be written into the code. 

As a matter of fact, the 1947 amendment of section 1802 (a) of the 1939 code 
dealing with recapitalizations (sec. 4302 of the 1954 code) indicates that the true 
test should be a dual one; actual issuance of shares plus dedication of an 
amount to capital for the first time. Unfortunately, as the law now stands, 
the dedication-to-capital branch of the test is limited to recapitalizations. But 
there is no reason why a reorganization involving more than one corporation 
should be treated differently from one which takes the form of the re 
capitalization of the same corporation. A conspicuous example of a transaction 
which is presently taxed, but which ought not to be, is one involving a mere 
change in the state of incorporation. We therefore also recommend that tne 
stock issuance tax be made applicable to stock issued pursuant to a plan of re- 
organization as defined in section 368 only to the extent that an amount is 
dedicated to capital for the first time by such reorganization. 

Section 141 of H. R. 7125, the proposed Excise Tax Technical Changes Act of 
1957, amends section 4302 of the code to read in part as follows: 

“(a) Limitation—In the case of a transfer from any surplus account to 
capital, the tax imposed by section 4301 on the shares or certificates issued pur- 
suant to such transfer shall not exceed a tax computed on whichever of the fol- 
lowing amounts is the lower: 

““(1) the increase in capital resulting from such transfer, or 
“(2) the aggregate of the amounts in all surplus accounts (other than 
earned surplus), to the extent such aggregate has not previously borne the 
tax on the issuance of shares and certificates.” 
It is earnestly hoped that this bill, which has already passed the House, will 
also pass the Senate. 


XVI. EMPLOYEES’ PENSION, PROFIT-SHARING, AND STOCK-BONUS PLANS 


In general, the provisions of the 1954 code relating to pension, profit-sharing, 
and stock-bonus plans are the same as those of the 1939 code with certain 
liberalizing and desirable changes. However, there are certain amendments 
which should still be made: 

(1) Section 404 (a) (5) provides that a contribution by an employer to a non- 
qualified employees’ trust shall be deductible by the employer when paid 
if the employee’s rights are nonforfeitable at the time of such payment. The 
regulations (sec. 1.404 (a)-12) go further, by stating the reverse, to the effect 
that, if the employee’s rights are forfeitable at the time payment is made to 
the trust, no deduction is allowable to the employer for such amount for any 
taxable year. 

This treatment seems to us to be unnecessarily harsh. It is recommended that 
section 404 (a) (5) be modified to provide that the employer’s contributions 
shall be deductible under this section with respect to the year in which the 
payment is made to the employee. 

(2) Section 503 (c) of the code describes certain prohibited transactions 
which must not be engaged in between a qualified pension or profit-sharing trust 
and the employer. It is unfortunate that these prohibitions, which were designed 
for the situation between a section 501 (c) trust and an individual donor, have 
been applied to a section 401 trust without refinement or necessary change. 
For example, section 503 (c) (1) prohibits a loan to a donor without receipt 
of adequate security whereas section 401 trusts have always been free to invest 
in the stock of creators and donors. The proposed regulations (Federal Register 
of January 21, 1956) state that “adequate security” means “something in 
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addition to and supporting a promise to pay” such that “it may be sold, fore- 
closed upon or otherwise disposed of in default of repayment.” This would make 
the existing investment of many trusts in debenture bonds a prohibited trans- 
action. In the present state of the bond market, forced liquidation of these 
bonds would result in sizable and unjustified losses on securities which are prime 
investments. Further, the proposed regulations leave uncertain the issue of 
whether a purchase on the open market after original borrowing through 
debentures will be considered a loan. 

A proposal for the modification of this provision appears as section 25 in 
H. R. 8381 (entitled “The Technical Amendments Act of 1957”) which was 
approved by the Committee on Ways and Means of the House of Represent- 
atives during the ist session of the 85th Congress. The proposed modifica- 
tion would provide substantial alleviation of a most unfortunate restriction. 
We believe, however, that the problem can be more broadly and completely 
solved by providing merely that transactions with section 401 trusts be, in the 
words of section 503 (c) (3), on a basis which is not preferential to the donor 
or creator. 

(3) In regulations and various releases issued since 1942 relating to pension 
and profit-sharing plans under the 1939 code, the Internal Revenue Service 
has required that coverage be integrated with social security. Although there 
has never been any statutory basis for this requirement, reasonably liberal ap- 
plication of the integration rules by the Service kept taxpayer resistance at a 
minimum. In regulations issued under the provisions of the 1954 code dealing 
with pension and profit-sharing plans, the Service has now construed its inte- 
gration requirements so narrowly that it is strongly urged that the statute 
be amended in such manner as to preclude entirely the application of the integra- 
tion principle as a requirement for qualification. 

(4) Under proposed regulations 25.2511-1 (g) (10), relating to the gift tax, 
it would be required that a gift tax be paid by an employee if he designates a 
survivor beneficiary under a pension plan so that a smaller pension or annuity 
is payable to the employee. We believe the gift tax should be correlated with 
the estate tax and it is to be noted that under section 2039 (c) of the 1954 
eode, the value of an annuity received by a beneficiary is excludable from the 
estate tax when paid from an exempt employees’ trust to the extent attributable 
to the employer’s contributions. 

Section 57 of the proposed Technical Amendments Act of 1957 (cited above) 
would correlate the gift tax provisions of the code with the estate tax provisions. 
Under the proposed bill an employee who irrevocably exercises an election under 
a qualified plan to have certain benefits paid to a beneficiary who survives him 
is not to be considered as having made a gift of that portion of such survivor 
benefits which is attributable to his employer’s contribution under the plan. 
Similarly, the failure to make a designation would not constitute a gift. The 
exclusion would not apply to that part of the value of the survivor’s benefits 
which is attributable to the contributions made by the employee. The proposed 
legislation is desirable and should be enacted. 


XVII. RESTRICTED STOCK OPTIONS 


Section 1014 (d) of the 1954 code provides that the general rule, to the effect 
that the basis of property acquired from a decedent shall be its fair market 
value at the date of the decedent’s death (or optional valuation date), shall not 
apply to a restricted stock option which has not been exercised by the employee 
before his death. 

This exception gives rise to an anomalous situation. If a restricted stock 
option is exercised before death, the stock will have a basis in the hands of 
the estate or beneficiary equal to its fair market value at date of death (or 
optional valuation date). On the other hand, stock acquired by exercise of a 
restricted stock option after the employee’s death will have as its basis only 
the option price, despite the fact that the value of the option (difference be- 
tween fair market value of the stock at date of death and its option price) 
is included in the gross estate for estate-tax purposes. 

H. R. 9035, which was passed by the House on August 16, 1957, and is now 
before the Senate Finance Committee, provides for the repeal of section 1014 
(d) and for inclusion of the applicable amount of option value in the basis 
of stock acquired by exercise of a restricted stock option after the employee’s 
death. It is urged that enactment of H. R. 9035 be accomplished at an early 


date. : 
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Section 421 of the code provides that restricted stock option treatment will 
be available only if an individual is an employee at the time he exercises the 
option, or if the option is exercised by him within 3 months after he ceases to 
be an employee. Recognizing the unique and continuing relationship of a re- 
tired employee to his employer, it is recommended that the statute be amended 
to provide that employees who have retired because of disability or age be con- 
sidered to be employees for all purposes of section 421. 


XVIII. AFFILIATED GROUPS (EMPLOYEE PENSION AND OTHER PLANS) 


(1) Many pension plans cover more than one corporation and within a cor- 
poration may cover more than one group of employees having different cover- 
age as required by union contracts or other agreements. Also union contracts 
may cover the employees of several affiliated companies. Because of long- 
standing methods of operation employees may be shifted between affiliated cor- 
porations because of change in duties or products or business. In many in- 
stances it is impossible to determine actuarially the financial liability for pen- 
sions on an individual corporation basis. The liability for pensions may be de- 
creased or increased several times for employees individually and by groups by 
changing laws and union contracts. These problems have been recognized by 
the Internal Revenue Service at various times. (See PS No. 14, 1944 P-H par. 
66,352; special ruling, October 23, 1944, 4438 CCH par. 6632; PS No. 51—A, 1945 
P-H par. 76,276; special ruling, 1945 P—H par. 76,281; special ruling, March 5, 
1947, P-H par. 76,126; Frederick J. Wolfe, 8 T. C. 689 (1947) ; PS No. 62, 1950 
P-H par. 76,285; and 1954 code sec. 404 (a) (3) (B) re profit-sharing plans.) 

PS 51-A makes an approach to the problem by allowing contributions to be 
made to a trust covering two or more corporations in relation to eligible pay- 
roll of employees covered by the trust but this solves only one small problem. 

We recommend a revision providing where more than one corporation is 
covered by a plan or trust, or both, that the plan shall be considered as the 
plan of one employer for the various limitations contained in section 404 unless 
by reasonable actuarial methods the various limitations can be applied on a 
separate corporation basis and that the taxpayer shall be allowed to choose 
whichever method suits his situation best. 

In addition, the consolidated return provisions of chapter 6 should provide 
that deductions applicable to such plans shall be allowed on a consolidated basis 
in a manner similar to the treatment of contributions. 

(2) In 1954 the Federal Internal Revenue Code was amended (sec. 404 (a) 
(3) (B)) to permit other members of an affiliated group participating in a profit- 
sharing plan to contribute proportionately the amount an affiliate would have 
contributed during the tax year had it not been prevented from doing so by the 
absence of current or accumulated earnings or profits. Each member of the 
affiliated group making such a contribution on behalf of a loss member is allowed 
to deduct the contribution in determining its own taxable income for the year. 

This salutary amendment should be carried a step further to permit a trust in- 
denture establishing a profit-sharing plan for any group of affiliated corporations 
whether or not technically affiliated within the meaning of section 1504, to pro- 
vide for the allocation of contributions in a tax year to participants of all mem- 
bers of the group, including those of a loss member which contributed nothing and 
for which nothing was contributed by the other members of the group. This 
would accomplish an equitable result for all participants and over a long period 
should work to the benefit of the employee participants of each member even 
though in a given year a member, because of the absence of current earnings and 
accumulated profits, was unable to make any contribution. Of course, a profit- 
sharing plan covering an affiliated or nonaffiliated group would have to state 
clearly that contributions in each year would be allocated among the participants 
of all members, including a loss member, and this would have to be made entirely 
clear in advance to each participant of every member in the group. By accepting 
the plan every participant would thus be contracting at the outset for the contri- 
butions to be allocated among the participants of all members regardless of a 
loss year or years by any member. 


XIX. TAXATION OF INCOME FROM FOREIGN SOURCES 


The following amendments to the present code are suggested : 
(1) Section 902 (b) should be amended so as to change the requirement of 
stock ownership from 50 percent to the lesser of 50 percent or the maximum 
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amount permitted in the foreign country. The purpose of this change is to make 
allowance for the fact that certain countries limit stock ownership by foreign 
nationals. 

(2) In lieu of the present provisions of section 904 limiting the foreign tax 
eredit on a country-by-country basis, taxpayers should be allowed an annual 
election between the overall and per country limitations on the foreign tax credit. 

(3) There should be a carryover and carryback of foreign tax credits to the 
extent they are unusable because of the operation of the limitations of section 
904. Under present law there may be a loss of credit, for example, merely be- 
cause of a difference between the United States and the foreign law as to timing 
of income and deductions. Section 37 of H. R. 8381, the proposed Technical 
Amendments Act of 1957, would accomplish the desired result, and we respect- 
fully urge its enactment. 

(4) We urge enactment into law of the proposals originally made by the 
President and recently reiterated by the Vice President to encourage foreign 
trade by providing substantial measures of relief from taxation of foreign in- 
come in the United States, if this country is not the source of that income. 


XX. LOSSES, EXPENSES, AND INTEREST WITH RESPECT TO TRANSACTIONS BETWEEN 
RELATED TAXPAYERS 


Section 267 of the 1954 code, subsection (a), disallows losses from sales or 
exchanges between the persons who are enumerated in subsection (b). These 
include “a grantor and a fiduciary of any trust” (sec. 267 (b) (4)). 

This subsection which was also in the 1939 code, was doubtless intended (as 
was the entire section) to deny the deduction of artificial losses created be- 
tween parties which may be deemed to be incapable of dealing at arms’ length. 

We believe that, to the extent this restriction might apply to transactions 
between a corporation and its exempt employees’ trust, it is undesirable. In 
the first place the control over such transactions which is exercised in connection 
with determining the tax exemption of such trusts would effectively bar improper 
transactions. Furthermore, there are reasons why such grantors may be able 
and willing to sell securities to such a trust on a basis favorable to the trust but 
which might produce a loss to the grantor. It would not appear that any useful 
purpose is served by prohibiting such sales—and the section is effectively a 
prohibition. 

It might be mentioned that it would be likely that the securities (or other 
assets) involved in such transactions would frequently be such that it would 
be regarded as desirable to keep them in a family. 

The difficulty could be readily overcome by adding to subsection (b) (4) the 
words “other than a qualified trust referred to in section 401 (a).” 


XXI. CHANGES FROM ACCRUAL TO INSTALLMENT METHOD OF ACCOUNTING FOR INSTALL- 
MENT SALES 


Section 453 (c) (2) of the 1954 code was intended to provide relief from the 
double taxation of profit in the year of change from accrued to installment basis 
for reporting income. The formula, as stated in the Internal Revenue Code at 
present, while an improvement over the prior code, still results in a duplication 
of tax serious enough to prohibit changing from the accrual to the installment 
basis. This is particularly true where net income is small in relation to gross 
income. 

We believe Congress intended to eliminate completely the double taxation of 
such income, thus making the installment basis available without penalty to all 
taxpayers engaged in installment selling. The availability of this method is par- 
ticularly important in view of the present requirement to pay part of the corpo- 
rate tax on an estimated basis before and the end of the taxable year and the 
remainder in only two installments after the close of the taxable year. This 
accelerated tax payment program greatly increases the spread between payment 
of tax and realization of cash by taxpayers selling on installment but reporting 
income on the accrual basis. 

A problem that may arise in providing relief from such double taxation is 
the possible complete elimination of tax in the year of change where the 
gross income from installment sale is substantially greater than net income. 
We believe that relief may be granted and this situation avoided in the following 


manner: 
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(1) Determine the income from installment sales as under the 1939 code. 

(2) Determine in the year of change and each subsequent year the gross 
income from installment sales, that have been previously reported and 
taxed on the accrual basis. 

(3) In the year of change, or in any applicable subsequent year, deduct 
the amount of gross income indicated under (2) from the entire taxable 
income, without regard to this deduction, but in an amount not in excess 
of a stipulated proportion, e. g., 20 percent of the entire taxable income; 
any unused amounts would likewise be deductible over succeeding taxable 
years without time limitations until the entire amount of duplicated income 
has been deducted. 

(4) Nothwithstanding the foregoing percentage limitation, the deduction 
under (3) shall be at least an amount which will reduce the undeducted 
duplicated income to an amount equal to the unrealized gross income on 
uncollected installment accounts at the end of the year. 

(5) Appropriate provision should be made for carrying forward the de- 
ductions provided in (3) or (4) above in cases of tax-free reorganizations. 

We further suggest that all taxpayers be permitted to elect to take the 
benefits of this recommendation in the year in which enacted by Congress, 
and thereafter only with the permission of the Commissioner. This proposal 
tends to minimize the possibility of tax avoidance by switching to the install- 
ment basis on the occasion of changes in tax rates. 


XXII. ANNUAL REPORTING—-FEDERAL INSURANCE CONTRIBUTIONS ACT 


Section 6011 of the 1954 code provides authority for the requirement of 
the quarterly filing of form 941 under the Federal Insurance Contributions 
Act. We believe that annual filing of this return would be just as satisfactory 
a procedure and would eliminate the tremendous amount of detailed report- 
ing that taxpayers are called upon to make, and would save the Internal 
Revenue Service and the taxpayer money. 

We further believe that the detailed schedules that are required to be 
attached to form 941 should be eliminated and recommend that the W-2 
be made to serve the dual purpose of income tax reporting and Federal 
insurance contributions reporting. 


XXIII. CASUALTY INSURANCE ON PROPERTY OF FOREIGN SUBSIDIARIES (INVOLUNTARY 
CONVERSIONS) 


In Revenue Ruling 56-636 it was held that insurance receipts by a parent 
corporation in respect of assets lost by a subsidiary do not qualify for in- 
voluntary conversion treatment. This ruling appears to be quite correct and, 
in respect of the normal situation, we do not feel that any statutory amend- 
ments are indicated. 

There is one type of situation for which correction seems needed, the situa- 
tion of the foreign subsidiary of the United States parent. In certain foreign 
countries insurance cover may be obtained only from local insurance com- 
panies. Frequently, because of local insurance laws and practices, adequate 
insurance is unobtainable and any insurance at all may be obtained only at 
excessive premium costs. The laws of some of these countries, moreover, 
do not contain provisions similar to the involuntary conversion provision in 
IRC, section 1033. Because of such lack of obtainable insurance coverage 
and lack of involuntary conversion provisions, and further, because domestic 
or foreign income taxes payable or insurance proceeds cannot be insured 
against, substantial risks in the foreign field continued to go uncovered. 

It is therefore suggested that IRC, section 1083 be amended so as to 
extend the involuntary conversion treatment to situations where a domestic 
parent insures in the United States or elsewhere the assets of its foreign sub- 
sidiary. No United States tax would be assessed on insurance proceeds re- 
ceived by the parent if it contributes the proceeds to its foreign subsidiary 
and the subsidiary replaces the assets destroyed. In such situations there should 
be, of course, no adjustment to the basis of the subsidiary stock in the hands 
of the parent. It should be emphasized that this extended treatment should 
only apply to domestic parent and foreign subsidiary situations. 
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XXIV. REFUND INTEREST IN MIXED REFUND AND DEFICIENCY CASES 


As the result of the taxpayer victories in the Max Factor and Pan American 
World Airways cases, the Government now assesses agreed-to deficiencies 
promptly and, in those cases where, even though there is a corresponding 
overassessment, it cannot be scheduled in the 10-day grace period, issues 
notice and demand for the gross deficiency plus interest, thereby setting the 
basis for a continuing interest charge. This is done despite the fact that the 
overpayment interest will cease to run upon the assessment (not the interest 
termination date) of the deficiency against which the overpayment is credited. 

An alternative procedure which it is understood is offered to taxpayers is 
to sign a conditional waiver, i. e., one that becomes effective only upon allow- 
ance of the proposed overassessment. The difficulty here is also that deficiency 
interest continues, although if the offsetting overassessment is ultimately 
allowed there will be at least a partial interest offset. 

Thus the shoe appears to have shifted somewhat to the other foot, and, 
whereas, under Max Factor in delayed assessment cases, the Government was 
forced to pay interest on an amount owing to the taxpayer for a period for 
which it could not collect interest on a corresponding amount owed by the 
taxpayer, taxpayers now find themselves owing deficiency interest for a period 
for — they cannot collect refund interest on a corresponding overassess- 
men 

As a matter of policy the correct result appears to be that produced by the 
so-called mutual indebtedness rule, which was uniformly applied by the Gov- 
ernment prior to Max Factor. Under that rule overpayment interest ceased 
when deficiency interest ceased in a waiver case, regardless of when the 
deficiency was assessed. We recommend that the code be amended to return 
to that result—accompanied by a separation of principal and interest on both 


sides of the computation. 
Insofar as our recommendation relates to the mutual indebtedness rule, 


it is contained in section 72 of H. R. 8881, the proposed Technical Amend- 
ments Act of 1957, and should be enacted. 
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SECTION 165——-LOSSES 


It is urged that in order to arrive at true corporate net income for any taxable 
year, section 165 (g) (3) (A) be amended so that all net losses of corporations 
in investments, when made for the purpose of advancing their main business, and 
which are incidental thereto, will be allowed in full as an ordinary loss in the 


year the loss occurs. 
If the corporate taxpayer owns less than 95 percent of each class of the capital 


stock of a corporation, it will not meet the requirements of section 165 (g) (3) 
(A) for an ordinary loss. The fact that-capital losses may be carried forward 
for a period of 5 years as an offset to net capital gains in those years does not 
relieve the inequity since utility companies ordinarily do not have substantial 
capital gains. 

Such net losses are usually the result of transactions which are an integral 
and essential part of the corporation’s operations. For example, groups of elec- 
tric utilities have recently organized separate corporations to develop electric 
resources for the Atomic Energy Commission. The electric industry is joining 
chemical companies in research in the development of generating electricity from 
nuclear energy. Also, investments have been made in corporations engaged in 
research for developing new products from natural gas and oil. 


SECTION 165—-LOSSES, AND SECTION 1231——-PROPERTY USED IN THE TRADE OR BUSINESS 
AND INVOLUNTARY CONVERSIONS 


Hurricanes, tornadoes, and floods throughout the country point up a continu- 
ing weakness in our Federal tax system. 

The authority for deduction of losses resulting from fire, storm, theft, or other 
casualty in the 1954 code is contained in section 165 which allows a deduction 
of “any loss sustained during the taxable year and not compensated for by in- 
surance or otherwise.” 
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However, section 1231 requires the taxpayer to group these losses in a given 
year with gains or losses which arise from : 

(1) sales or exchanges of property used in the trade or business held over 
6 months, and 

(2) involuntary conversion of trade or business properties or of capital 
assets held over 6 months. 

If the total of these items including losses from fire, storm, theft, etc., produces 
a net gain for the taxable year, such gain is taxable under present rates at 25 
percent. Where the net result is a loss for the taxable year, such loss is fully 
deductible against ordinary income, reducing the amount taxable by 52 percent at 
present rates. 

Accordingly, if a corporation sustains a loss from a casualty, for example, a 
storm loss which normally would be deductible from ordinary income with ap- 
propriate tax benefit of 52 percent, it is compelled to apply such loss against any 
gains from sales or exchanges of property used in trade or business which happen 
to occur in the same year, thus reducing the tax benefit of the loss to 25 percent. 

Fire, storm, and other losses are occurrences which by their nature should call 
for the fullest possible tax relief. Obviously the taxpayer cannot deliberately 
control the point of time they are incurred so as to obtain the maximum tax 
benefit. A storm, for example, giving rise to a loss to a calendar-year taxpayer, 
should afford the same measure of tax relief whether it strikes on December 31 
or January 1 and there is no reason why the tax result should be influenced by 
a wholly unrelated transaction that happens to have been consummated during 
the same year. 

The inequitable result described may be remedied by amendment of section 
1281 (a) (2) as follows: 

Striking out the words “destruction, in whole or in part, theft, or seizure or” 
and adding the following : 

“(3) only the excess of gains over losses upon the destruction in whole or in 
part or theft or seizure of property used in the trade or business or capital assets 
held for more than 6 months shall be considered for the purpose of this sub- 
section, and 

“ (4) the excess of losses over gains upon the destruction in whole or in part 
or theft or seizure of property used in trade or business or capital assets held 
for more than 6 months shall be deductible under section 165.” 

This amendment would permit deductions for casualty losses to stand alone 


under section 165 as intended. 
SECTION 172—NET OPERATING LOSS DEDUCTION 


Under this section taxpayers are permitted a net operating loss carryover to 5 
successive taxable years. Section 7701 (a) (23) defines taxable year to include, 
inter alia, a fractional part of a year. Thus, a taxpayer which has been filing 
separate returns is required to file a separate return for a fractional part of a 
year prior to its inclusion in a consolidated return where the taxpayer became a 
member of the affiliated group in the middle of its taxable vear (determined with- 
out affiliation). (See Consolidated Regulations, sec. 1.1502-18 (g).) The tax- 
payer in this situation would be permitted a carryover to only 4 calendar 
years. This is inequitable when compared with a taxpayer each of whose tax- 
able years contains 12 months. The latter taxpayer would have 5 calendar years 
to carry over a net operating loss. 

Section 172 should make it clear that the term “taxable year” refers to either 
5 calendar or 5 fiscal years of 12 months each to which the taxpayer is entitled 
to carry over its net operating loss. 

The committee reports on this section 172 refer to 5-year carryovers and not 
to ecarryovers to 5 taxable years. 


SECTION 243——-DIVIDENDS RECEIVED BY CORPORATIONS 


Section 243 of the Internal Revenue Code continues to tax 15 percent of the 
dividends received by one corporation from another domestic corporation. 
Historically, payments of intercorporate dividends have been treated for 
Federal income tax purposes as nontaxable transfers of funds from one corpora- 
tion to another. Prior to the Revenue Act of 1936, a corporation receiving 
dividends incurred no tax thereon. Full recognition was given to the principle 
poe eee tax had already been paid upon the earnings distributed as 
ends. 
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The Revenue Act of 1936 subjected 15 percent of intercorporate dividends to 
tax. In 1936, with a corporate income tax rate of only 15 percent, the effective 
tax rate on intercompany dividends was only 2.25 pereent. Under the present 52 
percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much heavier than 
when first imposed. 

The only asserted reasons and possible justification for taxing intercorporate 
dividends have long since disappeared. In a message to Congress by the Presi- 
dent of the United States dated June 19, 1935, the President recommended the 
substitution of a corporate income tax graduated according to the size of corpora- 
tion income in place of the then uniform rate of 13% percent. The President 
supplemented this recommendation with the following: 

“Provision should, of course, be made to prevent evasion of such graduated tax 
on corporate incomes through the device of numerous subsidiaries or affiliates, 
each of which might technically qualify as a small concern even though all were 
in fact operated as a single organization. The most effective method of prevent- 
ing such evasions would be a tax on dividends received by corporations.” 

Corporate tax on an extensive graduated scale has long since been discarded. 
Today, the tax avoidance under the present division of the corporate tax rate into 
normal tax and surtax is largely prevented by other provisions of law. Thus 
the penal motivation of this tax has been removed and, therefore, the tax itself 
should also be removed. 

The burden of the tax is particularly onerous upon a public utility system. 
Legal and operating considerations, State laws, requirements of corporate char- 
ters and franchises, operation of the regulatory process and the like contribute 
to the necessity of separate corporations as a fully integrated and closely affili- 
ated utility system operating in several States. The considerations named may 
prevent the creating by merger of a single corporation. The same considerations, 
plus the stock ownership requirements of section 1504, may prevent the filling of a 
consolidated return. 

The chain of taxation may be shown thus: 


Corporation S with a net income before tax of $1,000,000 pays a tax of. $520, 000 
S$ disburses its remaining net income in dividends to corporation P, the 
latter paying thereon a tax of 7.8 percent 


557, 440 


The income has been taxed at 55.7 percent and, of course, the effective rate 
increases progressively if the corporate chain is longer. Moreover, when the 
income passes to the parent corporation’s stockholders there is a further im- 
position of normal tax and surtax at high rates. The inclusion of a penalty 
tax in this chain of taxation is wholly without justification. 

The inequity should be corrected by allowing a deduction for dividends re- 
ceived of 90 percent for 1957, 95 percent for 1958 and 100 percent for 1959 and 
subsequent years. 


SECTION 248—-ORGANIZATIONAL EXPENDITURES, CAPITAL STOCK ISSUANCE 
EXPENSE, REORGANIZATION EXPENSE 


Section 248 of the Internal Revenue provides that certain organizational ex- 
penditures of a corporation may, at its election, be treated as deferred expenses 
and amortized over not less than the first 5 years of the corporation’s existence. 

However, this provision does not permit the deduction of expenses incident 
to the issuance of capital stock, such as Securities and Exchange Commission 
filing fees, State corporate filing fees, State regulatory filing fees, Federal taxes, 
legal, engineering, and accounting services, investment counsel fees, transfer 
agent and registrar fees, printing, engraving, advertising, and other expenses in 
connection with issuance of capital stock. 

Large amounts of new money are required continually in the development and 
expansion of the utility industry. The recurring issuance of stock is thus a 
regular part of the utility business, and expenses associated therewith are just 
as much an ordinary and necessary expense as any other operating expense. 
It is equitable, therefore, that these expenses should be permitted as a deduc- 
tion in the determination of net income when they are such an integral part 
of the year-by-year operations of most utility companies. 

Section 248 also denies a deduction for expenses incident to the reorganiza- 
tion of a corporation. It would appear that reorganization expenses fall into 
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the same general category as organization expenses, and little reason is perceived 
for treating them differently. It appears equitable, therefore, that reorganiza- 
tion expenses should be permitted as a deduction in the same manner as or- 
ganization expenses. 

The code should be changed to permit an election to deduct currently or to 
amortize all of the expenses of issuing capital stock, all expenses incurred in 
organizing a corporation, and all expenses incident to a reorganization. 


SECTION 368 (A) (1) (B)—ACQUISITION OF STOCK FOR STOCK 


Section 368 (a) (1) (B) defines a form of reorganization where one corpora- 
tion acquires control of another corporation in exchange for stock, and section 
368 (a) (1) (C) defines a form of reorganization where one corporation ac- 
quires substantially all the properties of another corporation in exchange for 
stock. 

In the case of Hubert EB. Howard, et al. v. Commissioner ((CA-7), 238 Fed, 
(2d) 948) where the acquiring corporation exchanged voting stock for more 
than 80 percent of the stock of the other corporation and paid cash for the 
remaining stock, it was held that there was no reorganization. 

In Helwering v. Southwest Consolidated Corporation (315 U. S. 194) where 
a corporation exchanged voting stock for substantially all the properties of an- 
other corporation and paid cash for the remaining property, it was held that 
there was no reorganization. To correct this inequity, subsection 368 (a) (2) 
(B) was added to the 1954 Code so that under the present law if a corporation 
acquires 80 percent of the fair market value of the assets of another corporation 
in exchange for stock and pays cash for the remaining assets, the exchange 
constitutes a reorganization. 

A similar subsection should be added to the 1954 Code to cover the inequity 
involved in the exchange of stock-for-stock situation reflected in the Hubert BE. 
Howard case. This amendment could be made by inserting a new paragraph 
as scetion 368 (a) (2) (B) after section 368 (a) (2) (A) and changing para- 
graphs (2) (B) and (2) (C) to (2) (C) and (2) (D), the new paragraph to 
read as follows: 

““(B) Additional consideration in certain paragraph (1) (B) cases. 

“TIf— 

“(i) one corporation acquires stock of another corporation in exchange 
for stock, 

“(ii) the acquisition would qualify under paragraph (1) (B) but for 
the fact that the acquiring corporation exchanges money or other property 
in addition to voting stock, and 

“(iii) the acquiring corporation acquires at least 80 percent of the 
voting stock and at least 80 percent of the total number of shares of all 
other classes of stock of another corporation in exchange for voting stock 
described in paragraph (1) (B) and acquires for money additional stock 
of the other corporation, 

“then such acquisition of stock for stock shall be treated as qualifying under 
paragraph (1) (B).” 


SECTION 1552—-EARNINGS AND PROFITS 


Section 1552 of the 1954 Internal Revenue Code sets forth three specific meth- 
ods of allocating consolidated tax liabilities for the purpose of computing earn- 
ings and profits of each member of the affiliated group. In addition thereto, 
subsection (a) (4) provides for the allocation of such tax liability by any other 
method selected by the group with the approval of the Secretary or his delegate. 

The Securities and Exchange Commission in rule U-45 (b) (6) permits an 
allocation of consolidated tax under either subsection (a) (1) or (a) (2) but im- 
poses the limitation that the tax allocated to any subsidiary company shall not 
exceed the amount of tax that would have been payable by such subsidiary if 
it had filed a separate tax return. The rule provides that any excess taxes 
that might otherwise be allocated to a particular subsidiary shall be apportioned 
among the other members of the affiiated group, including the parent company, 
in proportion to each member’s tax savings by reason of the consolidation. 

Several public utility systems filing consolidated tax returns for 1954 requested 
the approval of the Commissioner of Internal Revenue under subsection (a) 
(4) for an allocation of consolidated tax liabilities under SEC Rule U-45 (b) 
(6). The Commissioner granted approval of such method of allocation subject 
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to the condition that the limitation with respect to the tax allocated to each 
subsidiary shall be based upon the tax of such member computed as if a separate 
return had been filed by such member for the current taxable year, without 
regard to net operating losses sustained by such member in prior or subsequent 
taxable years. Thus, a conflict exists in the method of allocation approved by 
the Commissioner and SEC Rule U-45 (b) (6). 

In order to avoid this conflict the Code should be amended to provide an elec- 
tion to allocate consolidated tax liabilities under SEC Rule U-45 (b) (6). 


APPENDIX 


RULE U-—45——LOANS, EXTENSIONS OF CREDIT, DONATIONS AND CAPITAL CONTRIBUTIONS 
TO ASSOCIATE COMPANIES 


“(a) GENERAL PROVISION—No registered holding company or subsidiary com- 
pany shall, directly or indirectly, lend or in any manner extend its credit to nor 
indemnify, nor make any donation or capital contribution to, any company in 
the same holding company system, except pursuant to a declaration notifying the 
Commission of the proposed transaction, which has become effective in accord- 
ance with the precedure specified in rule U-23, and pursuant to the order of the 
aon with respect to such declaration under the applicable provisions of 

e act. 

“(b) Exceprions—The following transactions shall be exempt from the decla- 
ration requirements of this rule: 

“(6) A loan or extension of credit or an agreement of indemnity arising 
out of a consolidated tax return filed by a holding company (or other 
parent company) and its subsidiaries; Provided: That the consolidated 
tax liability of the companies joining in such consolidated tax return shall 
be allocated among the members of the group in accord with either of the 
methods of allocation prescribed by subparagraphs (a) (1) and (a) (2) 
of section 1552 of the Internal Revenue Code of 1954; and Provided further: 

“(i) That the tax allocated to each subsidiary company shall not 
exceed the amount of tax of such company based upon a separate re- 
turn computed as if such company had always filed its tax returns on 
a separate return basis; and 

“(ii) That any excess of liability over a separate return tax which 
would be allocated to a subsidiary company but for clause (i) above 
shall be apportioned among the other members of the group, including 
the holding company (or other parent company), in direct proportion 
to the reduction in tax liability resulting to such members as measured 
by the difference between their tax liabilities computed on a separate 
return basis and their allocated portion of the consolidated tax liability.” 


SECTION 4253 (F)—THE 10 PERCENT FEDERAL EXCISE TAX ON LEASED MOBILE RADIO 
EQUIPMENT 


The majority of public utilities operate mobile radio communications systems 
on their properties to facilitate their operations. Some of these systems are 
owned by the public utilities while other systems use equipment leased from the 
telephone companies. 

In order for a public utility to operate a radio communication system, whether 
leased or self-owned, it must first receive licenses for land stations and mobile 
units from the Federal Communications Commission, together with authorized 
and assigned radio frequencies. While the local telephone company installs the 
necessary radio communication equipment under a rental contract and makes 
required repairs, the typical system is, in fact, operated by the public utility 
whose personnel must be licensed by the FCC. Under conditions imposed by 
the FCC, the public utility so licensed can only use the radio communication 
system in the conduct of its utility business. Radio channels assigned to public 
utilities by the FCC are not open to general public or nonbusiness conversation. 

The primary use and purpose of the system, as applied to public utilities, is to 
make prompt repair to the facilities used in the service to the public, par- 
ticularly restoration of service during emergencies, such as wind or sleet storms, 
when normal wire communication facilities are inoperative. 

The mobile radio service is likewise of daily value to the public, in speeding 
up service calls, facilitating prompt responses to gas leak reports, and preserving 
continuity of electric service. With the expanded use of electricity a household 
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can be without light, heat and cooking facilities if electric service is disrupted. 
The continuity of service is even more important in rural areas, which have be- 
come increasingly dependent upon electric energy for automatic heating, incu- 
bators, milkers, and other electrified farm uses. 

Prior to April 1, 1954, the public utility was required to pay a 25 percent tax 
on the installation and monthly rental charges in cases where the mobile radio 
communications system was leased from a telephone company. The Treasury 


: Department ruled that the phrase “talking circuit special service” which origi- 


nally appeared in the Revenue Act of 1918 included mobile radio communica- 
tions systems which were not known in 1918. The excise tax rate was reduced 
to 10 percent as of April 1, 1954. In June 1954, the Internal Revenue Service 
ruled that a “ ‘private mobile telephone system’ does not constitute a communi- 
cation service or facility in respect of which the tax on amounts paid for ‘leased 
wire, teletypewriter, or talking circuit special service’ imposed by section 3465 
(a) (2) (A) of the code applies.” 

In September 1957, the Internal Revenue Service revoked the ruling issued in 
June 1954 and ordered the telephone companies to have the tax collecting pro- 
cedures reinstituted. 

Common carriers, telephone, telegraph and broadcasting networks have been 
exempted from this excise tax where such equipment has been leased and used 
in the conduct of its business as such. This exemption has been granted to com- 
mon carriers and other organizations due to the fact that they have peculiar vital 
operational needs with respect to communications. The public utilities similarly 
have vital operational needs with respect to communications. For this reason 
the exempton should be applied to public utilities along with the others now 
enumerated in section 4253 (f) of the 1954 code, since the use of such radio com- 
munication by public utilities in the restoration of essential utility services and 
elimination of danger, is distinctly in the public interest. 


PROPOSED AMENDMENT 


It is proposed that section 4253 (f) of the Internal Revenue Code of 1954 be 
amended to read as follows: 

“No tax shall be imposed under section 4251 on the amount paid for so much 
of the service described in sections 4252 (d) and (e) as is utilized in the conduct 
by a common carrier, or a gas or electric utility or a telephone or telegraph com- 
pany or radio broadcasting station or network, of its business as such.” [The 
added words are italicized.] 


SECTION 14 OF H. R. 8381 


This section deals with improvements to leased property. It is unnecessary, 
unworkable, and vague and we urge that it be eliminated. 

The useful economic life to a lessee of his improvements to leased property is 
of course not greater than the length of time he expects his lease to continue. 
A series of court decisions has established that this period is ordinarily limited to 
the original term of a lease without regard to lessee’s option to extend it. It has 
been suggested that a lessee can distort taxable income by renting property for 
a short term with an option to renew for a long period, improving the property 
immediately and writing the improvements off over the short term. Section 14 
is intended to prevent this and to prevent leases between related interests from 
fixing useful life. sé 

No legislation is needed. The postulated situation is quite unrealistic and the 
courts have always supported the Internal Revenue Service in the doctrine that 
when “things are not what they seem” taxes should be levied on what they are 
rather than on what they seem to be. Furthermore, the Internal Revenue Serv- 
ice has already ruled (Revenue Ruling 57-361) that under present law leases 
between related parties don’t fix useful life. The proposed section, therefore, is 
not needed; it is also unworkable because it seeks to determine taxable income 
from a state of mind and to require taxpayers generally to shoulder a burden of 
proving a negative fact. 

Furthermore, the proposal is vague and confuses the application of other sec- 
tions. It is vague as to leases with two or more renewal options, as to renewal 
options at changed rent or rent to be fixed later, as to the burden of proof on when 
the probability of renewal changes. It confuses the application of sections 167 
and 1231, in some cases of chapter 12 and other chapters. 

For all these reasons we urge that section 14 of H. R. 8381 not be enacted. 








| 
| 
| 
| 
) 
| 


: 


1932 GENERAL REVENUE REVISION 


AMERICAN Gas AssocraTION, NEw York, N. Y. 
SECTION 165—LOSSES 


It is urged that in order to arrive at true corporate net income for any taxable 
year, section 165 (g) (3) (A) be amended so that all net losses of corporations 
in investments, when made for the purpose of advancing their main business, and 
which are incidental thereto, will be allowed in full as an ordinary loss in the 
year the loss occurs. 

If the corporate taxpayer owns less than 95 percent of each class of the capital 
stock of a corporation, it will not meet the requirements of section 165 (g) (3) 
(A) for an ordinary loss. The fact that capital losses may be carried forward 
for a period of 5 years as an offset to net capital gains in those years does not 
relieve the inequity since utility companies ordinarily do not have substantial 
capital gains. 

Such net losses are usually the result of transactions which are an integral 
and essential part of the corporation’s operations. For example, groups of elec- 
trie utilities have recently organized separate corporations to develop electric 
resources for the Atomic Energy Commission. The electric industry is joining 
chemical companies in research in the development of generating electricity from 
nuclear energy. Also, investments have been made in corporations engaged in 
research for developing new products from natural gas and oil. 


SECTION 165——-LOSSES, AND SECTION 1231-——PROPERTY USED IN THE TRADE OR BUSINESS 
AND INVOLUNTARY CONVERSIONS 


Hurricanes, tornadoes, and floods throughout the country point up a continuing 
weakness in our Federal tax system. 

The authority for deduction of losses resulting from fire, storm, theft, or other 
casualty in the 1954 code is contained in section 165 which allows a deduction of 
any loss sustained during the taxable year and not compensated for by insurance 
or otherwise. 

However, section 1231 requires the taxpayer to group these losses in a given 
year with gains or losses which arise from : 

(1) sales or exchanges of property used in the trade or business held over 
6 months, and 

(2) involuntary conversion of trade or business properties or of capital 
assets held over 6 months. 

If the total of these items including losses from fire, storm, theft, and so forth, 
produces a net gain for the taxable year, such gain is taxable under present 
rates at 25 percent. Where the net result is a loss from the taxable year, such 
loss is fully deductible against ordinary income, reducing the amount taxable 
by 52 percent at present rates. 

Accordingly, if a corporation sustains a loss from a casualty—for example, 
a storm loss which normally would be deductible from ordinary income with 
appropriate tax benefit of 52 percent—it is compelled to apply such loss against 
any gains from sales or exchanges of property used in trade or business which 
happen to occur in the same year, thus reducing the tax benefit of the loss to 
25 percent. 

Fire, storm and other losses are occurrences which by their nature should call 
for the fullest possible tax relief. Obviously the taxpayer cannot deliberately 
control the point of time they are incurred so as to obtain the maximum tax 
benefit. A storm, for example, giving rise to a loss to a calendar-year taxpayer, 
should afford the same measure of tax relief whether it strikes on December 31 
or January 1 and there is no reason why the tax result should be influenced by 
a wholly unrelated transaction that happens to have been consummated during 
the same year. 

The inequitable result described may be remedied by amendment of section 
1231 (a) (2) as follows: 

Striking out the words “destruction, in whole or in part, theft or seizure or” 
and adding the following : 

“(3) only the excess of gains over losses upon the destruction in whole 
or in part or theft or seizure of property used in the trade or business or 
capital assets held for more than 6 months shall be considered for the pur- 
pose of this subsection, and 

“(4) the excess of losses over gains upon the destruction in whole or in 
part or theft or seizure of property used in trade or business or capital assets 
held for more than 6 months shall be deductible under section 165.” 








GENERAL REVENUE REVISION 1933 


This amendment would permit deductions for casualty losses to stand alone 
under section 165 as intended. 


SECTION 172——-NET OPERATING LOSS DEDUCTION 


Under this section taxpayers are permitted a net operating loss carryover to 
5 successive taxable years. Section 7701 (a) (23) defines taxable year to in- 
clude, inter alia, a fractional part of a year. Thus, a taxpayer which has been 
filing separate returns is required to file a separate return for a fractional part 
of a year prior to its inclusion in a consolidated return where the taxpayer be- 
came a member of the affiliated group in the middle of its taxable year (deter- 
mined without affiliation). (See Consolidated Regulations, section 1.1502-13 
(g).) The taxpayer in this situation would be permitted a carryover to only 
4 calendar years. This is inequitable when compared with a taxpayer each of 
whose taxable years contains 12 months. The later taxpayer would have 5 
calendar years to carry over a net operating loss. 

Section 172 should make it clear that the term “taxable year” refers to either 
5 calendar or 5 fiscal years of 12 months each to which the taxpayer is entitled 
to carry over its net operating loss. 

The committee reports on this section 172 refer to 5-year carryovers and not 
to carryovers to 5 taxable years. 


SECTION 243——DIVIDENDS RECEIVED BY CORPORATIONS 


Section 243 of the Internal Revenue Code continues to tax 15 percent of the 
dividends received by one corporation from another domestic corporation. 

Historically, payments of intercorporate dividends have been treated for Fed- 
eral income tax purposes as nontaxable transfers of funds from one corporation 
to another. Prior to the Revenue Act of 1936, a corporation receiving dividends 
incurred no tax thereon. Full recognition was given to the principle that a 
corporate tax had already been paid upon the earnings distributed as dividends. 

The Revenue Act of 1936 subjected 15 percent of intercorporate dividends to 
tax. In 1936, with a corporate income tax rate of only 15 percent, the effective 
tax rate on intercompany dividends was only 2.25 percent. Under the present 
52 percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much heavier 
than when first imposed. 

The only asserted reasons and possible justification for taxing intercorporate 
dividends have long since disappeared. In a message to Congress by the Presi- 
dent of the United States dated June 19, 1935, the President recommended the 
substitution of a corporate income tax graduated according to the size of corpora- 
tion income in place of the then uniform rate of 13% percent. The President 
supplemented this recommendation with the following: 

“Provision should, of course, be made to prevent evasion of such graduated 
tax on corporate incomes through the device of numerous subsidiaries or affili- 
ates, each of which might technically qualify as a small concern even though 
all were in fact operated as a single organization. The most effective method 
of preventing such evasions would be a tax on dividends received hy corpora- 
tions.” 

Corporate tax on an extensive graduated scale has long since been discarded. 
Today, tax avoidance under the present division of the corporate tax rate into 
normal tax and surtax is largely prevented by other provisions of law. Thus 
the penal motivation of this tax has been removed and, therefore, the tax itself 
should also be removed. 

The burden of the tax is particularly onerous upon a public utility system. 
Legal and operating considerations, State laws, requirements of corporate char- 
ters and franchises, operation of the regulatory process and the like contribute 
to the necessity of separate corporations as a fully integrated and closely affili- 
ated utility system operating in several States. The considerations named may 
prevent the creating by merger of a single corporation. The same considera- 
tions, plus the stock ownership requirements of section 1504, may prevent the 
filing of a consolidated return. 

The chain of taxation may be shown thus: 


Corporation S with a net income before tax of $1,000,000 pays a tax of_ $520, 000 
S disburses its remaining net income in dividends to corporation P, 
the latter paying thereon a tax of 7.8 percent____-__--._-.____--__-__- 87, 440 


557, 440 
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The income has been taxed at 55.7 percent and, of course, the effective rate 
increases progressively if the corporate chain is longer. Moreover, when the 
income passes to the parent corporation’s stockholders there is a further imposi- 
tion of normal tax and surtax at high rates. The inclusion of a penalty tax in 
this chain of taxation is wholly without justification. 

The inequity should be corrected by allowing a deduction for dividends received 
of 90 percent for 1957, 95 percent for 1958, and 100 percent for 1959 and sub- 
sequent years. 


SECTION 248—-ORGANIZATIONAL EXPENDITURES, CAPTITAL STOCK ISSUANCE EXPENSE, 
REORGANIZATION EXPENSE 


Section 248 of the Internal Revenue Code provides that certain organizational 
expenditures of a corporation may, at its election, be treated as deferred expenses 
and amortized over not less than the first 5 years of the corporation’s existence. 

However, this provision does not permit the deduction of expenses incident to 
the issuance of capital stock such as Securities and Exchange Commission 
filing fees; State corporate filing fees; State regulatory filing fees; Federal 
taxes; legal, engineering, and accounting services; investment counsel fees; 
transfer agent and registrar fees; printing; engraving; advertising; and other 
expenses in connection with issuance of capital stock. 

Large amounts of new money are required continually in the development 
and expansion of the utility industry. The recurring issuance of stock is thus 
a regular part of the utility business, and expenses associated therewith are just 
as much an ordinary and necessary expense as any other operating expense. It 
is equitable, therefore, that these expenses should be permitted as a deduction 
in the determination of net income when they are such an integral part of the 
year-by-year operations of most utility companies. 

Section 248 also denies a deduction for expenses incident to the reorganization 
of a corporation. It would appear that reorganization expenses fall into the 
same general category as organization expenses, and little reason is perceived for 
treating them differently. It appears equitable, therefore, that reorganization 
expenses should be permitted as a deduction in the same manner as organization 
expenses. 

The code should be changed to permit an election to deduct currently or to 
amortize all of the expenses of issuing capital stock, all expenses incurred in 
organizing a corporation, and all expenses incident to a reorganization. 


SECTION 368 (A) (1) (B)—ACQUISITION OF STOCK FOR STOCK 


Section 368 (a) (1) (B) defines a form of reorganization where one corporation 
acquires control of another corporation in exchange for stock, and section 368 
(a) (1) (C) defines a form of reorganization where one corporation acquires 
substantially all the properties of another corporation in exchange for stock. 

In the case of Hubert BE. Howard, et al. v. Commissioner ( (CA-7, 238 Fed. (2d) 
943), where the acquiring corporation exchanged voting stock for more than 80 
percent of the stock of the other corporation and paid cash for the remaining 
stock, it was held that there was no reorganization. 

In Helwering v. Southwest Consolidated Corporation (315 U. S. 194), where a 
corporation exchanged voting stock for substantially all the properties of another 
corporation and paid cash for the remaining property, it was held that there was 
no reorganization. To correct this inequity, subsection 368 (a) (2) (B) was 
added to the 1954 code so that under thé present law if a corporation acquires 
80 percent of the fair market value of the assets of another corporation in ex- 
change for stock and pays cash for the remaining assets, the exchange constitutes 
a reorganization. 

A similar subsection should be added to the 1954 code to cover the inequity 
involved in the exchange of stock for stock situation reflected in the Hubert E. 
Howard case. This amendment could be made by inserting a new paragraph as 
section 368 (a) (2) (B) after section 868 (a) (2) (A) and changing paragraphs 
(2) (B) and (2) (C) to (2) (C) and (2) (D), the new paragraph to read as 
follows: 

“(B) Additional consideration in central paragraph (1) (B) cases. 

OF On 

“(i) one corporation acquires stock of another corporation in exchange 
for stock, 

“(ii) the acquisition would qualify under paragraph (1) (B) but for the 
fact that the acquiring corporation exchanges money or other property in 
addition to voting stock, and 
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“(iii) the acquiring corporation acquires at least 80 percent of the voting 
stock and at least 80 percent of the total number of shares of all other 
classes of stock of another corporation in exchange for voting stock de- 
scribed in paragraph (1) (B) and acquires for money additional stock of the 
other corporation. 

“then such acquisition of stock for stock shall be treated as qualifying under 
paragraph (1) (B).” 


SECTION 1552—EARNINGS AND PROFITS 


Section 1552 of the 1954 Internal Revenue Code sets forth three specific 
methods of allocating consolidated tax liabilities for the purpose of computing 
earnings and profits of each member of the affiliated group. In addition thereto, 
subsection (a) (4) provides for the allocation of such tax liability by any other 
method selected by the group with the approval of the Secretary or his delegate. 

The Securities and Exchange Commission in rule U-45 (b) (6) permits an 
allocation of consolidated tax under either subsection (a) (1) or (a) (2) but 
imposes the limitation that the tax allocated to any subsidiary company shall 
not exceed the amount of tax that would have been payable by such subsidiary 
if it had filed a separate tax return. The rule provides that any excess taxes 
that might otherwise be allocated to a particular subsidiary shall be appor- 
tioned among the other members of the affiliated group, including the parent 
company, in proportion to each member’s tax savings by reason of the consoli- 
dation. 

Several public utility systems filing consolidated tax returns for 1954 re- 
quested the approval of the Commissioner of Internal Revenue under subsection 
(a) (4) for an allocation of consolidated tax liabilities under SEC rule U-45 
(b) (6). The Commissioner granted approval of such method of allocation sub- 
ject to the condition that the limitation with respect to the tax allocated to each 
subsidiary shall be based upon the tax of such member computed as if a sepa- 
rate return had been filed by such member for the current taxable year, with- 
out regard to net operating losses sustained by such member in prior or sub- 
sequent taxable years. Thus, a conflict exists in the method of allocation ap- 
proved by the Commissioner and SEC rule U-45 (b) (6). 

In order to avoid this conflict the code should be amended to provide an elec- 
tion to allocate consolidated tax liabilities under SEC rule U-45 (b) (6). 


APPENDIX 


RULE U-—45——-LOANS, EXTENSIONS OF CREDIT, DONATIONS AND CAPITAL CONTRIBUTIONS 
TO ASSOCIATE COMPANIES 


“(a) GENERAL PROVISION—NO registered holding company or subsidiary com- 
pany shall, directly or indirectly, lend or in any manner extend its credit to nor 
indemnify, nor make any donation or capital contribution to, any company in 
the same holding-company system, except pursuant to a declaration notifying 
the Commission of the proposed transaction, which has become effective in ac- 
cordance with the procedure specified in rule U-—23, and pursuant to the order 
of the Commission with respect to such declaration under the applicable pro- 
visions of the Act. 

“(b) Exorptions—The following transactions shall be exempt from the dec- 
laration requirements of this rule: 

“(6) A loan or extension of credit or an agreement of indemnity aris- 
ing out of a consolidated tax return filed by a holding company (or other 
parent company) and its subsidiaries; Provided: That the consolidated tax 
liability of the companies joining in such consolidated tax return shall be 
allocated among the members of the group in accord with either of the 
methods of allocation prescribed by subparagraphs (a) (1) and (a) (2) of 
Section 1552 of the Internal Revenue Code of 1954; and Further Provided : 

“(i) That the tax allocated to each subsidiary company shall not 
exceed the amount of tax of such company based upon a Separate re- 
turn computed as if such company had always filed its tax returns om 
a separate return basis; and 

“(ii) That any excess of liability over a separate return tax which 
would be allocated to a subsidiary company but for clause (i) above 
shall be apportioned among the other members of the group, including 
the holding company (or other parent company), in direct proportion’ 
to the reduction in tax liability resulting to such members as measured 
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by the difference between their tax liabilities computed on a separate 
return basis and their allocated portion of the consolidated tax 
liability.” 


SECTION 4253 (F)—-THE 10 PERCENT FEDERAL EXCISE TAX ON LEASED MOBILE BADIO 
EQUIPMENT 


The majority of public utilities operate mobile radio communications systems 
on their properties to facilitate their operations. Some of these systems are 
owned by the public utilities while other systems use equipment leased from 
the telephone companies. 

In order for a public utility to operate a radio communication system, whether 
leased or self-owned, it must first receive licenses for land stations and mobile 
units from the Federal Communications Commission, together with authorized 
and assigned radio frequencies. While the local telephone company installs the 
necessary radio communication equipment under a rental contract and makes 
required repairs, the typical system is, in fact, operated by the public utility 
whose personnel must be licensed by the FCC. Under conditions imposed by the 
FCC, the public utility, so licensed, can only use the radio communication system 
in the conduct of its utility business. Radio channels assigned to public utilities 
by the FCC are not open to general public, or nonbusiness conversation. 

The primary use and purpose of the system, as applied to public utilities, is 
to make prompt repair to the facilities used in the service to the public, particu- 
larly restoration of service during emergencies, such as wind or sleet storms, 
when normal wire communication facilities are inoperative. 

The mobile radio service is likewise of daily value to the public, in speeding up 
service calls, facilitating prompt responses to gas leak reports, and preserving 
continuity of electric service. With the expanded use of electricity a household 
ean be without light, heat, and cooking facilities if electric service is disrupted. 
The continuity of service is even more important in rural areas, which have 
become increasingly dependent upon electric energy for automatic heating, in- 
cubators, milkers, and other electrified farm uses. 

Prior to April 1, 1954, the public utility was required to pay a 25 percent tax 
on the installation and monthly rental charges in cases where the mobile radio 
communications system was leased from a telephone company. The Treasury 
Department ruled that the phrase “talking circuit special service” which origi- 
nally apeared in the Revenue Act of 1918 included mobile radio communications 
systems which were not known in 1918. The excise tax rate was reduced to 10 
percent as of April 1, 1954. In June 1954, the Internal Revenue Service ruled 
that a ‘private mobile telephone system’ does not constitute a communication 
service or facility in respect of which the tax on amounts paid for ‘leased wire, 
telewriter, or talking circuit special service’ imposed by section 3465 (a) 
(2) (A) of the code applies.” 

In September 1957, the Internal Revenue Service revoked the ruling issued 
in June 1954 and ordered the telephone companies to have the tax collecting 
procedures reinstituted. 

Common carriers, telephone, telegraph and broadcasting networks have been 
exempted from this excise tax where such equipment has been leased and used 
in the conduct of its business as such. This exemption has been granted to 
common carriers and other organizations due to the fact that they have 
peculiar vital operational needs with respect to communications. The public 
utilities similarly have vital operational needs with respect to communications. 
For this reason the exemption should be applied to public utilities along with the 
others now enumerated in section 4253 (f) of the 1954 code, since the use of such 
radio communication by public utilities in the restoration of essential utility 
services and elimination of danger, is distinctly in the public interest. 


PROPOSED AMENDMENT 


It i sproposed that section 4253 (f) of the Internal Revenue Code of 1954 be 
amended to read as follows: 

“No tax shall be imposed under section 4251 on the amount paid for so much of 
the service described in sections 4252 (d) and (e) as is utilized in the conduct 
by a common carrier, or a gas or electric utility or a telephone or telegraph com- 
pany or radio broadcasting station or network, of its business as such.” [The 
added words are italicized. ] 
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SECTION 14 OF H. R. 8381 


This section deals with improvements to leased property. It is unnecessary, 
unworkable, and vague; and we urge that it be eliminated. 

The useful economic life to a lessee of the improvements to leased property is 
of course not greater than the length of time he expects his lease to continue. A 
series of court decisions has established that this period is ordinarily limited to 
the original term of a lease without regard to lessee’s option to extend it. 
It has been suggested that a lessee can distort taxable income by renting property 
for a short term with an option to renew for a long period, improving the 
property immediately, and writing the improvements off over the short term. 
Section 14 is intended to prevent this and to prevent leases between related 
interests from fixing useful life. 

No legislation is needed. The postulated situation is quite unrealistic and 
the courts have always supported the Internal Revenue Service in the doctrine 
that when “things are not what they seem” taxes should be levied on what 
they are rather than on what they seem to be. Furthermore the Internal 
Revenue Service has already (Revenue Ruling 57-361) that, under present 
law, leases between related parties don’t fix useful life. The proposed section 
therefore is not needed; it is also unworkable because it seeks to determine 
taxable income from a state of mind and to require taxpayers generally to 
shoulder a burden of proving a negative fact. 

Furthermore, the proposal is vague and confuses the application of other sec- 
tions. It is vague as to leases with two or more renewal options, as to renewal 
options at changed rent or rent to be fixed later, as to the burden of proof on 
when the probability of renewal changes. It confuses the application of sections 
167 and 1231, in some cases of chapter 12 and other chapters. 

For all these reasons we urge that section 14 of H. R. 8381 not be enacted. 





STATEMENT OF GEORGE R. LESAUVAGE ON BEHALF OF THE NATIONAL RESTAURANT 
ASSOCIATION 


I am George R. LeSauvage, chairman of the government affairs committee of 
the National Restaurant Association, in which capacity I have served for the 
past 25 years. 

Our association represents 70,000 establishments directly, in addition to 65 
State and local restaurant associations which have authorized us to represent 
them in national matters. Therefore, I am appearing on behalf of 190,000 restau- 
rants which do about 80 percent of the total dollar volume of restaurant busi- 
ness. This group includes every conceivable type of food service: table service, 
eounter service, cafeteria, drive-in, in-plant food service, department stores, 
variety stores, drugstores, food facilities in national parks, just to name a few. 
Of this group, 90,000 are small business establishments consisting of single 
restaurants doing an annual dollar volume of business less than $100,000 a year. 

As an association, our first interest is for the welfare, prosperity, and security 
of our country. We understand that sacrifices are necessary to preserve our 
security and we are willing to do our share. In meetings of our group, the 
burden of taxes is a vital question. Because of the tax structure many of our 
small operators are unable to make necessary improvements. They likewise 
find the time consumed in various record keeping, filling out reports to an in- 
creased burden and expense. 

We hope that even though your committee is faced with a tremendous task, 
it will find within its power to provide relief on many of the tax problems now 
seriously confronting our industry. 

The tax problems giving us the greatest concern are: 

1. Sections 501, 511, 512, and 513, tax-exempt establishments: 

Many nonprofit clubs and organizations are openly advertising for restaurant 
patronage, and are offering their services to people in no way related to their 
membership. This becomes a problem of unfair competition as restaurants can- 
not compete and pay their just share of taxes with an untaxed group. There- 
fore, this group should be in no better position profit wise than other commercial 
restaurants. One step toward correcting this problem would be compelling such 
organizations to list their unrelated income on the annual information return 


Form 990 and pay a tax on such business activities of the tax-exempt organiza- 
tion. 
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2. Section 3131. From time to time recommendations are made that the em- 
ployer be liable for employment taxes on tip income of service employees. The 
tip question constantly poses complications for the restaurant man. Many in 
the restaurant industry are opposed to tipping, but in the final analysis it is the 
patron who decides whether to tip or not and they resent any policy by a 
restaurant which attempts to tell them what to do. However, the employer has 
no way of knowing the extent of an employee’s tips and there is no control over 
these tips. Therefore, any recommendations making the employer liable for 
employment tax on tips would be unrealistic and unsound. We, therefore, urge 
that a proposal of this nature be opposed by the committee. 

8. Section 167, bulletin F on depreciation: The Internal Revenue Service is 
current revising bulletin F which provides suggested periods of life for equip- 
ment and furnishings. These suggested periods are unrealistic and presume use- 
ful life much longer than experienced in actual practice. 

With the many changes in equipment, decorating, and types of service, res- 
taurants are confronted with a problem of obsolescence never before expe- 
rienced. Many establishments find that it is necessary to completely change 
their dining and kitchen area within the short space of even 5 years. This 
change is necessary at times in order to retain an established business because 
of the changing pattern in dining out and types of service. 

Equipment used in restaurants is quite often in constant use and, therefore, 
eannot be compared to similar equipment in other industries subject to only 
occasional use. It has been estimated that a commercial toaster in a restaurant, 
which toasts bread, performs as much work in 1 week as a toaster used in a 
home for a year. 

In amending the Revenue Code of 1954, a provision was set forth using the 
sum of the digits method for depreciating plant and capital goods. We hope 
your committee will authorize a more liberal and more realistic period of de- 
preciation for equipment and supplies so a taxpayer will know where he stands 
and be able to plan for the future in an expansion or modernization program. 

4. Section 119, value of meals is income: Under section 119, it is provided that 
the value of food and lodging for restaurant employees are generally not con- 
sidered income, provided the food and lodging is given for the convenience of 
the employer. In a great majority of the unincorporated restaurants, the 
propietor and very often members of his family are actively engaged in a 
regular position of the business; a wife may be in charge of the cooking, a 
husband acts as a cashier. Because of the peaks and valleys of the restaurant 
industry, they must spend considerable time at the establishment. These peo- 
ple feel that they are exactly in the same category as an employee. Attempts 
are continually being made to include in taxable income the value of the meals 
that these people consume at their establishment. This procedure seems quite 
unfair to the particular persons involved, because they know the value of meals 
is not considered income for an employee—is not considered income if the busi- 
ness were incorporated—but is considered income to proprietors if the business 
is unineorporated. 

5. Sadlak and Herlong bills, H. R. 6452, and H. R. 9119: These bills involve 
needed reforms in the income-tax return structure. These bills seem to take 
a far-reaching look into our whole tax structure and are aimed to provide more 
equitable taxes at a time when it is definitely needed. 

Your committee has heard numerous witnesses on these particular bills and 
therefore it should not be necessary for us to go into the merits at length. We 
as an industry do, however, emphatically urge the adoption of the type of tax 
relief contained in the Sadlak-Herlong bills. 

Recently the president of our association, myself as chairman of the govern- 
ment affairs committee, and many members of the restaurant industry attended 
the President’s Conference for the Benefit of Small Business in Washington. 
These workshop sessions pointed out much available information to help small 
business on technical and distribution research. It is understood that this help 
to small business will be greatly expanded and not be a one-session meeting. 
We have already seen evidence of this expansion and the Government is to be 
complimented on its fine assistance to small business. 

While this assistance is splendid, it constantly reoccurred at these sessions, 
as well as at meetings of our industry, that the assistance most needed at this 
time is a more equitable method of taxation. In particular the small operator 
needs some means on which to accumulate working capital to make needed im- 
provements. This is the No. 1 problem at the present time and it is urged that 
appropriate legislation be enacted in order to achieve this goal. 
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APPLETON, WIS., January 18, 1958. 
House WAys AND MEANS COMMITTEE, 


Washington, D.C. 


GENTLEMEN : I understand that your committee is now holding public hearings 
on general taxation, and as I have some suggestions for raising money by addi- 
tional taxes (which in my opinion should have been imposed long ago) I decided 
to write your committee and outline them in detail. 

My first suggestion is to put a tax on all soft drinks, and the amount of this 
tax, in my opinion, should be patterned closely after the present tax on beer, 
and if the sales of soft drinks are any criterion, it would appear to me that 
this tax should raise many hundreds of million of dollars of additional revenue. 

A tax on soft drinks I realize has always been a “sacred cow” as far as 
both the Democratic and Republican administrations are concerned. This tax 
was first suggested during the second Roosevelt administration, but for reasons 
known to some of the older members of your committee, it was dropped very 
suddenly, and has never been brought up since. 

Soft drinks, as we all know, are not a necessity to life, and are therefore in 
the category of luxuries. If anyone objects to paying the tax, all they have 
to do it to stop using them, and as is the case with cigarettes and other non- 
essential items that are presently taxed, life would go on as far as they are 
concerned, as usual. It would, therefore, be a tax that would have no appreciable 
effect on the economy of the country, and would affect only the manufacturers 
and consumers of soft drinks. Since however the manufacturers of beer have 
been taxed heavily for years and have managed to survive, it shouldn’t be much 
of a hardship for the soft-drink manufacturers to absorb this tax, which as 
I said before, is a tax on a luxury drink that is not essential to our well-being. 

My second suggestion covers a change in the Government’s method of handling 
the taxation on dividends. My idea regarding this has stemmed from my own 
experience with securities I hold in companies in Canada. No doubt your com- 
mittee is entirely familiar with the fact that the Canadian Government has 
a law which requires all companies to deduct 15 percent from every dividend 
check sent to domestic and foreign security holders, and as corroboration of 
this statement I am attaching hereto for the committee’s use some dividend 
slips received by me from the Mexican Light & Power Co. on which you will 
note the 15 percent deduction is made from each and every dividend check 
mailed me. 

When I was in New York to attend a railroad directors’ meeting in December 
1957 I discussed this Canadian tax with a prominent attorney from Toronto, 
Canada, and he told me that this tax had been in force in Canada for years, 
and that as far as he knew, there has been very little opposition to it from 
Canadian security holders, particularly, because it plugged the leak that all 
Governments experience from investors, who do not report all or any of their 
dividends in their income-tax reports, and also it enables the Canadian Govern- 
ment to tax dividends going out of Canada to foreign holders of securities. 

As far as the United States is concerned, the papers have been full of accounts 
for years of American citizens who have moved to Puerto Rico, Cuba, Mexico, 
Switzerland, and other foreign countries, to get out of paying taxes on dividends 
on American stocks they own, and this tax would not only recover some of 
the tax rightfully due the Government from these people, but it would also 
catch other security holders in the United States who have not been reporting 
all or part of their dividend income. For American owners of securities who 
honestly report all of their dividend income, this withholding would cost them 
little or nothing, as full credit can be taken by them for these deductions in 
their income tax reports. 

My third and last suggestion, and what I consider the most important one, is 
that the Government should immediately place a user tax on barge lines, which 
up to now have had free use of the inland waterways of the United States, in 
competition with the railroads, who not only own and have to pay for all 
maintenance expense in connection with their own rights-of-way, but who also 
have included in their general taxes a portion of the taxes that are levied to 
maintain these free rights-of-way for the barge lines. Can any fair-minded 
citizen justify the use of free waterway facilities to a corporation or company 
organized for profit, just like the railroads and other transportation agencies 
are, when it annually costs the Government hundreds of millions of dollars a 
year to dredge channels in these waterways, and also to build and maintain 
locks, bridges, and any number of other expenses necessary to keep these water- 
ways in navigable condition? 
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The user charge on barge lines has been recommended in the Weeks Cabinet 
Committee’s report on transportation, and also has been recently approved by 
the President. It affects only a small segment of the transportation industry, 
but has a very vital effect on railroads that parallel the waterways used by 
the barge lines. It has always been a great mystery to me how the small num- 
ber of interested parties controlling these barge lines have been able to suc- 
ceed, year after year, in. preventing the enactment of a user tax for these facili- 
ties. One of the important waterways used by barge lines is the Mississippi 
River and its tributaries, with a connection through the Chicago Drainage Canal 
to the Great Lakes, and I read in the papers some months ago that plans are 
being drawn right now for additional lock facilities on the waterway from 
Chicago to St. Louis, which the Army engineers estimate will cost over $114 
million. No doubt this is one of the pork-barrel items that has been included 
in the 1958-59 budget recently submitted to Congress. 

Now is the time, it appears to me, that the Government should make an 
“agonizing appraisal” (with apologies to Mr. Dulles for the use of this expres- 
sion) of every free or subsidized service it renders its citizens, companies, or 
corporations, and appropriate legislation should be promptly drafted and passed 
to charge the full cost to the beneficiaries of these services. It should not take 
the Congress very long to make a comprehensive check of this matter, and there 
is ample time for proper legislation to be drafted and passed at this session of 
Congress to eliminate these expenses from the cost of operating our Government. 

The President, many members of the Cabinet and also Members of Congress 
have been stating repeatedly that the American taxpayer will have to expect 
to make sacrifices until our Defense Establishment has been built up to equal 
or surpass the Russians, so to start with the fair way to put everyone on an 
equal basis is to require them to pay the full cost of building and maintaining 
any services or facilities that they are now obtaining free and at other tax- 
payers’ expense. 

These user charges should be enacted regardless of all of the pressures that 
will be brought to bear on Congress to exempt certain facilities. 

The people who are directly benefiting from governmental installations or 
services that are subsidized should be the first ones to come forward and agree 
to pay their fair share of the cost of these subsidized services, and if they aren’t, 
they are neither patriotic nor willing to help their Government in the present 
crisis. 

It is high time that the days of the “free rider’ on the Government are ended. 

I feel so strongly about the suggestions outlined in this letter that I will be 
glad to appear personally before your committee to discuss them more in detail 
and will come to Washington to testify on any date you may designate. 

Respectfully submitted. 

JOHN M. BaALLiet. 


BROOKHART, BECKER & DORSEY, 
Washington, D. C., February 21, 1958. 
Hon. Witsur D. MILLS, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. C. 

DeaR Mr. CHAIRMAN: You are more familiar than anyone in the country with 
legislative tax inequities under which the self-employed now labor. Recent 
months have witnessed a parade of individuals and organizations in the self- 
employed category supporting numerous legislative proposals designed to allevi- 
ate some of their present tax burden. 

While this letter is primarily directed toward the adoption of a workable tax- 
averaging formula, I wish to record my endorsement of the several approaches to 
tax equality for self-employed now being considered by your committee. 

In this connection, I warmly endorse H. R. 9 and 10, which would establish 
voluntary retirement savings at a level reasonably approximating the prevailing 
relationships between employers’ contributions, the amount of the employees’ 
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compensation, and the amount of the employees’ benefits in pension plans ap- 
proved under section 401 and related sections of the Internal Revenue Code. I 
also endorse the provisions of 8. 3194 and a companion bill, H. R. 10617. 

Of principal interest to people in the fields of entertainment, science, and 
athletics is H. R. 126, the Curtis bill, which provides a workable formula for 
equitable tax averaging. I believe, as does the author of this bill, that, while 
it is well drafted and usable, its primary purpose could well be to stimulate 
study and analysis, possible resulting in modification or alteration of its recom- 
mended formula. 

The recitation of the many bills now pending before your committee to allevi- 
ate the plight of self-employed is dramatic evidence of the need for early and 
effective legislation to aid this vast cross section of Americans. The self- 
employed, compared with the civil servant or the corporate employee, appears 
on the horizon as the forgotten man. 

I appreciate that there are many considerations bearing upon your committee’s 
decision to adopt a certain legislative approach to the problems of the self- 
employed. I also realize that, within the large class of self-employed, certain 
eategories have dissimilar income problems. A majority of the self-employed 
. have in common the problem of fluctuating incomes. This is true to a certain 
extent among farmers, lawyers, and others. However, among entertainers, au- 
thors, and athletes, widely varying incomes are the rule rather than the excep- 
tion. This fact has prompted many authorities to emphasize adoption of a 
workable tax-averaging formula. Such a formula would immeasurably aid the 
entire field of self-employed and have a singularly salutary effect on the per- 
forming artist and professional athlete. 

The need for this legislation is recognized within the Treasury Department. 
However, the Department is presently opposed because it assumes that revenue 
receipts would thereby be reduced. I fully appreciate that your committee, 
and the Treasury Department, must find an answer to this vital question of the 
revenue impact. 

There has been, to date, no economic survey by either Government or indi- 
viduals designed to answer this question. I am, therefore, encouraging.a study 
of the problem of revenue reduction incident to averaging of earned* income 
among entertainers and athletes. I expect that, within the near future, there 
will be available testimony by a distinguished economist as to the effect of tax 
averaging on Federal revenue. 

When such is available I respectfully ask leave to submit such study to your 
committee, either through informal conferences or, if you desire, by means of a 
formal appearance before the committee. 

Thanking you for your consideration, I am, 

Sincerely, 
RatPpH FB. BECKER. 


STATEMENT OF CLYDE T. Extis, GENERAL MANAGER, NATIONAL RURAL 
ELECTRIC COOPERATIVE ASSOCIATION 


Mr. Chairman and gentlemen of the committee, my name is Clyde T. Bilis. I 
am general manager of the National Rural Electric Cooperative Association, the 
national service organization representing about 92 percent of the operating 
rural electric cooperative systems in the country. These cooperatives and a few 
public power districts serve about 4 million consumers in 48 States and Alaska. 

The rural electric cooperatives are engaged primarily in the distribution of 
electricity to farms and other consumers in rural areas. To a large’ degree, 
these rural electric cooperatives are dependent on purchased Wholesale power 
supply. This year they will be purchasing well over 20 billion kilowatt-hours 
of electricity at a cost of some $150 million. Approximately half of this power 
will be purchased from privately owned power companies at a cost of about 
$65 million. Our use of wholesale power is doubling countrywide about every 
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5 years. In keeping with the purposes of this hearing, the purpose of this dis- 
cussion is to suggest to the committee possible avenues of inquiry, which if ex- 
plored and taken advantage of could, I believe, lead to an increase in the revenues 
of the Federal Government at a time when it is imperative that additional funds 
be found to carry out the civilian and military functions of the Government, In 
so appearing before your committee, I feel that what I have to suggest, if acted 
upon, would be of great aid not only to the rural electric cooperatives, which I 
represent, and to their consumer members, but also to electric consumers 
throughout the Nation and to every tax-paying citizen and corporation. 


PRIVATE POWER COMPANY EXPENDITURES FOR PROPAGANDA ADVERTISING 


We have been informed by the Internal Revenue Service that its policy with 
respect to the deductibility of advertising expenses is this: 

To be deductible, advertising expenses must be ordinary and necessary and 
bear a reasonable relationship to the business activity in which the enterprise 
is engaged. Furthermore, the Service informs us that it has been its practice 
not to allow deductions of expenditures where the facts of the case indicate that 
such expenditures were created or incurred primarily for lobbying purposes, 
for the promotion or defeat of legislation, for political purposes, for the develop- 
ment or exploitation of propaganda, (including advertising, other than trade 
advertising), relating to any of the above purposes, or for the furtherance of 
matters “in the area of political controversy.” We do not know of the extent to 
which this policy is followed but we have not been able to find much evidence 
of its application. 

The Internal Revenue Service also points out that the basis for not allow- 
ing such expenditures as deductions before the computation of income taxes 
is that such expenditures do not meet the requirements of the Internal Revenue 
Code and regulations as ordinary and necessary and directly connected with 
the carrying on of the taxpayers trade or business. 

Gentlemen, for many years the rural electric cooperatives, the Federal power 
program, and other types of cooperative activity have been subjected to what 
we consider and can, I believe, prove to be fraudulent nationwide propaganda 
attacks by the private power companies and other business organizations which 
share the same beliefs and prejudices. The costs of these campaigns amount to 
many millions of dollars per year. In most if not all instances, as recent investi- 
gation proved, these expenditures have been charged off as a cost of doing busi- 
ness and therefore a deduction from income before the computation of income 
taxes. In other words, on the one hand the electric consumers paid this bill, 
and on the other hand, the Federal Government lost revenue because these ex- 
penditures served to reduce the amount of taxable income. 

Also, I believe, it would be found upon investigation that the lobbying expendi- 
tures of either the private power companies themselves, or one of their “front” 
organizations are charged up as operating expenses and thereby paid for by the 
consumer of electric power and deducted from net income before the payment 
of Federal taxes. 

I am sure it is not necessary to point out to this great committee that the 
so-called private power companies are universally held by the Congress, the State 
legislatures, and the courts to be not a part of the free-enterprise system but 
rather public-service agencies of the State, franchised natural monopolies subject 
to strict regulation. 

Some of the better-known oganizations and “fronts” which carry on this prop- 
aganda campaign for the private power companies include: The National Asso- 
ciation of Electric Companies, Edison Dlectric Institute, the electric companies 
advertising program (the organization responsible for the fabulously expensive 
“brain washing” campaign in such magazines as the Saturday Evening Post, 
Collier’s, Harpers, Reader’s Digest, and others with ads attributed to “America’s 
independent taxpaying electric companies,” as well as television and radio pro 
grams sponsored in their name), the Public Information Program, the Guaranty 
Trust Co., Ebasco Services, Industrial News Review of Portland, Oreg., E. Hoffer 
& Sons, Public Affairs magazine, Bozel & Jacobs, the National Tax Equality Asso- 
ication, the National Associated Businessmen, Public Information Committee of 
the Cotton Industry, the Joint Committee on Taxation of the National Associa- 
tion of Ice Cream Manfacturers and the Milk Industry Foundation, the United 
States Chamber of Commerce, the Council of State Chambers of Commerce, local 
and regional chambers of commerce, the Mississippi Valley Association, the 
National Reclamation Association, the National Association of State Railroad 
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and Utility Commissioners, the American Watershed Council, the Joint Council 
of Engineers, the National Association of Electric Contractors, and others. 

Gentlemen, we believe that the freedom of the press, speech, and petition, and 
the right to propagandize are all essential to the process of assuring the con- 
tinuation of our democratic society, but we do not believe that freedom of speech 
and petition should carry with it sanction permitting the monopolistic elements 
in the electric utility industry, the so-called private power companies, to carry 
on an unlimted propaganda campaign and lobbying program at the expense of 
the consumer, taxpayer, and Federal Government. 

We believe that it is basically and fundamentally wrong for these giant electric 
utility monopolies to saddle millions of dollars annually in cost-plus advertising 
propaganda and direct and indirect lobbying costs onto absolutely helpless rate 
payers, including the rural electric cooperatives. Although it may sound like 
an Orwellian twist, it is true that the rural electric cooperatives are forced 
through their rates to pay for the very propaganda expenditures that is being 
used against them. 

Perhaps I can say it best by referring to a concrete example. Recently we 
received a copy of a Saturday Evening Post brochure, circulated by the Curtis 
Publishing Co. in 1956. The preface tells us that this brochure is a consolidation 
of ads carried in the Saturday Evening Post for electric companies advertising 
program. Further it tells us that “ by the end of 1956 the Post had carried 169 
electric companies advertising program advertisements—more than any other 
major publication.” They are reprinted here to show how one industry, adver- 
tising its cause consistently and persistently, has been able to help shift the great 
weight of public opinion. 

Continuing, the brochure tells us that “electric companies advertising program 
advertising is designed to win public support for the independent electric light 
and power companies. Most people 15 years ago favored Federal public power. 
Today, the balance has swung in favor of the electric companies.” 

We believe, gentlemen, that any objective person who analyzes this booklet 
would conclude that many if not the bulk of the ads displayed are neither 
ordinary and necessary expenditures, nor do they bear a reasonable relation- 
ship to the business activities in which the enterprise is engaged. These ads 
do not propose to sell more electricity. They are not good-will ads; rather 
they are lobbying and propaganda ads for the promotion or defeat of legisla- 
tion, or political purposes, and/or the development or exploitation of propa- 
ganda and furtherance of matters in the area of political controversy. 

One other example will suffice, I think, to point out what I am driving at. 
During the first session of the 85th Congress the Public Works and Resources 
Subcommittee of the Committee on Government Operations issued a report 
entitled “Private Electric Utilities Organized Efforts To Influence the Secretary 
of the Interior.” In this report it was pointed out that five private power 
companies charged up to the rate payers and not the stockholders the cost 
of the pamphlet entiled “The Federal Power Program, Its Background, Growth, 
and Consequences.” The pamphlet, the committee report argued, was prepared 
to influence the policies of the Department of Interior, and not to carry out 
the ordinary and necessary business activity. These costs were charged as a 
business expense, and therefore such costs were deductd from gross revenue 
before the computation of Federal income taxes, 

Under this same investigation, the committee turned up the fact that an- 
other propaganda pamphlet, “Turn on the Lights,” sponsored and paid for by 
59 private power companies, was charged up as a cost of doing business; 
therefore paid for by the rate payers, and by the same token reduced the Fed- 
eral revenue. 

We do not know over the years how many millions of dollars have been spent 
directly and indirectly by private power companies for propaganda advertising 
and lobbying, but we do feel—and the law, the way it has been interpreted to 
me, seems to clearly indicate—that these expenditures cannot legally be charged 
up as a cost of doing business. Obviously about half the cost of the private 
power companies’ annual lobbying and propaganda campaign is borne by the 
taxpayers, for these companies deduct the total cost as an expense of opera- 
tions before taxes; that is, before the payment of corporate income profits 
taxes. A great service could be done for all taxpayers and consumers of elec- 
trie power if this committee were to instruct the Internal Revenue Service to 
investigate the charge we have made here, and if our contentions prove cor- 
rect, not only could a great wrong be rectified, but in addition Federal revenues 
would be increased. 
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While I am-on this point of advertising, I would like to discuss one other 
matter. In 1956 the class A and B private power companies spent some $125 
millions for alleged sales promotion, all of which has been claimed as an elec- 
tric operating expense. This amount was used, ostensibly, for such purposes as 
institutional advertising, displays, publicity, and commercial and industrial and 
residential promotion programs. According to the private power company logic, 
this expense would be justified for the purpose of creating a demand for elec- 
tric power, and such being the case, i. e., that such advertising is necessary 
and proper, the expense should be borne by the rate-paying public and not 
by the stockholders. 

But, when we examine the facts, we find that nearly every area of the United 
States is hungry for power, and that there is a constant demand to increase 
power output. Private power company plant and equipment investment con- 
tinues to increase year after year. The electric power business is by far the 
fastest growing major American industry, doubling its use about every 7% to 
10 years. Perhaps a portion of this expenditure is justified where there is a need 
to compete against natural gas, for instance, but perhaps, as some commissions 
have ruled, such a large expenditure should not be charged wholly to the con- 
sumers. No doubt much of these expenditures were incurred for institutional 
advertising in one form or another, appliance merchandising programs, goodwill 
advertising programs, and in some cases advertising for a rate increase. I do 
not wish to infer that some of these expenditures are not justified, but I do wish 
to suggest that perhaps inquiry into the whole area of advertising expenditures in 
the regulated monopoly industries should be investigated with the idea in mind 
that at least some of such costs be borne by the stockholders out of their net 
income after the payment of Federal income taxes, and should not be borne by 
the rate payers. 


LIBERALIZED DEPRECIATION AND ITS EFFECT ON FEDERAL REVENUES 


As we all know, in an economic sense, corporate depreciation accounting has 
significance only as it relates to the level or amount of taxable income. To the 
degree that corporate depreciation deductions can be increased within any tax- 
able period, the revenue of the Federal Government will be reduced. It obviously 
follows that any provision made in the tax laws affecting the amount set aside 
for depreciation will likewise have an effect on the amount of revenue collected 
by the Federal Government. 

There is no need to relate at this time a detailed history of the various changes 
that have been made in the income tax laws as they affect depreciation account- 
ing for tax purposes. Suffice it to say that ever since 1934, when, as a result of 
the disclosure that business corporations were evading taxes through manipula- 
tion of depreciation schedules and accounts, and the Internal Revenue Service 
countered by adopting uniform straight-line depreciation rates, big business in 
general has been agitating for a change in the law to liberalize depreciation for 
tax purposes. 

When, during World War II and the Korean war, corporate business became 
aware of the effects and potentialities of wartime accelerated amortization (sec. 
168 of the Internal Revenue Code), its demands for a permanent and whole- 
sale revision of the Internal Revenue Code became more and more persistent. 
It was this accelerated amortization principle which provided the idea that 
served as the basis for the proposal presented and enacted into law (sec. 
167 of the Internal Revenue Code provides two additional methods of deprecia- 
tion accounting for tax purposes). Under these new methods the corporate tax- 
payer can elect a declining balance method of depreciation at double the straight- 
line rate or the sum of the years digits method in place of the conventional 
straight-line method. These two new methods of depreciation allow the same 
total deductions over the service life of the asset as the straight-line method, 
but differ from the straight-line method by providing much larger writeoffs in 
the early life of the asset. For example, under the declining balance method, 
approximately 40 percent of an investment can be written off during the first 
quarter of its useful life and approximately two-thirds during the first half. 

At the time of introduction of this liberalized depreciation amendment (section 


167) it was recognized, as I shall point out in more detail below, that, if passed, 


it would have substantial effects on the tax collecting ability of the Federal 
Government for, to a large degree, this liberalized depreciation provision acts 
in much the same way as does the accelerated amortization provision used in 
connection with the construction of defense facilities. 
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This was apparent because of the fact that eyen.though under the accelerated 
amertization provision the deferred portion of taxable income retained by the 
corporation granted an accelerated amortization certificate would eventually be 
paid back, a revenue lag would still result, and to fill this gap the Government 
would have to borrow additional funds. The extent of this lag and its con- 
sequent cost to the Federal Government, leaving completely aside the fact that 
the corporations fortunate in obtaining these certificates were receiving an 
interest-free loan, was pointed out by the former Secretary of the Treasury, Mr. 
Humphrey, in his testimony before the Senate Finance Committee when S. 
1795 was under discussion during the first session of the 85th Congress. 

As reported by the then Secretary, through 1956 the revenue lag resulting 
from the accelerated amortization program probably exceeded $5 billion; in 
addition, as a result of this revenue lag the interest cost to the Federal Govern- 
ment will amount to some $3 billion. 

Also of interest and significance in connection with the accelerated amortiza- 
tion program, and applying equally as well to the liberalized depreciation amend- 
ment, Mr. Humphrey pointed out that under the rapid amortization program 
there inevitably will be dislocations and unfair advantages between whole indus- 
tries—and individual companies within an industry. 

In principle what was reported by the former Secretary of the Treasury con- 
cerning the economic effects of section 168 of the Internal Revenue Code was 
well-known before the congressional debate began on the amendments to the 
code in 1954. And surely we can assume that Mr. Humphrey or at least his 
staff was aware of the economic consequences of a general across-the-board 
liberalized depreciation amendment to the code, for in effect the passage of 
section 167 of the code merely perpetualized the accelerated amortization provi- 
sions of the code. 

In spite of this knowledge and in the name of “stimulating private investment,” 
the administration working through its spokesman, Mr. Humphrey, appealed to 
the Congress in 1954 to enact a perpetualized fast-tax depreciation provision. 
In support of this proposal, Mr. Humphrey argued that “* * * the purpose is to 
stimulate * * * plant expansion and modernization * * * and by providing less 
restrictive rules than at present for writing off the investment in machinery 
or plant will encourage modernization and rebuilding of more efficient plant 
equipment.” And, as we know, the administration had its way. 

What exactly have been the consequences? First of all let me question what I 
consider to be a rather dubious assumption made by those who championed such 
legislation, and that is that such an amendment would serve as a stimulus for 
capital expansion. A survey of 167 corporations, conducted by one of the most 
reputable economic research agencies (The National Industrial Conference 
Board) revealed that 45 percent of these corporations planned to use the new 
depreciation methods; 20 percent were undecided, and 35 percent planned to 
retain the straight-line method at least temporarily. However, most significant- 
ly, of the 45 percent that planned to use the new methods, two-thirds were 
not influenced to increase their total investment. In other words, only 15 
percent of the corporations surveyed reacted positively to this incentive, while 
the other 30 percent were simply going to enjoy a windfall subsidy. 

Now let us examine the extent of this subsidy. First of all, we must 
recognize one important difference between liberalized depreciation and accel- 
erated depreciation. Accelerated depreciation is a once-and-for-all proposition. 
After the 60-month deferral period the corporation must pay back the deferred 
taxes to the Federal Government. But under the liberalized depreciation pro- 
vision of the code, assuming continued expansion of capital facilities or even 
only replacement, as Senator Douglas pointed out, the so-called deferral will 
never be paid back. 

Although there are wide discrepancies between some of the various esti- 
mates made of the subsidy which will accrue under section 167, and of the 
consequent loss in revenue to the Treasury, it is of more than passing interest 
to indicate the magnitudes involved. One estimate reported by Senator Kerr 
places the loss to the Treasury at over a billion dollars a year for a period 
of 20 years. Senator Douglas estimates that the tax burden of corporate busi- 
ness will be reduced by $1.55 billion a year. Prof. E. Cary Brown estimates 
that the eax deductions between 1954 and 1973 will amount to $125.7 billion, 
and that, at a 50 percent average business tax rate, this would mean a revenue 
loss of $63 billion for the period, or $3.15 billion a year. In one industry alone, 
the private power company sector of the electric utility industry, it has been 
estimated by some of the Federal Power Commission staff that the subsidy 
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accruing to the private power companies compounded at 6 percent will amount 
over a 20-year period to some $18 billion. 

And all of these estimates do not take into account the fact that additional 
revenue will be lost to the Treasury due to the fact that additional funds will 
have to be borrowed at the going rate of interest in order to make up the con- 
tinuing revenue loss. 

Added to all this is the probability that monopolistic big business will be 
the primary beneficiaries of this tax subsidy, thereby increasing their financial 
and monopolistic hold on the country and further destroying the competitive 
structure of the economy. As two well-known economists, Profs. Horace M. 
Gray and Walter Adams, have pointed out: 

“* * * Big business will get most of it. Since it (sec. 167) applies only 
to new investment, it favors concerns characterized by high capitalization, 
readily available capital through retained profits, rapid growth, technological 
innovations, and established market positions. Since it is realizable only as a 
deduction from net income, its value depends on the coincidence of high invest- 
ment, high profits, and high taxes. This combination of circumstances exists 
more generally among large, dominant firms than among small ones. The fact of 
monopoly power alone may be a decisive determinant, since a firm that has an 
established position in the market and a significant degree of control can use that 
control to develop new outlets for capital investment.” * 

I do not point these facts out as an argument completely against the subsidi- 
zation of business, if after careful analysis the subsidy is deemed to be needed 
and, further, if the granting of such a subsidy will assure the continuation of 
what remains, at least, of our competitive economic structure. 

It seems, however, on an analysis of the records, that no careful consideration 
was given concerning the short- or long-run effects of rapid depreciation on 
either the revenues of the Federal Government, the structure of the economy, 
or the distribution or concentration of economic power. 

Given the facts as presented above, the following analysis seems valid and 
pertinent. Business is currently operating below capacity; in some instances 
20 to 30 percent below capacity. It has been characteristic in our economy that 
business will not expand its capital equipment unless the necessary market out- 
lets are available. Therefore, it follows that any incentive granted to provide 
increased Capacity through tax incentives under such an economic situation will 
provide nothing more than a subsidy without the commensurate increase in 
capacity. 

In conclusion of this part of my discussion, gentlemen, I would like to say that 
under most situations I would object to the granting of subsidies to provide 
plant and equipment expansion. However, given the fact that such a subsidy 
program is in operation and the presumed reasons for instigating such a program, 
the current facts indicate that not only will the Government, at a time when 
increased revenues are desperately needed, lose substantial revenues, but that the 
assumptions made in support of such a subsidy program are not valid. 

For these reasons, I would suggest that this committee and the Congress 
review the background and effects of rapid depreciation provisions of the In- 
ternal Revenue Code, for I believe that the facts will all point to the obvious con- 
clusion that section 167 of the code should be repealed. 


SraTeMENT oF WrittamM GorpMaNn IN Support or H. R. 4566 


My name is William Goldman. I am submitting a statement to this committee 
on behalf of Goldlawr, Inc.. a corporation of which I am a stockholder and 
executive. Goldlawr, Inc., is a Pennsylvania corporation which operates the 
Frianger, a legitimate theater in Philadelphia, Pa. In 1957, Goldlawr, Inc., 
filed an antitrust suit in Philadelphia against the Shubert interests, alleging 
that they had combined and conspired to monopolize the theater business in 
the Tnited States, depriving the Erlanger of legitimate attractions as part of 
the conspiracy. 

I am also the principal stockholder and executive of William Goldman 
Theatres, Inc., a corporation which operates first-run and other motion picture 
theaters in Philadelphia. This company won a pioneer victory in the antitrust 





1 Walter Adams and Horace M. Gray, Monopoly in America, p. 93. 
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field against the major producers and distributors, befére the Government ob- 
tained the decree in the suit which it brought against the same defendants. 
William Goldman Theatres, Inc., is the company involved in the Goldman tax 
case referred to below. 

My statement is submitted in support of H. R. 4566, a bill which would amend 
the Internal Revenue Code of 1954 so as to provide relief with respect to the 
tax treatment of damages in antitrust actions. Under the bill, where damages 
are received as a result of an antitrust action or a settlement, the punitive por- 
tion of said damages would be excluded from gross income and the compensatory 
portion of the damages would be spread back in effect over the period during 
which the violation is considered to have occurred. 


1, THE INEQUITY OF THE PRESENT TAX LAW AND THE NEED FOR RELIEF 


When the Supreme Court decided in 1955 in the Glenshaw Glass and Goldman 
cases that treble-damage recoveries by plaintiffs in antitrust cases are taxable 
as ordinary income in the year of their award or receipt, it created a serious 
deterrent to the prosecution of antitrust violations through private suits. The 
taxation of the entire treble-damage recovery in 1 year can result in a tre- 
mendous tax burden to the successful plaintiff. In this respect, the policy of the 
income-tax law, as interpreted by the Supreme Court, is at odds with the Court’s 
interpretation of the policy of the antitrust laws. 

Recently, the Court stressed “* * * the public interest in vigilant enforcement 
of the antitrust laws through the instrumentality of the private treble-damage 
action.” Lawlor v. National Screen Service Corp. (849 U. S. 822, 329 (1955) ). 
The Antitrust Division of the Justice Department similarly has taken the view 
that the private antitrust suit plays an important role in insuring effective anti- 
trust enforcement. For example, in a statement submitted to the Antimonopoly 
Subcommittee of the House Judiciary Committee on June 29, 1955, Robert A. 
Bicks, Esq., assistant to the Assistant Attorney General in charge of the Anti- 
trust Division of the Justice Department, pointed out that complaints of anti- 
trust violations are constantly increasing, while prosecuting staffs and appropria- 
tions for enforcement of the law, in contrast, have decreased, resulting, he con- 
cludes, in a need for increased reliance on private suits. He also pointed out that: 
“Private actions, however, do more than duplicate Government work. They may 
adjudicate practices not expressly covered by Government decrees, or they may 
help close the breach left by necessarily incomplete Government policing of de- 
crees. And most important, private recoveries heighten the financial impact and 
consequently the deterrent value of both civil and criminal Government actions.” 

The public function served by the private suit is reflected in the rule of law 
that a private plaintiff may not recover under the antitrust laws unless he :1- 
leges and proves a public, as well as a private, injury. Apex Hosiery Co. v. 
Leader (310 U. 8. 469 (1939) ). 

On the other hand, the private plaintiff faces great risks and tremendous finan- 
cial burdens in the preparation and prosecution of an antitrust case. Mr. Bicks 
cites statistics to show that during the 5-year period from 1947 to 1952, private 
plaintiffs secured some satisfaction in but 134 of the 423 non-Government anti- 
trust cases terminated in district courts. This means that in only 31 percent of 
private cases did plaintiffs secure any redress at all. This relatively small pro- 
portion of successful suits must be measured against the financial burden of 
undertaking such a suit. Thurman Arnold, in testifying before a subcommittee 
of the Senate Judiciary Committee in 1949, described the burdens of the private 
Plaintiff in such litigation as follows: “In my own practice, people keep coming 
to me from all parts of the country with antitrust claims against some combina- 
tion of corporations. I tell them that if they do not have $25,000 for the taking 
of depositions under the Federal rules, at least $25,000 just for costs and tran- 
scripts and traveling expenses, that they had better drop the suit. They will find 
themselves in the middle of the case without any evidence. * * * So in the ordi- 
nary case, the ordinary small-business man just cannot bring a suit for treble 
damages unless he has a very large sum of money or unless the Government does 
it for him.” (Hearing on S. 1910, to amend the antitrust laws, 8ist Cong., 1st 
sess., June 21, 1949, p. 3.) 

It undoubtedly happens that many a prospective plaintiff, with a meritorious 
claim under the antitrust laws, aware of the substantial investment of time and 
money which he will have to make to prosecute a suit to a successful conclusion, 
is deterred from going ahead because of the reduction in his statutory reward 
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by the present tax law, and thereby the Government is deprived of this important 
adjunct to its own enforcement machinery. 

In June 1955, following the Glenshaw Glass decision, the Justice Depart- 
ment wrote to the Commissioner of Internal Revenue, expressing its concern 
“with any tax situation which might discourage filing such suits and encourage 
the violation of the antitrust laws.” This letter went on to point out that “while 
a successful plaintiff must pay income tax on recoveries, we think we may 
properly call to your attention our belief that antitrust policy would not be 
vindicated if defendants in such suits were placed in a more favorable tax posi- 
tion than a successful plaintiff.” This refers to the fact that while the success- 
ful plaintiff is taxed on his total recovery in the year of its award or receipt, 
the defendant who has been adjudged in violation of the law, receives a corre- 
sponding deduction. The position should actually be just the reverse and the 
penalty recovered by the plaintiff should be a tax-free reward to encourage such 
suits, while the payment of such a penalty should not be deductible to the viola- 
tor. If that were the law, there would be no loss in revenue to the Government, 
and at the same time its antitrust policy would be vindicated. 

Even if the deduction allowed the defendant were not affected, however, the 
potential loss in revenue involved in exempting the penalty awarded from the 
income tax would be minimal. As Mr. Bicks pointed out, in his statement of 
June 29, 1955, although the number of private actions brought increased con- 
siderably since 1940, the percentage of successful suits has not been great and 
although some of the damage awards are substantial, it is apparent that in the 
aggregate they do not amount to the substantial sum taxwise from the stand- 
point of the Government. For example, Mr. Bicks points out that “actions 
terminated after trial between 1947 and 1951, produced some 15 damage 
awards for plaintiffs. Of these, 7 topped $100,000 and at least 2 hit the 
$1 million mark.” That amounts to an average of no more than $600,000 in any 
1 year. At the top corporate tax rate of 52 percent, the revenue involved is a 
little over $300,000 or about 10 percent of the annual appropriation for Gov- 
ernment enforcement of the antitrust laws through the Department of Justice 
in the same period. 

2: 


Wholly apart from the question of whether or not the penalty awarded to the 
successful plaintiff should be taxed, it is patently inequitable that the damage 
award should be taxed in the year of its recovery. Such an award usually 
covers a loss of profits over a long period of prior years. In all fairness, it 
should at the very least, be allocated over these years. The Treasury Depart- 
ment expressed the view in the past that the prorating of income received from 
compensatory damages over the period of the antitrust law violation would in 
effect give special treatment to such recoveries in contrast to amounts received 
for breach of contract or patent infringement suits, and concluded that: “In 
the absence of a general review of the problems of averaging income, it does not 
seem appropriate to single out a particular form of income for an extension of 
the tax readjustment procedures.” (Letter to the Honorable Jere Copper, chair- 
man of the Committee on Ways and Means of the House of Representatives, with 
regard to H. R. 4566, which would have amended the Internal Revenue Code of 
1954, so as to provide relief in the tax treatment of treble damage recoveries 
under the antitrust laws.) 

It has now come about that the refusal to allow allocation of an antitrust 
recovery is the exception rather than the rule in this general field because the 
Internal Revenue Code of 1954 was amended in 1955 to allow the allocation of 
patent infringement recoveries. Thereafter, it was amended in 1957 to allow 
allocation of all awards in civil actions for a general breach of contract or 
breach of a fiduciary duty or relationship over the years involved. Con- 
sequently, it does not seem appropriate now to single out this particular form 
of recovery for denial of the equitable tax readjustment procedures which are 
granted to these other forms. Since the penalty is simply a reflection of the 
amount received by way of compensatory damages, if it is to be taxed at all, it 
should be subject to the same allocation. 
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D’ Arrigo Bros. Co. or CALIFORNIA, 
San Jose, Calif., December 23, 1957. 
Hovust Ways AND MEANS CoMMITTEE, 


New’ House Office Building, Washington, D.C. 


GENTLEMEN : Regarding taxation, I am well aware of the fact that some facets 
of taxation are equitable to some and inequitable to others and therefore the 
problem of being fair to all concerned is compounded. 

However, there are vast fields open to all who desire to be fair and open- 
minded that would treat all fairly. One in particular stands out in my mind 
and that is H. R. 6794 introduced by Representative Charles Gubser in the last 
session of Congress. Perhaps there are some legal imperfections in this bill 
(a point argued amongst attorneys) but the bill definitely places the responsibility 
of determining what is precedent squarely on the shoulders of the Commissioner 
of Internal Revenue. At present he accepts no court decision (unless he has 
appealed to the Supreme Court which he rarely does) adverse to his way of 
thinking. I have heard objections to this bill on the grounds that the evil of 
the present system is not met head on. I think that anyone who does not have 
an ax to grind and reads 6794 will agree it does meet the situation head on. ° 

The objection that the bill by its purpose and language creates more problems 
than it purports to resolve is false. Every piece of legislation, being a product 
of human minds is not perfect and leaves room for interpretation. I cannot agree 
with the objection, if we follow this objection to its logical conclusion, that we 
have no legislation whatever merely because it does not answer all problems 
without interpretation. 

As mentioned above, this bill leaves the worries of interpretation to the Internal 
Revenue Department as to what constitutes a precedent and lessens the burden 
on the taxpayer. This is in line with Progress Report released by the Mills 
Subcommittee on Internal Revenue Taxation which states that “the Commissioner 
should either follow a Tax Court decision adverse to him or he should appeal it.” 
Also “if two or more courts of appeals hold against the Commissioner, he should 
no longer litigate the same question, but should ask Congress to clarify the law if 
he still does not want to accept the courts’ interpretation.” 

While 6794 does not give direct tax relief, it most certainly takes the biggest 
headache business has regarding taxation, and business for the first time would 
be able to operate just as normally with tax laws as it does with civil and busi- 
nesslaw. It certainly doesn’t enjoy that privilege today. 

I think another facet of taxation that could bear some overhaul for the sake 
of uniformity is depreciation. At present depreciation schedules allowed on a 
given piece of equipment in one district may be disallowed in another. How is 
business to operate on a safe and sane basis when not even the Internal Revenue 
Department is consistent within itself? Congress wrote the 1954 code which the 
Commissioner has already relegated to the status of arbitrary law or law per se. 
In fact CPA’s and business are still waiting for the official interpretation of 
75 percent of the 1954 code. 

As to tax relief. The Sadlak bill should be enacted without further “to do” 
about it. History has consistently proven that after a period of high taxation 
a drop in the rates brought more income into the Federal Treasury than pre- 
viously—not less as the advocates of high taxes would have us believe. 1926-27-28 
proved this when taxes on corporations were dropped to a mere 10 percent and 
individual dependent allowances increased considerably. The adjusted income 
before taxes was also raised. In that period we also forgave millions in debts 
of foreign nations, reduced our national debt to next to nothing, and still hada 
balanced budget and more tax income in the Federal Treasury. The latest 
example of increased revenue with tax cuts was the last tax cut granted the over- 
taxed public. And so it has been through our economic history. Why accept 
unproven theory as a substitute for historical fact? Those who cry out against 
the cut on grounds of lost revenue do not consider the economical fact of “a point 
of diminishing returns” nor the historical fact that tax cuts have produced more 
revenue. 

Business would like to expand and create new jobs but with the present tax 
situation this is becoming impossible. Records will show that business has spent 
merely to replace obsolete equipment more than it was allowed in depreciation. 
This is primarily due to the cost of new equipment. For example, a D-4 cater- 
pillar in 1947 cost approximately $4,300. Today that same tractor sells for $9,800, 
Therefore a good share of the cost of replacing this obsolete equipment comes 
from profits which leaves no room for expansion. Small businesses today are 
either forced to merge or get out while they’re ahead or go broke. This procedure 
of merging will almost certainly produce the cry of violation of antitrust laws 
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from some quarters to be followed by tighter antitrust laws, to be followed by 
extinction (or extermination) of small business followed by stagnation of the 
larger businesses and eventual ownership by a benevolent Federal Government. 
Tax reform in a downward direction is absolutely necessary if we are to keep 
pace with Russia and our defense spending. 

I wish to thank the committee for the opportunity of presenting my views, 
views that are more philosophical than on specific tax points, but which I believe 
would be of benefit to this Nation as a whole and not merely to one segment. 


SUMMARY 


In brief, let us take the confusion out of taxation by requiring the Commis- 
sioner to either follow a Tax Court decision adverse to him or to appeal it thus 
leaving the problem of intrepretation of what constitutes precedent up to the 
Commissioner. 

Secondly, let us require that the Internal Revenue Department and the Com- 
missioner’s office be consistent within themselves especially in matters of de- 
preciation. 

Thirdly, enactment of the Sadlak bill, equal justice to all and the resultant in- 
crease in revenue for the treasury at a lesser cost per dollar profit to the tax- 
payer. Remember, a dollar can only be taxed if it is spent and the more times 
it is spent the greater the turnover of that dollar and the more times it is taxed. 

Respectfully, 
STEPHEN D’Arri60, Jr. 


UniTep States SENATE, 
COMMITTEE ON RULES AND ADMINISTRATION, 
October 4, 1957. 
Hon. JERE Cooper, 
Chairman, House Committee 0n Ways and Means, 
House of Representatives, Washington, D. C. 


Dear Mr. CHAIRMAN: Enclosed herewith are two copies of a statement by Mr. 
BD. R. Jennings, of 500 Fifth Avenue, New York, N. Y. It is requested that your 
committee include it as a part of the hearings on general revenue provisions 
which are to commence on January 7, 1958. 

I would appreciate your letting me have for my files a copy of any acknowl- 
edgement sent to Mr. Jennings by the committee. 

Sincerely, 
Jacos K. Javits. 


SEPTEMBER 9, 1957. 
Hon. Jacos J. Javits, 
United States Senator from State of New York, 
Senate Office Building, Washington, D. C. 


Deak Senator Javits: Thank you very much for your letter of September 3, 
which was in answer to mine of August 14. 

Placing a statutory limit of $1,250 annually as a medical-expense deduction is 
thoroughly ridiculous. 

Since October 17, 1950, when I was injured in an accident to the extent that I 
cannot walk and cannot use my left arm, the tax collectors have been in a race 
with the medical racket for my hard-earned dollars. Indeed, I have discovered 
that one in the middle-income bracket simply cannot keep up with both the medics 
and the State and Federal tax collectors. 

In one bout with surgery at New York hospital, I was obliged to pay the 
medical racket in excess of $5,000, yet the Federal Government would allow me 
to deduct one-fourth of that amount for that total year (and I had additional 
medical expenses in the same year). 

The Federal Congress has made it comparatively simple for oil-well owners to 
get along in life, and it has made the same provisions for capitalists with the 
eapital-gains provisions of the tax law. 

How about giving the ill or injured at least as much consideration as has been 
given the aforementioned? I trust that the House committee will find it possible 
to be objective enough to understand the problems which confront the ill or in- 
jured under the present miserable tax law. 

As a matter a fact, I have been unable to keep pace with both the medical 
racket and the tax collectors; and during the past 7 years wherein I have been 
crippled, I have been unable to avoid falling behind in my taxes. 
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How would you like to work for 25 years, after college, in the building of a 
business, only to have a tax collector threaten to take over your business because 
you are unable to pay the outrageous taxes; which, when collected, are not used 
for public schools or public roads, but are sent abroad in great measure? 

Very truly yours, 

BD. R. JENNINGS. 


THE NEED FOR CLARIFICATION OF THE INTERNAL REVENUE CopE WITH RESPECT TO 
ORGANIZATIONS ACTING IN THE PUBLIC INTEREST 


Statement by Clifford V. Heimbucher, C. P. A., vice president of Trustees for 
Conservation, for inclusion in the hearings before the Committee on Ways and 
Means, United States House of Representatives, January 1958 


Mr. Chairman, Trustee for Conservation would like to be associated with the 
statement recently presented to you by several national conservation organiza- 
tions with respect to certain proposed revisions of the Federal Regulation of 
Lobbying Act and the Internal Revenue Code. 

The Trustees were organized in 1954 to serve as a task force to engage in sci- 
entific and educational work on specific conservaticn programs. The enclosed 
exhibit, from one of our recent mailings, will explain to you what we feel our 
particular role is. 

You will note that from the very beginning we have been concerned with the 
lack of clarity of the lobbying and tax laws, and indeed that this lack of clarity 
is a primary reason for our having organized. We are tax-exempt and contri- 
butions to our effort are deductible for income-tax purposes, both in California 
and nationally. 

We have registered under the lobbying act. Our counsel has been of varying 
opinions about whether or not we actually are required to register, even as the 
Supreme Court was of varying opinions on the matter in June 1954. Neverthe- 
Yess we registered. We are proud of our program, are pleased to report about 
it, and hope only that the reporting procedure does not become too onerous. 

We believe that the country’s interest has been very well served, by and large, 
by the distinction the Internal Revenue Code presently makes between various 
types of organizations, by distinguishing those whose functions—scientifie and 
educational, for example—are in the public interest, and by giving them a special 
tax status. These organizations are thus able to conduct programs and enlist 
efforts of volunteers which save the Government, in all, far more than is lost in 
tax revenue. 

The Internal Revenue Service has quite successfully been able to determine— 
not all of the time, perhaps, but certainly most of the time—which organiza- 
tions qualify as scientific, educational, literary, religious, and so on. 

The further criterion required by the present law, however, has produced 
widespread confusion. We refer to the code’s requiring that legislative activity 
of these organizations should be only incidental, and not substantial—with- 
out defining either of these terms. 

If one of these organizations happens to be a trade association, existing pri- 
marily to benefit its own members with tangible benefits worth a sizable sum of 
money, then it does not especially matter to the organization whether or not 
dues to it are deductible in full as business expenses. If the benefits exceed the 
costs, even if part of those costs are not deductible, the organization’s purpose 
has been served. Deductible or not, these organizations will give the Congress 
the benefit of their counsel. : 

If, however, the organizations are scientific and educational, existing pri- 
marily to benefit the public at large with intangible benefits not measurable in 
dollars, then they may not feel free to give you counsel. Many, if not most, 
of these organizations would cease to exist without their favorable tax status. 
Although they are not feathering their own nests, so to speak, in any way, they 
are nevertheless severely inhibited by the lack of clarity of the law. Some feel 
that any relationship at all with legislative bodies could be held to be substan- 
tial. This is true despite the highly intelligent and fair manner in which the 
law is being administered by the Internal Revenue Service. 

Therefore, what happens in effect is that the trade organization on the one 
hand is essentially uninhibited, and speaks freely to Congress. The scientific 
society, on the other hand, may feel severely inhibited or even constrained not 
to communicate with the legislative body at all. Some of them feel forced by 
the present wording of the code to infer that any legislative activity, even if 
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solely in the interest of the public at large, might result in denial of their special 
tax et and in turn destroy their ability to exist. Therefore they do not 
speak. 

Our point, stated another way, is that if the present language deprives the 
Congress of information it should have, then the public interest is not served 
and the language should be changed. 

The scientific society, already bound by professional tradition to be concerned 
primarily with science for its own sake, needs encouragement, not inhibition, 
in making its voice available to you who formulate our national policy. The 
— is true of the other kinds of public service groups already singled out by 
the code. 

A specific suggestion for revision of the wording would be to eliminate from 
section 501 (c) (3) of the Internal Revenue Code the clause which reads: “no 
substantial part of the activities of which is carrying on propaganda, or other- 
wise attempting, to influence legislation,” and retaining all the other language. 

The word “propaganda,” without specific definition in law, can be confusing 
and that is why we suggest its elimination. Note that the word derives from 
the College of Propaganda instituted in the 17th century to educate priests for 
missions, and the word’s meaning encompasses any organization or concerted 
group effort or movement to spread a particular doctrine or system of doctrines 
or principles. If the present code intended to imply these usages of the word 
“propaganda,” then churches would have to be taxed and contributions to them 
could not be deductible. We are confident that this was not the intent of the 
Congress. 

If, however, the revised code defined propaganda in the more restrictive “bad” 
sense—a secret or clandestine dissemination of ideas or gossip for the purpose 
of injuring a person (Webster adds, “as the victim of the opposing party’s 
propaganda”), then we should not object to the named organizations being con- 
strained from using propaganda. 

In summary, then, we should like to see the Internal Revenue Code revised 
to eliminate the legislative test, but to retain the distinction between groups 
serving to benefit themselves and those serving the public. We subscribe to 
the reporting of legislative activity, whether it be directly with Congress or in- 
directly with the executive branch ; we do not believe that this reporting should 
be allowed to imperil any special purpose the reporting organization may have. 

You may already have observed to yourselves that if you make these changes 
in the laws, there might not be any further need for trustees for conservation 
to exist. This is true. Nevertheless we ask that you make these changes. 


UNITED STATES SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
January 10, 1958. 
The Honorable Wirzur MILLs, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


DeaR Mr. CHAIRMAN : Enclosed is a letter I have received from Dr. Gaylord P. 
Harnwell of the University of Pennsylvania, with regard to H. R. 8381. 
I would appreciate your including this letter in the record of the revenue 
revision hearings which you are now conducting. 
Sincerely, 
JOSEPH S. CLARK. 


UNIVERSITY OF PENNSYLVANTA 
Philadelphia, December 81, 1957. 
Hon. JoseryH 8S. CLARK, 
United States Senator from Pennsylvania, 
Washington, D.C. 


DeAR SENATOR CLARK: I am advised that there is a bill presently pending be- 
fore Congress (H. R. 8381) which is intended to provide various amendments to 
the Internal Revenue Code of 1954. 

Section 9 of the bill would amend section 170 (b) (1) of the code and also 
section 267 in such a manner as might materially reduce certain charitable de- 
ductions which are now permitted. 

For many years it has been legally possible for a generous individual to 
establish a trust providing that the income should be paid to an eleemosynary 
institution for a period of 10 years or longer, with the reversionary interest 
being paid over to children or grandchildren at the termination of the charitable 
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trust. Such a trust entitles the donor to a charitable deduction upon his income- 
tax return and upon his gift-tax return of the commuted value of the income given 
to charity. This provides the donor with an incentive for making the charitable 
provision rather than making a direct gift, outright or in trust, only to his 
descendants. 

The 1954 code makes possible such a trust for as short a period as 2 years but 
generally similar in other respects to the so-called 10-year trust provided the 
fund does not revert to the grantor. 

The proposed amendment would deny the donor any charitable deduction for 
such a charitable income trust if, after the charitable trust period, the reversion- 
ary interest goes to the grantor’s spouse, ancestors, or lineal descendants. The 
amendment would apply not only to the short-term trusts made possible by the 
1954 code, but also to trusts where income is payable to eleemosynary institutions 
for 10 years or longer, thus imposing a very material limitation upon what has 
been generally accepted as proper tax accounting for many years. 

Many institutions of higher learning have been beneficiaries of these long-term 
trusts, and it would be a serious matter if their creation in the future were dis- 
couraged by this proposed legislation. 

I am, of course, aware that there may be many reasons unknown to me that 
would favor the legislation in question, and I would not presume to comment 
specificially upon what legislation would be desirable. However, in view of the 
fact that higher education in this country is desirably dependent upon gifts from 
individual citizens, I would hope that the present legislation could be so modi- 
fied as to encourage rather than discourage the gifts such as have been made 
under these charitable trusts to educational institutions. 


Very sincerely, 
GayYLorD P. HARNWELL. 


CONGRESS OF THE UNITED STATES, 
HovusE OF REPRESENTATIVES, 
Washington, D. C., January 6, 1958. 


Hon. Wiizur D. MILLs, 
Chairman, House Ways and Means Committee 
Dear COLLEAGUE: I enclose letter which I have received from Mr. Corl A. 
Leach, editor of Journal Press, Columbia, Mo., pointing out certain inequities 
in the Federal revenue laws. I would appreciate your including his letter in 
the record of the tax revision hearings. 


Sincerely yours, 
MorGan M. MouLper. 


JOURNAL PRESS, 
Columbia, Mo., December 30, 1957. 


Hon. MorGaANn MOULDER, 
New House Office Building, 
Washington, D. C. 

DeAR Mr. Moutper: May I point out what seems to me to be a gross in- 
equity in the income tax laws? This refers to casualty damage and insurance 
in almost any field. 

For instance, a man is insufficiently insured or not insured at all for auto 
accident insurance. Presuming he has no insurance and damages his car, he 
ean deduct the amount of the damage from his income. But if he is more care- 
ful in his business and is fully insured and has an accident, he can deduct 
neither the amount of his insurance nor the amount he is reimbursed by the 
insurance company. 

Or if a man’s home is not insured and it is damaged by fire or wind, he can 
deduct the amount of damage from his income tax. But if he is insured he 
ean deduct neither the amount of the damage, nor the amount of the insurance. 

This applies, I believe, in every situation covered by insurance. It seems to 
me to be grossly unfair to the man who is carrying insurance, whereas, it seems 
to me, he should be deserving of special consideration rather than penalized. 

May I suggest and urge that this be looked into, and rectified to give the provi- 
dent person a break. 


Yours sincerely, 
Cort A. LEACH. 


(Thereupon, at 12:45 p. m., the committee recessed, to reconvene 
at 10 a.m. Monday, January 27, 1958.) 
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(Cooperatives; Building and Loan Associations, Ete.; and 
General Discussions) 


MONDAY, JANUARY 27, 1958 


Hovusse or REPRESENTATIVES, 
CoMMITTEE ON Ways AND MEAns, 
Washington, D. C. 

The committee met at 10 a. m., pursuant to recess, in the hearing 
room of the committee, House Office Building, Hon. Wilbur P. Mills 
(chairman of the committee) presiding. 

The CuHarrmMan. The committee will please come to order. 

Our first witness this morning is Mr. Ronald Reagan. Is Mr. Rea- 
gan present? (No response.) 

Our next witness is Mr. Harry J. Beernink. Mr. Beernink, will 
you please come forward, sir, and give your name, address, and the 
capacity in which you appear for the record. 


STATEMENT OF HARRY J. BEERNINK, PRESIDENT, NATIONAL 
COUNCIL OF FARMER COOPERATIVES, WASHINGTON, D. C.; 
ACCOMPANIED BY LEONARD L. SILVERSTEIN, SPECIAL TAX 
COUNSEL; AND L. JAMES HARMANSON, JR., GENERAL COUNSEL 
OF THE NATIONAL COUNCIL OF FARMER COOPERATIVES 


Mr. Brerninx. Harry J. Beernink, president of the National Coun- 
cil of Farmer Cooperatives. My home is at Seattle, Wash. 

I would like to present, Mr. Chairman, my two associates: Mr. 
Leonard L. Silverstein, special tax counsel, and Mr. L. James Har- 
manson, Jr., general counsel of the National Council of Farmer 
Cooperatives, of Washington, D.C. 

The Cuatrman. If you prefer, you may be seated, Mr. Beernink, 
and those associated with you. 

Mr. Beerntnk. Thank you. 

The Cuarrman. Mr. Beernink, you are recognized for 30 minutes. 

Mr. Breerntnk. Thank you. 

My name is Harry J. Beernink, Seattle, Wash., and I am president 
of the National Council of Farmer Cooperatives, 744 Jackson Place 
NW., Washington, D. C. I appreciate the oportunity of presenting 
the policy position of the council and supporting pertinent facts to 
your committee today on the tax treatment of farmer cooperatives 
and their patrons. 
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I am general manager of the Washington Cooperative Farmers 
Association, with headquarters at Seattle, Wash. am serving for 
the second year as president of the National Council of Farmer Coop- 
eratives, having been reelected at the council’s 29th annual meeting 
earlier this month at Houston, Tex. 


IDENTIFICATION OF THE COUNCH, 


The council is a national farm organization whose membership is 
made up exclusively of agricultural business associations owned and 
controlled by farmers. These farmer associations market practically 
every type of commodity grown on the Nation’s farms or procure for 
their farmer members the major types of supplies needed for crop 
production, such as fertilizer, petroleum products, seed, and feed. 

I have attached to my statement a list of the current direct member- 
ship of the council, listed by divisions, reflecting their major commod- 
ity activity. Considering all of the separate local, county, or State 
cooperatives affiliated with these direct council members, we estimate 
currently about 5,000 separate associations are represented in_ the 
council membership, serving approximately 2,500,000 farm families. 
Many of these farmer associations, their members, and employees are 
known to members of your committee. 

Mr. Chairman, may this list be made a part of the record ? 

The Cuarrman. Without objection, it may be made a part of the 
record. 

(The list referred to is as follows :) 

Direct MEMBERS OF NATIONAL COUNCIL OF FARMER COOPERATIVES 
CITRIUS AND SUBTROPICAL FRUITS DIVISION 
Calavo Growers of California, Box 3486, Terminal Annex, Los Angles 54, Calif. 
Florida Citrus Exchange, Post Office Box 2349, Tampa, Fla. 
Sunkist Growers, Inc., Box 2706, Terminal Annex, Los Angeles 54, Calif. 
Texsun Citrus Exchange, Weslaco, Tex. 
Waverly Growers Cooperative, Waverly, Fla. 
COTTON DIVISION 


American Cotton Cooperative Association, Room 1018, Falls Building, Memphis 3, 
Tenn. 
Calcot, Ltd., Post Office Box 3217, H Street Annex. Bakersfield, Calif. 


DAIRY DIVISION 
Dairymen’s League Co-Operative Association, Inc., 100 Park Avenue, New York 
17, N. Y. | 
Lehigh Valley Cooperative Farmers, Allentown, Pa. ‘ 
DECIDUOUS FRUITS DIVISION . 


Apple Growers Association, Hood River, Oreg. 
California Fruit Exchange, Post Office Box 2038, Sacramento, Calif. 


FRUIT AND VEGETABLE BARGAINING ASSOCIATIONS DIVISION 


California Canning Peach Association, 244 California Street, San Francisco 11, 
Calif. 
California Canning Pear Association, 64 Pine Street, San Francisco 11, Calif. 
California Freestone Peach Association, Post Office Box 436, Modesto, Calif. 
California Tomato Growers Association, Inc., 145 South American Street, Stock- 
ton 2, Calif. s 
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GENERAL SERVICE DIVISION 


Cooperative G. L. F. Exchange, Inc., Ithaca, N. Y. 

Indiana Farm Bureau Cooperative Association, Inc., 47 South Pennsylvania 
Street, Indianapolis 9, Ind. 

Mississippi Federated Cooperatives (AAL), Post Office Box 449, Jackson, Miss. 

Missouri Farmers Association, Inc. Columbia, Mo. 

Southern States Cooperative, Inc., Post Office Box 1656, Richmond 13, Va. 


GRAIN AND SEED DIVISION 


American Rice Growers Cooperative Association, Post Office Drawer 877, Lake 
Charles, La. 

California Lima Bean Growers Association, Post Office Box 512, Oxnard, Calif. 

Farmers Grain Dealers Association of Iowa, 1101 Walnut Street, Des Moines 9, 
Iowa. 

Farmers Rice Growers Cooperative Association, 1005 Russ Building, San Fran- 
cisco 4, Calif. 

Morrow County Grain Growers, Inc., Lexington, Oreg. 

Ohio Farmers Grain and Supply Association, Fostoria, Ohio. 

Pendleton Grain Growers, Inc., Box 279, Pendleton, Oreg. 

Rice Growers Association of California, Post Office Box 958, Sacramento 4, Calif. 


GRAPE PRODUCTS DIVISION 


Allied Grape Growers, Post Office Box 329, Madera, Calif. 
National Grape Cooperative Association, Inc., Westfield, N. Y. 


LIVESTOCK DIVISION 
National Live Stock Producers Association, 139 North Clark Street, Cheiago 2, Il. 
MISCELLANEOUS DIVISION 
Asociacion Azucarera Cooperativa Lafayette, Arroyo, P. R. 
Cooperativa Azucarera Los Canos, Post Office Box 38, Arecibo, P. R. 


Cooperativa Cafeteros de Puerto Rico, Post Office Box 1511, Ponce, P. R. 
Sioux Honey Association, 509 Plymouth Street, Sioux City 6, Iowa. 


MISCELLANEOUS FRUITS AND VEGETABLES DIVISION 
American National Foods, Inc., 30 Church Street, New York 7, N. Y. 
Mushroom Growers Association of Pennsylvania, Kennett Square, Pa. 
NUT DIVISION 


California Almond Growers Exchange, Post Office Box 1768, Sacramento 8, Calif. 
Diamond Walnut Growers, Inc., Post Oflice Box 1727, Stockton 6, Calif. 
Northwest Nut Growers, 1601 North Columbia Boulevard, Portland 17, Oreg. 


OIL-SEED PROCESSING DIVISION 


Mid-West Cooperative Oil Mill, Post Office Box 398, Hamlin, Tex. 

Plains Cooperative Oil Mill, Post Office Box 509, Lubbock, Tex. 

Producers Cooperative Oil Mill, Post Office Box 1886, Oklahoma City 1, Okla. 
Rauchers Cotton Oil, Post Office Box 248, Fresno, Calif. 


POTATO DIVISION 
Hastings Potato Growers Association, Hastings, Fla. 
Idaho Potato Growers, Ine., Post Office Box 978, Idaho Falls, Idaho. 
Maine Potato Growers, Inc., Post Office Drawer 271, Presque Isle, Maine. 


POULTRY DIVISION 


Idaho Egg Producers, Caldwell, Idaho 

Norbest Turkey Growers Association, Post Office Box 1529, Salt Lake City, Utah. 
Oregon Egg Producers, 306 Southeast Ash Street, Portland 14, Oreg. 

Poultry Producers of Central California, 2700 Merced Street, San Leandro, Calif. 
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Poultrymens Cooperative Association of Southern California, Box 23415, Lugo 
Station, Los Angeles 23, Calif. 
San Diego Cooperative Poultry Association, Post Office Box 468, San Diego, Calif. 
reas aga Valley Poultry Producers Association, Post Office Box 1829, Fresno, 
or aca and Farmers Cooperative, Post Office Box 1620, Salt Lake City 
, Utah 
a Co-Operative Farmers Association, 201 Elliott Avenue West, Seattle 
9, ash. 
PROCESSED FRUITS AND VEGETABLES DIVISION 


Berks-Lehigh Cooperative Fruit Growers, 130 East Locust Street, Fleetwood, Pa. 

Blue Lake Packers, Inc., Post Office Box 1038, Salem, Oreg. 

sa =n and Apricot Growers Association, Post Office Box 670, San 
Jose, Calif. 

Florida Citrus Canners Cooperative, Post Office Box 1111, Lake Wales, Fla. 

Knouse Foods Cooperative, Inc., Peach Glen, Pa. 

National Cranberry Association, Hanson, Mass. 

North Pacific Canners and Packers, Inc., 5200 South-East McLoughlin Boule- 
vard, Portland 2, Oreg. 

Sun-Maid Raisin Growers of California, Fresno, Calif. 

Tri-Valley Packing Association, 240 Battery Street, San Francisco 11, Calif. 

Turlock Cooperative Growers, Box 948, Modesto, Calif. 

Willamette Cherry Growers, Inc., Post Office Box 283, Salem, Oreg. 


PURCHASING DIVISION 


Associated Cooperatives, Inc., Post Office Box 911, Sheffield, Ala. 

Centrala Farmers Co-Op., Inc., Selma, Ala. 

Consumers Cooperative Association, Post Office Box 7305, Kansas City 16, Mo. 

Eastern States Farmers’ Exchange, Inc., West Springfield, Mass. 

Farm Bureau Cooperative Association, Inc., 245 North High Street, Columbus 
16, Ohio 

Farm Bureau Services, Inc., 4000 North Grand River Avenue, Post Office Box 
960, Lansing 4, Mich. 

Farmers Cooperative Exchange, Inc., Raleigh, N. C. 

Fruit Growers Supply Company, Box 2706, Terminal Annex, Los Angeles 54, 
Calif. 

Illinois Farm Supply Company, 100 East Ohio Street, Chicago 11, Il. 

Louisiana Agricultural Cooperative, Inc., Baton Rouge, La. 

Minnesota Farm Bureau Service Company, 101 East Fairfield Avenue, St. Paul 
1, Minn. 

Mississippi Chemical Corporation, Yazoo City, Miss. 

Northwest Wholesale, Incorporated, Post Office Box 1649, Wenatchee, Wash. 

Pacific Supply Cooperative, Box 1004, Walla Walla, Wash. 

Pennsylvania Farm Bureau Cooperative Association, Post Office Box 23, Har- 
risburg, Pa. 

Tennessee Farmers Cooperative, LaVergne, Tenn. 

Tennessee Valley Cooperative, Inc., Post Office Box 291, Decatur, Ala. 

United Co-Operatives, Inc., 111 Glamorgan Street, Alliance, Ohio 


STATE COUNCILS DIVISION 


Agricultural Conference Board of Virginia, 602 Mountain Trust Building, Roa- 
noke 11, Va. 

Agricultural Cooperative Council of Oregon, 345 West 31st Street, Corvallis, 
Oreg. 

Agricultural Council of California, 1400 10th Street, Sacramento 14, Calif. 

Delaware Council of Farmer Cooperatives, Route 2, Elkton, Md. 

Farmers Cooperative Council of North Carolina, Box H-1, Greensboro, N.C. 

Florida Council of Farmer Cooperatives, Care of College of Agriculture, Gaines- 
ville, Fla. 

Georgia Council of Farmer Cooperatives, Lexington Road, Athens, Ga. 

Idaho Cooperative Council, 317% North 8th Street, Boise, Idaho 

Iowa Institute of Cooperation, 307 Kellogg Avenue, Post Office Box 169, Ames, 
Iowa. 

Kansas Cooperative Council, 701 Jackson Street, Topeka, Kans. 

Kentucky Cooperative Council, care of Producers Livestock Marketing Associa- 
tion, 120 Bourbon Stockyards, Louisville, Ky. 
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Louisiana Council of Farmer Cooperatives, University Station, Baton Rouge, La. 

Maine Cooperative Council, care of College of Agriculture, University of Maine, 
Orono, Maine 

Michigan Association of Farmer Cooperatives, 4000 North Grand River Avenue, 
Post Office Box 960, Lansing 4, Mich. 

Minnesota Association of Cooperatives, 2651 University Avenue, St. Paul 14, 
Minn. 

Mississippi Council of Farmer Cooperatives (AAL), Post Office Box 449, Jack- 
son, Miss. 

Nebraska Cooperative Council, 3275 Holdrege Street, Lincoln 3, Nebr. 

New Jersey State Council of Farmer Cooperatives, 168 West State Street, 
Trenton, N. J. 

New Mexico Cooperative Council, Post Office Box 425, State College, N. Mex. 

New York State Council of Farmer Cooperatives, Inc., 203 Warren Hall, Cor- 
nell University, Ithaca, N. Y. 

Ohio Council of Farmer Cooperatives, Inc., 309-311 Brunson Building, 145 North 
High Street, Columbus 16, Ohio 

Oklahoma Agricultural Cooperative Council, care of Oklahoma Agricultural and 
Mechanical College, Stillwater, Okla. 

Pennsylvania Association of Farmer Cooperatives, Post Office Box 23, Harris- 
burg, Pa. 

South Carolina Council of Farmer Cooperatives, Post Office Box 948, Green- 
wood, 8S. C. 

Texas Federation of Cooperatives, 307 Nash Building, Austin, Tex. 

Utah Council of Farmer Cooperatives, care of Utah State Agricultural College, 
Logan, Utah 

Vermont Cooperative Council, Box 107, Barre, Vt. 

Washington State Council of Farmer Cooperatives, 4119 Arcade Building, 
Seattle 1, Wash. 

Wisconsin Council of Agriculture Cooperative, 205 Tenney Building, Madi- 
son 3, Wis. 

TOBACCO DIVISION 


Puerto Rico Tobacco Marketing Cooperative Association, Post Office Box 331, 
San Juan, P. R. 
Tennessee Burley Tobacco Growers Association, Post Office Box 390, Greene- 
ville, Tenn. 
WOOL DIVISION 


American Angora Rabbit Breeders Cooperative, Post Office Box 351, Palmer 
Lake, Colo. 

National Wool Marketing Corporation, 281 Summer Street, Boston 10, Mass. 

Pacific Wool Growers, 734 Northwest 14th Avenue, Portland 9, Oreg. 


ASSOCIATE MEMBERS 


Colorado Cooperative Council, Inc., 2800 South Broadway, Englewood, Colo. 

South Dakota Association of Cooperatives, Post Office Box 472, Aberdeen, 
S. Dak. 

Tennessee Council of Farmer Cooperatives, care of Tennessee Farmers Coopera- 
tive, La Vergne, Tenn. 

Wyoming Cooperative Council, 712 South 12th Street, Laramie, Wyo. 


PAST HEARINGS 


Mr. Brerninxk. I certainly do not want to impose today upon your 
time or your patience by repetition of information on this subject 
which you have heard time and again in the past. You know the basic 
economic issues involved in this whole problem between the farmers 
and their associations on one side, and on the other those who want to 
handle the farmers’ products for their own, and not the farmers’ 
profit. 

I would like to remind you, however, that the objective today of 
many of those who are advocating a drastic change in the tax treat- 
ment of cooperatives is the same as in November 1947, when your 
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committee devoted 17 hearing days, filling 1,295 pages of printed testi- 
mony, to this subject. Their objective then and now is quite clear: 
To try to persuade Congress to pass legislation under the guise of tax 
equality which will make it difficult if not impossible for the farmer 
to finance and conduct successfully on a self-help group basis the pur- 
chasing and marketing business operations of his farm. 

Again, in 1950 and 1951, your committee held hearings on this sub- 
ject. In the 1950-51 hearings, 4 hearing days were devoted to this 
subject, filling 608 additional pages of testimony. In fact, beginning 
with the hearings before your committee in 1947, there have been 
31 days, filling 2,956 pages of testimony on the cooperative tax ques- 
tion before convressional committees. So it can be truly said that this 
subject has been afforded exhaustive hearings and discussion. 


CHANGE IN TAXATION OF EXEMPT COOPERATIVES IN 1951 


In both 1950 and 1951, your committee decided, on the basis of 
all the facts before it, that there should be no change in the tax treat- 
ment of farmers’ cooperatives. Some of you who are members of 
the committee today participated actively and personally in those de- 
cisions. But the Senate Finance Committee, in 1951, approved a 
change in the statute with respect to so-called exempt cooperatives, 
designed to impose a single tax on all margins. 

Theretofore, so-called exempt cooperatives had been permitted un- 
der the law to set aside reasonable reserves for any necessary purpose 
without such reserves being subject to a Federal income tax. This 
was denied to so-called exempt cooperatives after 1951. The conferees 
finally acceded to the Senate position in 1951, and the law which then 
was section 101 (12) of the 1939 code—sections 521 and 522 of the 
1954 code—was amended to require exempt cooperatives to pay a 
corporate tax on any margins arising from their operations unless 
allocated in such a manner as to disclose to each patron the dollar 
amount of his share of such margins. Congress then acted on the 
assumption that such allocated margins not taxable to the cooperative 
would be taxable income to its patrons. 

Your committee was told, in 1951, that any amount which the co- 
operative was obligated to return to the farmer patron as a patronage 
refund was taxable income to the farmer, even though the farmer had, 
in the articles of incorporation or bylaws or a separate agreement, 
authorized the cooperative to retain a part or all of the farmer’s re- 
fund as capital and to issue to the farmer either shares of stock, a 
revolving-fund credit, or some other kind of an investment interest. 

Since 1951, however, in some decisions by the Tax Court of the 
United States and by several circuit courts of appeals, it was held 
that if, instead of paying the patronage refund in cash, the coopera- 
tive, in accordance with the previous authorization by the farmer 
patron, invested the amount of the refund in its capital stock, re- 
volving fund, or other kind of capital and issued to the farmer shares 
of stock, a revolving-fund credit or an interest in some other kind of 
capital, then the farmer patron is currently taxable on only the fair 
market value of the shares of stock, revolving-fund credit, or other 
capital interest which the cooperative issued to him. Even in some 
cases where the cooperative had a record of regular cash retirement of 
its stock, revolving-fund credits, or other capital interests, the court 
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held that the patronage refund did not constitute taxable income to the 
farmer patron until the cooperative redeemed its stock or capital 
credits in cash. 

That is the dilemma which the courts have handed to farmer co- 
operatives and their farmer patrons since 1951. That is the problem 
and the only problem, as I see it, which is now before you with respect 
to cooperatives and their patrons. We can all agree, certainly, that 
the business operations of a cooperative may result in income. The 
net amount, if any, which remains after deducting the cooperative’s 
deductible expenses, whether you call that net “amount earnings, 

savings, margins, profits, or whatever you desire to call what, if any- 
thing, remains, is income to someone. The question in controversy, 
however, is whose income it is, the cooperative’s or the farmers’. 

Where is the line between the income of the cooperative and the in- 
come of the patrons? What is the quantitative measure of that in- 
come for Federal tax purposes? Some of the anticooperative spokes- 
men say that regardless of the terms of the contracts or agreements 
between the patrons and the cooperative imposing upon the coopera- 
tive an enforceable legal obligation to distribute the net earnings to 
the patrons on a patronage basis, all the net earnings should be re- 

garded as the cooperative’s profits and should be subjected to a corpo- 
a tax. Still others say that some specific and arbitrary criteria 
should be set up by Congress prescribing the minimum requirements 
as to a due date or the payment of interest on the cooperative’s securi- 
ties issued to its patrons in order for the noncash patronage refunds to 
be excludible by the cooperative and taxable to its patrons. 

We are opposed to all these proposals, because we believe they are 
wrong in principle, would destroy sound and well-established criteria 
for determining what is income to whom, and would inject the 
Federal Government into the control and regulation of matters of 
private business which are outside of the proper scope of govern- 
mental authority. 

We are opposed to these and all other similar proposals because they 
are arbitrary and have no sound legal basis. They are not designed to 
accomplish either tax equality or ‘equity. Rather, they are designed 
to subject cooperatives to a corporate tax on money which pr operly i is 
income only to the farmer patrons and to subject the farmer patrons to 
an individual tax on what remains of their patronage refunds after 
the cooperative pays a corporate tax. 

The purpose is, and the effect will be, to take away most of the 
farmers’ financial benefit of having a nonprofit cooperative corpora- 
tion handle their off-the-farm business at cost for the increased profit 
of the farmers, and thereby pressure the farmers into patronizing 
businessmen and corporations which operate to make a profit out of the 
farmer instead of for the farmer. 

We realize that many conscientious people, genuinely concerned 
about the mounting costs of defense, have swallowed the tax-equality 
line. They sincerely support proposals to subject the farmers’ co- 
operatives to corporate tax on their patrons’ refunds. We respect- 
fully question, however, whether such people have thought through 
the problem. 

Certainly they do not believe that the courts should be permitted 
to legislate tax policy by either ignoring or failing to recognize the 
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bona fide contractual relationships between a cooperative and its 
patrons under which farmers either invest or lend their patronage 
refund income to their cooperatives to provide them with capital. 
Some tax experts and propagandists call this tax dodging. 

I say to you that farmers’ investments of a part of their earn- 
ings in their own organizations is the very life-blood of farmer co- 
operatives. It is essential for the successful functioning of these 
organizations. Without it, the substantial amounts of cash which 
cooperatives now pay to the farmers and which now increase the 
farmers’ cash incomes and personal income taxes, will ultimately 
have to be replaced by even more expensive governmental farm 
programs. 

I submit that the farmers’ best interests, the Government’s fiscal 
needs, and the general public interest are all best served by con- 
tinuing to encourage farmers’ private financing of their privately 
owned and operated cooperatives, rather than by subjecting the 
farmers to both a corporate and a personal income tax on that part 
of their income which they now derive from purchasing their supplies 
and marketing their products through their own cooperatives at cost. 
To subject farmers to such double taxation will tend to drive them 
back to the dark days of buying their supplies at retail and selling 
their products at wholesale y los the profit of people and corporations 
whose only interest in agriculture is to make a profit out of the people 
who earn their living on the farm. 


COUNCIL POLICY 


The council in 1955, through a special tax policy committee, made 
a thorough study of this problem and reported to the council delegate 
body at its annual meeting in January 1956. There is attached to this 
statement a copy of the report of the special tax policy committee 
and the policy resolution adopted by the delegate body. 

Mr. Chairman, may that report be included as ; part of the record ? 

The Cuarrman. Without objection, the report will be made a part 
of the record. 

(The report is as follows :) 


ReEporT OF THE Spectat Tax Poiticy CoMMITTEE, NATIONAL CouNCcIL OF FARMER 
COOPERATIVES, PRESENTED AT ANNUAL MEETING, JANUARY 17, 1956 


In another important field—that of taxation—farmer cooperatives are faced 
today with important decisions. Failure to get together and make wise de- 
cisions well might be costly and lead to adverse administrative policies by the 
Government or expensive litigation. 

The Revenue Act of 1951 provided that patronage refunds of the so-called 
exempt cooperative should be taken into account in computing its net income 
in the same manner as in the case of a nonexempt cooperative. This meant 
that the patronage refunds could be excluded from the gross income of the 
cooperative if the cooperative was under a legal obligation to distribute these 
amounts to the patron. 

The 1951 act said nothing directly about the taxability to the patrons of these 
patronage distributions. However, the Treasury Department for many years has 
enunciated the policy, although not generally followed in all internal revenue 
districts, that any funds which the cooperative, pursuant to a mandatory obliga- 
tion, distributes on a patronage basis, regardless of the form of distribution, and 
which the patron authorizes the cooperative by agreement in the articles, 
bylaws, or separate agreement to retain as capital, are currently taxable to the 
patron at base mount. 
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COURT DECISIONS CITED 


Since 1951 there have been several Tax Court and circuit court decisions 
which, in effect, have held that, under existing law, a patronage distribution to 
a patron by a cooperative in noncash form is taxable to the patron currently 
only at its fair market value. Thus, revolving fund certificates, with no due date 
but which an association has been redeeming regularly at the face amount, 
under the court’s doctrine well might be held to have no current taxable value 
to the patron. In fact, it might be held to have no taxable value to the patron 
until redeemed in cash. Obviously, these recent court decisions, which the 
Government has not seen fit in any instance to seek to take to the United States 
Supreme Court, if extended across the board, would point up an area of taxable 
income to somebody in which a tax would not currently be imposed. 

That is the problem to which Treasury Secretary Humphrey’s letter to the 
chairman of the House Ways and Means Committee on July 26, 1955, was directed 
and that is one important problem which the delegate body of the council should 
earefully consider. 

The Treasury’s letter, aside from the withholding tax proposal, did little more 
than state the problem. If offered no specific or satisfactory solution for the 
real problem of what is taxable income to the cooperative and what is taxable 
income to the patron. 

SEVERAL DANGER SIGNALS 


There are several danger signals that stand out for farmer cooperatives 
and their members in the present status of this problem. 

Some of the extremists who would like to subject farmer cooperatives to 
double taxation at both the cooperative and patron level still are active and 
occasionally make themselves heard, but they should know by now that their 
cause is lost. So the major aim now that we have to face is the effort to impose 
a corporate tax generally on cooperatives where the rate is higher and where it 
is easier for the Treasury to collect. 

The heart of the Treasury’s suggestions is: 

"It could be provided that cooperatives could take deductions in computing 
their taxable income only for (a) cash distributions and (b) noncash allocations 
issued in such form or under such circumstances as would make them currently 
taxable to the patron-members receiving them, and (c) the amount deductible by 
the cooperative itself should not exceed the amount so currently taxable to patron- 
members.” 

Unless Congress spells out clearly just what is to be regarded as taxable income 
to the cooperative and what is to be regarded as taxable income to the patron, 
we very likely will find the Treasury moving, to the extent it can legally do so, 
in the direction of subjecting the cooperative to ever-increasing corporate taxes. 
It is quite clear under the Treasury’s recommendation and recent court decisions 
that unless Congress does spell out clearly the extent to which noncash allocations 
shall be taxable to the patron-members then the Treasury will likely try to move 
in the direction of permitting the cooperative to deduct cash distributions only 
in computing taxable income. 


SPECIAL COMMITTEE NAMED 


Recognizing the complexity of some of the problems created by these recent 
court decisions, I appointed some months ago a special committee composed of 6 
representatives of council members, including the 2 vice presidents, to work with 
me in trying to analyze the problem and develop for you some guidelines to 
assist the members of the council in reaching a sound policy position with respect 
to this problem. 

We have had two meetings and a number of conferences on behalf of the 
committee with professional tax people in the council, in Congress,*and in the 
administration. The other members of our committee are here today and wiil 
have an opportunity to express any individual views they may desire to supple- 
ment the committee report. 

CONCLUSIONS LISTED 


Our conclusions are as follows: 

1. The general intent of the 1951 act, contemplating that the income or margins 
resulting from farmer cooperative operations should be subjected to a single 
tax, is sound in principle. 
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2. Recent court decisions have raised doubt as to the taxable value of any 
noneash patronage distribution until settled by litigation in individual cases. 

3. The enactment of legislation to fill the gap in the 1951 act by providing 
for the current taxability to patrons of distributions in noncash form at face 
amount would be in the interest of farmers and farmer cooperatives and would 
be in furtherance of established contractual relationships between farmers and 
their cooperatives. It is believed that such legislation carefully drawn would 
stand an excellent chance of being upheld in the courts. 

4. Any such legislation should clearly provide that the Treasury shall not 
follow a dual policy of taxing farmers in the same year on distributions in certifi- 
eate or other noncash form and also on cash received in such year in redemption 
of certificates previously issued. 

5. The proposal for a withholding tax to be applied to patronage refunds 
should, we believe, be firmly opposed. 


POLICY SUGGESTED 


Our committee believes the following suggested policy resolution represents 
the soundest, fairest, and most equitable course for the council to follow. We 
are reading it to you today so you can be thinking about it. The resolution 
will be considered by the resolutions committee an delegate body in the regular 
course of this session. 

(The proposed resolution read by the chairman at this point subsequently 
was unanimously adopted as a statement of policy by the delegate body. It ap- 
pears in full in the statements of policy appearing elsewhere in this publica- 
tion.) 

M. J. Briees, Chairman. 
Harry J. BEERNINK 

t STANLEY H. BENHAM 
D. W. Brooks 
A. J. McFappENn 
MarvIN H. WALKER 
W. G. Wysor 


COOPERATIVE TAx Poricy?’ 


The clear intention of the Congress in 1951 in the changes made in the tax 
treatment of farmer cooperatives was that the savings resulting from the op- 
eration of such organizations should be subject to a single tax. A number of 
court decisions since 1951 tend to prevent the carrying out of the above intent. 

Therefore, the National Council of Farmer Cooperatives states its support of 
the following policies and principles: 

1. Farmer cooperatives are owned and controlled by farmers and operate on 
a cost of doing business basis for the primary purpose of providing essential 
services and increasing the income of their farmer members and patrons. 
Under such operations and purposes, the savings resulting therefrom which 
the cooperative distributes to the patron under an obligation and agreement 
to do so represents income to the patron. Such amounts are, and should be, 
excludible or deductible by the cooperative, and the right of members and 
patrons to receive such refunds as income, whether in cash or noncash form, 
and to invest such amounts in their cooperatives either directly or by setoff, 
should be recognized. 

The council supports the tax status of farmer cooperatives under existing 
law and shall seek clarification of the 1951 act as to the taxable status of 
patrons with regard to distributions made to them by their cooperatives in line 
with the intent of Congress in the passage of that act. 

2. The council is opposed to the application of a withholding tax to patronage 
refunds and reaffirms the principles of its resolution adopted at the 1951 annual 
meeting to effect that: 

A withholding tax on patronage refunds is unnecessary and unsound. It would 
unduly burden cooperatives in both cost and manpower in deducting, recording, 
reporting, and remitting such taxes without materially increasing net revenue 
collections. Because the tax withheld has no relation to the rate of taxes owed 
by the recipient, many recipients would be entitled to tax refunds, and the cost 
in money and manpower of internal revenue administration would be unneces- 


1This policy resolution was unanimously adopted by the delegate body of the National 
Council of Farmer Cooperatives in annual meeting, January 19, 1956. 
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sarily and substantially increased. Furthermore, a withholding tax would con- 
fuse, rather than clarify, the taxable status of such refunds. 

8. The council seeks legislation which would eliminate the double taxation to 
patrons and members which occurs when the Treasury seeks to impose in the 
same year a tax both on cash payments in redemption of prior issues of noncash 
patronage distributions, and also on current distributions in noncash form. 

4. The executive committee is given the authority to implement the above poli- 
cies during the coming year in a manner deemed best designed to accomplish 
these expressed objectives. 


Mr. Brrernink. The subject was again reviewed at the 1957 annual 
meeting of the council, resulting in the passage of the following 
resolution : 

TAXATION OF FARMER COOPERATIVES 


The national council directs and authorizes the executive committee to de- 
velop and effectuate ways, means, and methods deemed best for the implementa- 
tion of the basic principles of the council’s cooperative tax policy, recognizing 
that the long-term interests of the farmer and his cooperative are identical and 
inseparable. 


The significant basic principles of the council’s cooperative tax 
policy are found in this paragraph from the 1956 resolution: 

Farmer cooperatives are owned and controlled by farmers and operate on a 
cost of doing business basis for the primary purpose of providing essential sery- 
ices and increasing the income of their farmer members and patrons. Under 
such operations and purposes, the savings resulting therefrom which the coop- 
erative distributes to the patron under an obligation and agreement to do so 
represents income to the patron. Such amounts are, and should be, excludable 
or deductible by the cooperative, and the right of members and patrons to receive 
such refunds as income, whether in cash or noncash form, and to invest such 
amounts in their cooperatives, either directly or by setoff, should be recognized. 


We regard the above principles as the magna carta for the operation 
of farmer cooperatives, and in defense of them, farmers cooperatives 
and their members throughout the country are united. 

How do these principles operate in a typical case ¢ 

A marketing cooperative in a year served 300 farmers in marketing 
3 million boxes of their apples. At the end of the year, after deducting 
for all expenses, including initial a herr to the farmer, there were 
net margins of $750,000 to be distributed. This would represent 25 
cents per box. Farmer Jones’ refund would be $2,500 on the 10,000 
boxes he marketed through the co-op. 

Under this agreement with the co-op he authorized it to retain 70 
percent of his refund in the capital of the co-op, and he was entitled 
to receive 30 percent of his refund in cash. Hence, Farmer Jones 
receives $750 in cash and a revolving fund credit for $1,750. Under 
present law, the courts would say that only the $750 cash is taxable 
income to Farmer Jones in the current year. The courts would hold 
that the revolving fund credit for $1,750 does not constitute taxable 
income to Farmer Jones for the current year if it has no present fair 
market value. Such is the decision, notwithstanding the fact that 
Farmer Jones would have received the $1,750 in cash except for his 
agreement to invest it in his cooperative. 

In this simple illustration, at the end of the year there is $2,500 in 
the hands of the cooperative that belongs to Farmer Jones. It belongs 
to him because he voluntarily contracted with the cooperative to turn 
over his apples to it to be marketed under an agreement which required 
the cooperative to return to him all the net proceeds of sale from his 
apples and all other apples marketed, on a patronage basis. But 

armer Jones and all the other patrons, in order to furnish or enable 
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the cooperative to obtain the capital needed to finance its operations, 
authorized the cooperative to retain as capital 70 percent of their pat- 
ronage refunds. This 70 percent of Farmer Jones’ patronage refund, 
amounting to $1,750, is just as much his income as if it had physically 
been ec to him and he, in turn, had endorsed the check and turned 
it back to the cooperative. 

Of course, if there was not a valid legal agreement in effect between 
the cooperative and Farmer Jones, imposing upon the cooperative 
an enforcible obligation to make an accounting to Jones and author- 
izing the cooperative to retain 70 percent of his patronage refund 
income as capital, then the status of the $1,750 as current taxable 
income to Farmer Jones would properly be subject to question. If the 
$1,750 revolving fund credit were something which the cooperative 
voluntarily issued to Jones, the cooperative would have been subject 
to corporation income tax on the full $1,750 and, in addition, Jones 
would have been subject to personal income tax on the fair market 
value of the $1,750 credit. 


CLARIFICATION OF PRESENT LAW 


Pursuant to the policy adopted by the council delegate body in 
1956, representatives of the council and other national cooperative 
groups, with the knowledge and approval of the late esteemed chair- 
man of your committee, Mr. Cooper, and the present chairman, Mr. 
Mills, who was then chairman of your Subcommittee on Internal 
Revenue Taxation, held several conferences with Mr. Colin Stam, 
Chief of Staff of the Joint Committee on Internal Revenue Taxation 
and his staff during the first 6 months of 1956 in an effort to develop 
statutory language to carry out the indicated intent of Congress in 
1951 to levy a single tax at either the cooperative or patron level on 
the margins resulting from the cooperative’s operations. 

In the decided cases to date, there has been no problem as to the 
tax status of farmer cooperatives. The law is well settled on this 
point. The difficulty has arisen from court decisions holding not to 
be taxable income to the patron noncash refunds which under long- 
standing Treasury policy has been regarded as taxable income to the 
patrons. ‘ s 2 ; 

Council representatives worked with Mr. Stam and his staff durin 
the first 6 months of 1956, but the statutory draft of language whic 
would carry out the apparent intent of Congress in 1951 could not be 
progressed in time for it to be considered by your committee before 
adjournment of Congress in 1956. 

Briefly, the draft worked on would have given statutory recogni- 
tion to the right of farmers to enter into any lawful contract or agree- 
ment with their cooperative that they desired and, in effect, would pro- 
vide that an agreement by the patron for a part or all of his patronage 
refund income to be retained by the cooperative and evidenced to him 
in some noncash form would not change the status of such amounts as 
current income to the patron. The draft would have insured the im- 
position of a single tax on all margins arising from a farmer coop- 
erative’s operations. ' . 

As president of the National Council of Farmer Cooperatives, I 
extend to your committee a continuance of our ful] cooperation. Our 
officials and staff will be glad to cooperate with you, your staff and 
the joint committee staff in any way you may desire to develop statu- 
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tory language that is legally sound and substantively fair to carry 
out the single tax policy objective on which, I believe, there is sub- 
stantial agreement on the part of your committee and the industry. 


RELATION OF FARMERS TO THEIR COOPERATIVES 


I want to refer next to the allegation made from time to time that 
farmer cooperatives and their management are trying to shift to 
their farmer-patrons the burden of income taxes which the coopera- 
tives should pay. This, of course, is an obvious attempt on the part 
of those who want to handle the farmer’s business for their own profit, 
both in marketing his products and in furnishing him with farm sup- 
plies, to drive a wedge between the cooperatives on the one hand and 
their member-patrons on the other. It is an attempt to apply the old 
technique of divide and conquer. 

I would be among the first to admit that there may be some dis- 
gruntled members or patrons of farmer cooperatives in this country, 
just as there are disgruntled and dissatisfied stockholders or customers 
of other corporations. It would be a miracle if every member or patron 
of any business was entirely happy with its entire program. But 
those members or patrons of cooperatives who do not like the way the 
cooperative operates and cannot bring about a change usually move on 
an do business elsewhere. Cooperatives are voluntary organizations, 
and there is nothing compulsory about membership in or dealing with 
any cooperative. 

Loyalty of farmers to their cooperatives and satisfaction with their 
operations are not matters of hearsay or guesswork. The real test is 
whether farmers by experience believe it is better for their pocket- 
books to patronize their cooperatives and handle their business 
through them, or to handle their business through other channels. 
The available statistics show that an increasing number of farmers are 
patronizing their cooperatives. 

When should the farmer-patron pay the tax on noncash patronage 
allocations ? 

My testimony thus far has been directed to the basic contractual 
nia pot underlying the organization and operations of farmer- 
owned and farmer-controlled cooperatives. ecognition of these 
principles is essential to determine the amount of the margins arising 
from the cooperative’s operations that is taxable income to its patrons. 
Once establishing the fact as to the amount of taxability and to whom, 
there remains the separate question as to the time when, as a matter 
of congressional policy, taxable income of the patron arising from 
patronage refunds which he invests in his cooperative should be re- 
ported in his gross income and the tax thereon be paid. 

It should be made clear that although it has been the Treasury policy 
for many years, at least as far back as the early 1940’s, for noncash 
patronage allocations to be regarded as taxable income to the patron 
in the years of allocation, the requisite contractual elements being 
present, not until 1948 did the Internal Revenue Service include in- 
structions with the individual income tax return, form 1040, to put 
farmers generally on notice that noncash patronage allocations should 
be reported in their gross income for the year in which the allocation 
was made. As a result, many farmers, particularly those on a cash 
basis of reporting, for a long period reported their noncash patron- 
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age allocations when they were redeemed in cash because they believed 
this was proper under the law. 

It was not until April 13, 1950, that the Internal Revenue Service 
issued a special release, Income Tax Information Release No. 2, to its 
field personne! stating the policy to be followed by patrons of coopera- 
tives in including noncash patronage allocations in their income-tax 
returns currently. This special release of the Internal Revenue Serv- 
ice to its field personnel was apparently prompted by the lack of uni- 
formity followed in the various regions of the Service with respect 
to the tax consequences to patrons of noncash patronage allocations. 

So we find that much confusion has developed with respect to this 
matter, and the confusion has been compounded rather than simplified 
by the patrons’ tax cases to which reference has already been made. 
This confusion has resulted in large part not from any lack of desire 
on the part of the farmer-patrons of cooperatives to comply with the 
law and to bear their proper share of our national tax burden, but 
has resulted from failure of the Treasury Department, until the late 
1940’s and early 1950’s, to make clear to the general public and the 
affected taxpayers the Government policy, and failure of some of the 
field personnel of the Service to follow the policy laid down in Wash- 
ington. 

Many farmers on a cash basis have changed over since 1950 and 
are now reporting their noncash patronage allocations for the year in 
which the allocation is made. The Service, however, is in many in- 
stances following a course which would result in the same farmers cur- 
rently paying a tax on the face amount of the current certificates and 
on the cash received currently in redemption of certificates of prior 
years not previously reported. 

This situation is extremely burdensome, and the only way now that 
farmers can protect themselves in such situations is to resort to litiga- 
tion which they can ill afford. We believe that some sound and 
practicable policy can be developed which would give the patron an 
option to pay the tax either for the year in which he receives the non- 
cash allocation or the later year in which it is redeemed or satisfied. 

Under proper safeguards no tax would be avoided. In effect, only 
the time of payment would be extended. But during the period of 
extension, patrons would be receiving cash in redemption of alloca- 
tions of prior years. This cash would in many cases, through the 
option exercised, go into the income tax returns of the patrons and 
taxes be paid thereon. 

We believe that a careful study of the problem and the statistical 
information now available on a national scale, by your committee 
staff, the joint committee staff, and the Treasury Department would 
reflect that the revenue interests of the Federal Government would 
not be adversely affected by the granting of such an option. It would 
be entirely consistent with other taxing provisions of the code. We 
have had special tax counsel examine this problem, and we would 
like to submit for your consideration and the consideration of your 
staff his views and findings. 
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Mr. Chairman, we ask that the brief Mr. Leonard Silverstein pre- 
sented be included in the record at this point. 


The CHatrman. Without objection, it will be included. 
(The brief referred to is as follows:) 


STATEMENT OF LEONARD L. SILVERSTEIN ON BEHALF OF AND SUPPLEMENTARY TO 
STATEMENT OF NATIONAL COUNCIL OF FARMER COOPERATIVES 


My name is Leonard L. Silverstein. I am an attorney of Washington, D. C., 
appearing before this committee on behalf of the National Council of Farmer 
Cooperatives. My purpose is to review very briefly the technical background 
underlying the present problem in the tax treatment of farmer patrons of coop- 


eratives. Thereafter, some concrete suggestions will be made to resolve the prob- 
lem equitably in principle. 


PRESENT TREATMENT OF COOPERATIVES AND PATRONS 
Economic background 


Preliminarily, and even at the risk of restating principles well known to this 
committee, there should first be emphasized the special economic context in which 
the farmers’ cooperatives of this country operate. 

There are two basic elements: First, the owners of a cooperative are in the 
main its customers or suppliers, that is, its patrons. In other words, there is 
identity between those who utilize the services and faciilties of a cooperative 
and those who derive the savings, if any, resulting from that utilization. 

Secondly, it is these same persons, that is, the suppliers and customers, the 
patrons, who furnish the capital with which the cooperative is enabled to oper- 
ate. This capital finds its source not from independent subscriptions but rather 
is derived as a necessary concomitant to the cooperatives’ operation. Thus, the 
patrons, as a normal part of doing business wtih a cooperative, know and recog- 
nize that among the responsibilities entailed therein is the requirement that a 
portion of the cooperatives’ savings realized for their account will be reinvested 
by the cooperative on their behalf for varying periods. The terms of this under- 
standing, which in fact provide virtually the sole effective financial means for 
cooperative operation for the benefit of their patrons, are normally embodied 
in the bylaws or similar corporate papers of the cooperative, or in the actual 
marketing or other agreement with the patron. 


Congress and the Treasury position 


Congress and the Treasury have fully appreciated the above pattern. Tradi- 
tionally, this pattern authorized the cooperative to exclude from its gross income 
the full amount of patronage allocations made in satisfaction of the cooperatives’ 
obligation to its patrons to do their business at cost. This right of exclusion 
has been recognized for years by the Treasury.’ 

A similar understanding on the part of both the Congress and the Treasury 
formed the basis for the presumed tax treatment of the recipient of the patronage 
allocation. Under the Treasury Regulations,’ such patron is taxable on the 
full amount of profits realized as a result of his patronage. The amount so 
taxable is not reduced because the patron has also agreed, as one of the conditions 
of doing his business through the cooperative, to place a portion of those profits 
at the disposal of the cooperative via a capital contribution or loan to the 
organization. 

Thus, if the cooperative earned 10 cents per bushel upon the sale of a patron’s 
produce, the profit—income, if you will—so realized by the cooperative for the 
patron’s account remains taxable to the same extent even though the patron 


additionally agreed to make a portion of that profit available to finance the 
cooperative’s continuing operation. 





1G. C. M. 17895, 1987-1, CB 56; I. T. 3208, 1988-2 CB 127; see also TD 2737, June 
1918: see current proposed regulations appliable to exempt cooperatives (sec. 1.522-3) 
wherein allocations are treated as an addition to cost of goods sold (in the case of market- 


ing cooperatives) or as a reduction in gross receipts (in the case of purchasing cooperatives). 
2 Treas. Regs. 118, sec. 39.22 (a)-23. 
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: 
It is essential to emphasize that taxability to the patron arises not later 
than the moment of realization of the income for the patron’s account ( that is, 
when he is notified of the allocation). It is often a fact, however, that when 
| the patron receives documentary evidence of his capital contribution or loan, 
| the use of the funds has been restricted for cooperative purposes. Although 
| this may operate to depress the market value of the document below its face 
amount, this factor cannot alter the fact, however, that the point of taxability 
to the patron has previously arisen. 
{ Such a position was early established by the Treasury in a ruling issued to 
| the National Council in 1943.* 
i While the 1951 legislation related technically to exempt cooperatives only, 
} it presupposed and reinforced the above system of tax consequences for all 
cooperatives, and from both the patrons’ and cooperatives’ standpoint. 
Thus, in the words of tne Senate Finance Committee, 
“* * * oll earnings or net margins of the cooperatives will be taxable either 
if to the cooperative, its patrons, or its stockholders * * * a single tax [should be 
{ secured] with respect to substantially all of the income of cooperatives * * *”* 
iF 
} 
i 
| 





As the cooperative provisions explained in the joint committee’s report on the 
act as finally enacted: 

“* * * funds which are allocated to the accounts of patrons, or paid in cash 
or merchandise, are taxable to them. This is true in the case of either taxable 
or tax-exempt cooperatives.” ® 
Secretary Anderson has now verified this understanding in his testimony con- 
cerning cooperatives before this committee on January 16. 


Judicial position 

Notwithstanding what appears to be a relatively clear congressional intention 
and settled administrative interpretation of the cooperative-patron tax pattern, 
the courts have thus far failed to reflect fully the principles above discussed. 
While there is an imbedded judicial recognition of the right of a cooperative to 
exclude the face amount of noncash patronage allocations.° There has-been an 
equally firm denial of the Government’s right to exact tax from the patron on 
the earnings excluded by the cooperative. 

Much of the earlier attitude of the courts toward the problem can perhaps be 
traced to the manner in which the issues were presented to the bench by the 
Government. Thus, the reinvestment theory as described did not originally 
appear to have been set forth by the Government. The earliest cases were 
accordingly decided on legal theories unrelated to the basic problem,’ such as 
whether the patron-taxpayer was on the cash or accrual basis and in terms of 
the amount realized by him from the sale of his produce. Most recently, while 
the reinvestment theory has been squarely presented to the tax court and a few 
courts of appeal,® it has not yet been accepted. The decisions continue to view 
the question from the standpoint of its second phase—that is, by reference to the 
fair market value of the certificate evidencing the patron’s investment. Totally 





3 See letter from T. C. Mooney, Deputy Commissioner of Internal Revenue, dated Novem- 
ber 23, 1943, to National Council of Farmer Cooperatives. Revenue revision 1947-48 
hearings, Ways and Mears Committee, 80th Cong., Ist sess., pt. 4, p. 2619; see also 
Internal Revenue press release No. S—520, 19, October 31, 1947, and Internal Revenue 
income-tax information release No. 2, April 13, 1950, to same effect. 

* Senate Report 781, 82d Cong., Ist sess., p. 21. 

5 Report. Revenue Act of 1951, Staff of Joint Committee on Internal Revenue Taxation 
(Otober 1951), p. 15. 

6 See e. g., Colony Farms Cooperative Dairy, Inc., 17 T. C. 688 (1951); note that the 
right to excludability is not limited to farmers’ cooperatives: Uniform Printing & Supply 
Co., 33 B. T. A. 1073 (1936), revised 88 F. 2d 75 (CA 7, 1937), but that in all events the 
patronage allocation must be made pursuant to a contractual obligation to the patron. 
Compare the related cases of Dr. P. Phillips, 17 T. C. 1002 (1951) with P. Phillips, 17 
T. C. 1028 (1951). In the latter case, the cooperative was under no obligation to distribute 
patronage allocations and accordingly no right of excludability existed nor did any doctrine 
of reinvestment. 

7 See e. g., Wallace Caswell, 17 T. C. 1190 (1950), which discussed the issue in terms 
of measuring the certificates themselves as part of the profits. 

8 See B. A. Carpenter, 20 T. C. 603 (1953), affirmed 219 F. 2d 635 (C. A. 5, 1955) : Mary 
Grace Howey, P. H. memo. T. C. par. 54, 125; Long Poultry Farms, Inc., 27 T. C. 988 
(1957), revised — F. 2d — (C. A. 4, November 8, 1957). 
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ignored are the tax effects of the first phase—that is, what is the amount of 
income realized by the cooperative for the patron’s account in the first instance? ® 

The courts, however, look solely to the paper certificate at the time of receipt, 
ignoring the prior accomplished economic fact that by the time that certificate 
has been issued to the patron, income has already been realized for the patron’s 
account. The certificate, whatever its value at the moment of receipt, merely 
gives evidence of the amount of that income which the patron, by reason of his 
contractual arrangement with the cooperative, has agreed to reinvest with the 
cooperative for a period of time. 


RECOMMENDED LEGISLATION 


The combined impact of all the foregoing—that is, the courts’ recognition of 
the excludability of non-cash-patronage allocation, coupled with the judicial re- 
fusal to tax the amount so excluded to the patron—has produced an obvivous gap 
in the congressionally intended taxing pattern. In effect, there is now, removed 
from the tax stream that portion of farm earnings which are realized by the 
cooperative for the account of a patron but which are allocated to him in non- 
eash form. Such a consequence can best be remedied through enactment of 
specific and reasonable legislation which will spell out clearly the patron’s re- 
sponsibility of inclusion in his income of amounts realized for his account and 
for his benefit which he has contractually agreed to contribute to the cooperative 
for its financing. 


As to amount of tawability 


To accomplish this, it is suggested that the Internal Revenue Code adopt lan- 
guage which reflects the normal tax consequences which flow from the patron’s 
contractual relationship with the cooperative. Thus, if a patron does business 
with a cooperative whose bylaws, marketing, or other agreement provides that a 
portion of the earnings realized for his account must be contributed to or loaned 
to the cooperative for its capital purposes, such patron will be taxed in those 
terms. He will accordingly be considered, for income-tax purposes, to have re- 
ceived earnings in cash in the year in which they were realized for his account, 
that is, in the year in which there is delivered to him documentary evidence of 
his capital contribution or loan to the cooperative. 

While it is generally a fact that patrons who do business with a cooperative 
recognize the terms of their relationship, including the fact of their responsi- 
bility to reinvest a part of their earnings, the statute could additionally require 
that evidence of this fact for tax purposes be made available to the patron. 


®* The force of many of the decisions is weakened by the varying circumstances under 
which they arose. Thus, in Moe v. Earle (USDC Oregon, October 12, 1954, 55-1 USTC, 
par. 9180. affirmed, 226 F. 2d 483 (9th Cir. 1955), cert. denied, 350 U. 8. 1013 (1956) ) 
the Government took a position contrary to its initial one. In that case the patrons had 
failed to include the certificates in the year of their receipt and the Government imposed 
a tax when the cash was distributed. This lack of consistency has doubtless weakened 
the Government’s case and has served only to further becloud the problem. In B. A. 
Carpenter (supra, n. 9), the issue was framed upon the fact that the taxpayer had no 
dominion or control over the funds represented by the certificates which had no fair market 
value, This fact made irrelevant the question of whether the cooperative was obligated 
to issue the certificates. Certain later cases have depended, in large part, upon the 
Carpenter case rationale (see e. g., Mary Grace Howey, supra, n. 9), F. Wendell Miller, 
T. C. memo 1957-98). Moreover, the irrelevant distinction between a cash and accrual 
basis taxpayer has also been reflected in the decided cases (see Harbor Plywood Corp., 
14 T. C. 158 (1950), affirmed — F. 2d 734 (9th cir. 1951) and George Bradshaw, 14 T. C. 
162 (1950), acquired 1950-1 CB—1) in which the face amount of the certificate was taxed 
to an accrual basis recipient, compare, however, Long Poultry Farms, Inc. (supra, n. 9) 
which reaches a contrary result as respects the accrual basis taxpayer on the theory that 
substantial uncertainties and contingencies existed (not present in Harbor Plywood and 
George Bradshaw). It is also significant to note that in Estate of Wallace Caswell, 
17 T. C. 1190 (1952), revised 211 F. 2d 693 (9th cir. 1954) the court held for the 
taxpayer that in view of the facts the certificates had no fair market value stating that 
“* * * the certificates did not give* * * any new right or any greater rights than they 
had before the certificates were issued.” The best analysis of the problem by the court 
is reflected in P. Phillips (supra, n. 7) which takes not of an agreement “in advance” 
that earnings realized for the patrons’ account and retained by the cooperative pursuant to 
contract constituted income to the extent of the face amount of the certificates. This 
result was contrasted by the court with certificates issued voluntarily by the cocperative 
which were held not taxable since these certificates were without market value. 
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Thus, if the patron is in fact a member of the cooperative and in that sense a 
person entitled to vote in the management of its affairs, provision in the bylaws, 
certificates of incorporation, membership agreement, or other written notice of 
the cooperative relating the requirement of reinvestment should be sufficient to 
charge him with knowledge of his responsibility of contribution. On the other 
hand, as to patrons who are not members but merely do business with a coopera- 
tive, the Congress may well consider it appropriate to set forth additionally the 
condition that the cooperative must give the patron written notice of his re- 
sponsibility of reinvestment at or before the time the patron does any business 
with the cooperative. If necessary, this requirement could be carried out pur- 
suant to regulations. 

For the record, it should be clearly understood that there is ample authority 
to support the constitutional power of the Congress to adopt a cooperative patron 
taxing policy framed in the above terms—that is, one which will exclude non- 
cash patronage allocations to the cooperative, and tax the amount so excluded to 
the patron. The bedrock constitutional issue, if there really is one, concerns 
the question of the power of Congress to tax the shareholders of a corporation, 
partners of a partnership, or other persons for whose benefit income has been 
realized by a business entity, even though such business did not or, for that mat- 
ter, could not distribute the income so realized. In other words, the constitu- 
tional issue does not cover questions of constructive receipt and need not reach 
the question of whether a patron can be taxed on a certificate having a fair 
market value less than its face amount since it arises before that point, at the 
time of realization by the cooperative of savings or profits—income—for the 
patron’s account. 

In this respect, it has long been established that constitutionally the income 
of a corporation may be taxed to its shareholders, even though there was not 
(nor in fact could not have been) a distribution to shareholders of that income 
either in cash or noncash form.” A similar rule applies in the case of partner- 
ship where the partners are taxable on partnership income without regard to 
whether a distribution has occurred.” 

Applying these principles to the proposed legislation, it is submitted that 
its constitutionality cannot be seriously doubted. Congress has the power to 
measure the single tax liability of the cooperative patron economic activity by 
reference to the actual amount earned for the patron’s account. Even though 
no distribution is made, tax is clearly authorized both where the distribution 
is made in cash and, to the same extent, where it is reflected in noncash docu- 





” There is a lengthy history of precedent sustaining the imposition of the tax resulting 
from corporate profits upon shareholders. See e. g.. Revenue Act, 1917, sec. 209; Revenue 
Act, 1918, see. 218 (c).; Revenue Act, 1921, sec. 218 (d) ; and Revenue Act, 1940, sec 502. 
Under all of these provisions, shareholders of personal service corporations are taxed upon 
undistributed earnings of the corporation. Additionally, under sec, 502 of the Revenue 
Act of 1940, sec. 394 (d) and (e) I. R. C. (1939), the “receipt and reinvestment” rationale 
regarding undistributed earnings is specifically expressed. Thus, an amount equal to the 
undistributed income is considered as paid in to the corporation whose earnings and profits 
are correspondingly reduced (sec. 394 (d)). Such amount of income is “* * * treated 
(for purposes of determining the adjusted basis of the shareholder's stock) as having been 
reinvested by the shareholder as a contribution to the capital of the corporation” (sec. 
394 (e)). Cf. as to present treatment, sec. 312 (h), I. R. C. (1954). Cf. Collector v. 
Hubbard, 12 Wall. 1, 16, which upheld as constitutional the Income Tax Act of June 30, 
1864, taxing shareholders upon the proportionate share of corporate savings whether or 
not distributed. While the force of this decision was blunted somewhat by the Supreme 
Court’s disapproval in Hisener vy. Macomber, 252 U. S. 189, its significance was reinstated 
in Helvering v. Bruun, 309 U. S. 461. Another comparable situation in which Congress 
has taxed shareholders in disregard of the corporate entity involves foreign personal hold- 
ing companies, the shareholders of which are taxed (currently under sec. 551) on the cor- 
poration’s undistributed income. Authority for such a tax has been specifically upheld. 
See Eder v. Commissioner, 138 F. 2d 27 (2 C. A. 1943). Here the question presented was 
the taxability of the shareholders of a personal holding company incorporated under the 
laws of Colombia. Notwithstanding that in this instance, the laws of Colombia ‘“‘blocked” 
distribution of the income, the court held that shareholders taxable. 

“We do not agree with taxpayers’ argument that inability to expend income in the United 
States, or to use any portion of it in payment of income taxes, necessarily precludes 
taxability. In a variety of circumstances it has been held that the fact that the distribu- 
tion of income is prevented by operation of law, or by agreement among private parties. 
is no bar to its taxability.” 

See, to the same effect, Rodney, Inc. v. Hoey, 138 F. 2d 27 (2 C. A. 1944) specifically 
holding taxation of the shareholders of a foreign personal holding company is a constitu- 
tional exercise of the congressional power. See, also, Helvering v. National Grocery Co., 
304 U. S. 282, 288, which sustained imposition of the penalty tax on unreasonable accumula- 
tion of surplus. The court, per Justice Brandeis, holds that tax could have been imposed 
directly on the shareholders, and therefore was valid when exacted from the corporation. 

11 See Heiner v. Mellon, 304 U. 8S. 271, 281. 
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mentary form. In the latter instance, the market value, at a given moment, 
of the certificate received is not a relevant consideration.” 


As to Time of Tawability 


The foregoing would appear to set forth a reasonable mode of treatment of 
patronage allocations, producing a single tax on cooperatives’ earnings realized 
for the patron’s benefit. On the other hand the consequence of its applica- 
tion imposes a tax on a patron who at the moment of taxability may not receive 
the cash with respect to which the tax is payable. This results from the fact 
that the cooperative, in order to maintain its own financial responsibilities for 
credit purposes and otherwise, may restrict the transferability of the documents, 
or pay little or no dividends or interest with respect to them. The date for re- 
tirement of the paper may likewise be indefinite. As a result, a patron in such 
cases cannot himself sell or dispose of the documents and the market value is 
accordingly depressed below the face amount of the certificate. This situation 
may be equitably improved with many other taxing provisions of the code, simply 
by deferring the tax impact to the patron until such time as the paper is in 
fact redeemed or satisfied in cash or its equivalent by the cooperative. 

In most practical terms, the statute could give the patron an option to pay 
the tax either for the year in which he received the noncash allocation or for the 
later year in which it is redeemed or satisfied. In order to protect the revenues 
fully and prevent indefinite deferral, a time limit could also be set upon the 
period within which the actual tax payment could be extended. Thus, a 
patron could either return the allocation as income in the year in which he 
received the paper or at a later point when he received cash, but not later than 
a specified period of years after receipt of the paper. In no case would tax be 
avoided. In effect, all that occurs would be that time of payment would be 
extended, but there would be no loss of revenue or violation of the single-tax 
policy. 

I am sure that this committee is well aware of a variety of provisions in the 
Internal Revenue Code having a similar effect. Thus, there is no necessary cor- 
respondence during the time the same item is taken into account by unrelated 
taxpayers. As is well known, an accrual basis taxpayer accrues and deducts 
expenses in the year in which the liability for them is fixed,’ even though the 
amount so deducted may not be included in the income of the payee until a later 
year when cash payment for those expenses is in fact made and received.'* 
Similarly, when property is sold on the installment basis at a profit, no tax is 
payable in that year when the profit is in fact realized. Under the statute, 
a taxpayer is permitted to defer inclusion in income of the amount of the profit 
until the later taxable year or years when the cash payments are in fact 
received. Another common instance occurs in connection with the sale of 
residence where the profit actually realized in cash can be deferred if and to the 
extent that the funds are reinvested in another home for the taxpayer.!6 
Tax arises only as, if and when the funds are uninvested from their commitment 
for residential use.!7 

There are numerous other situations of similar effect, where tax from the prof- 
its of an economic transaction is not avoided, but merely deferred until a later 
date when the taxpayer is more nearly able economically to bear the tax burden.” 

In summation, the above principle can be coupled with a recognition of the 
total cooperative taxing pattern. Altogether, an equitable statute could result 
which should settle cooperative taxing problems for many years to come. 


12 Actually, there is longstanding statutory precedent for taxing the face amount of 
obligations even though their fair market value may be a different amount. See, e. g., 
sec. 453, I. R. C., 1954. f 

13 See sec. 461 and regulations therein. 

14 See sec. 451, I. R. C. 1954. 

% See sec. 453, I. R. C. 1952. 

16 See sec. 1034, I. R. C. 1954. 

17 There are, of course, other instances of tax deferral of reinvested funds in the case of 
involuntary conversions (sec. 1033), exchanges made to effectuate FCC policy (sec. 1071), 
exchanges made in obedience to SEC orders (sec. 1081). 

18 See e. g., secs. 401-404 deferring tax on contributions to pension, profit-sharing, etc., 
plans; secs. 301-395, deferring recognition of gain in reorganization transactions ; sec. 472, 
permitting, in effect, deferral of tax on appreciation in inventory ; sec. 1031, deferring tax 
on exchange of property of like kind held for productive use or investment; sec. 1035, 
deferring tax on exchanges of certain insurance policies; secs. 1801-1305. permitting the 
spreading of income realized from iaventions, artistic works, back pay, and compensatory 
damages from patent infringement. 
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Mr, Beerntnx. I would like to add just a few words concerning 
this matter of bigness and the allegation that farmer cooperatives are 
on the way to taking over American business, which I am told was 
asserted pretty vigorously and frequently before your committee last 
Thursday. While much was said about several of the largest farmer 
cooperatives in the country, little or nothing in the way of facts was 
presented to give you a true picture of the situation on a national scale. 

What are the facts? 

For the year 1953-54, the latest year for which the figures are avail- 
able, 82.2 percent of the 10,056 farmer cooperatives in the country 
had a volume of business less than $1 million each; 19.1 percent did a 
volume of less than $100,000. Less than 2 percent of the farmer 
cooperatives in the country did a volume of $9 million or more. 

Let us look at the comparative growth of farmer cooperatives with 
the rest of the economy from 1950 to 1954. 

Between 1950 and 1954 the gross national product rose from $285.1 
billion to $361.2 billion or, taking 1950 as the base, from an index of 
100 to 127. During the same period, the gross volume of all farmer 
cooperatives rose from $10.5 billion to $12.5 billion, or from 100 to 
an index of 119. In 1950, the total farm cooperative volume was 3.7 
percent of the gross national product, compared to 3.5 percent in 1954. 

Conclusion: We are not unmindful that new and unparalleled chal- 
lenges face our Nation today which have created new and heavy de- 
mands for Federal revenue. Farmers, individually and as groups, 
want to shoulder and will shoulder their full measure of responsibility 
and sacrifice as loyal and patriotic citizens in meeting these challenges 
to the Nation’s welfare. But those millions of farmers who have 
learned that their most reliable chance for individual and national 
economic survival is through their own self-help efforts will not stand 
idly by and see the service institutions which they have built, in many 
cases through years of sacrifice and toil, rendered ineffective by those 
who are trying to enrich themselves at the farmer’s expense. 

So, in conclusion, we ask no special favors for farmers or for their 
cooperatives. We do ask, however, that the Congress continue its 
longstanding policy of encouraging farmers to solve their marketing 
and purchasing business problems through their own efforts, and that 
the Government assist in providing an economic climate in which they 
can capitalize and operate their off-the-farm business institutions 
without being subjected to discriminatory and punitive taxes. To 
this end, we pledge to your committee and staff the continued full 
cooperation of the Council, its officers and staff. 

Thank you. 

Mr. Hotmes. Mr. Chairman ? 

The Cuarmman. Mr. Holmes will inquire. 

Mr. Hotmes. Mr. Chairman, I would like to insert these remarks 
into the record. 

Mr. Harry Beernink is not only president of the National Council 
of Farmer Cooperatives, he is a distinguished citizen of the State 
of Washington and resident of the city of Seattle. He also heads up 
a cooperative organization well known and thoroughly established in 
the State of Washington, known as the Washington Co-op Aid. 

I would like to salute you, sir, as a member of the Ways and Means 
Committee from the State of Washington, in relation to your state- 
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ment, which I have listened to and read as you were reading it, with 
a great deal of interest. 
he Cuarrman. Are there any further questions? 

Mr. Mason. Mr. Chairman? 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Mr. Beernink, brushing all verbiage aside pro and con 
that has been uttered on this problem of taxing co-ops, is it not a 
fact that the majority of co-ops are organized as corporations and 
are functioning under corporate charters granted by the State? 

Mr. Brernin«. That I think is correct, sir. 

Mr. Mason. Is it not also a fact that in the definition for tax pur- 
poses, those co-ops that are not organized as corporations but organ- 
ized as associations, under the tax laws shall be treated for tax pur- 
poses as corporations ¢ 

Mr. Brerntnx. I do not feel I am qualified, Mr. Mason, to answer 
that. 

Mr. Mason. The Joint Committee on Internal Revenue answered 
that a few years ago and said that that was the fact. 

If the majority are organized as corporations and acting under a 
corporate charter, and if the others are defined for tax purposes as 
corporations, then w hy, legally, should they not be taxed as corpora- 
tions ? 

Mr. Brerntnx. Mr. Chairman, could I refer that question to Mr. 
Silverstein ? 

Mr. Mason. Yes. 

Mr. Sitverstern. Mr. Mason, let me say this: I know you are fully 
familiar with cooperative tax problems. The cooperative differs from 
the ordinary business corporation in one vital respect, and that is that 
the people that own the business, the people who derive the benefits 
from the fruits of the cooperative’s activities, are their customers. 
They are not the owners in the sense of an ordinary business corpora- 
tion. No stockholder sits back and collects dividends without doing 
anything about it. In cooperatives, the people who derive the divi- 
dends are the people who do their business with the cooperatives. 

Mr. Mason. That, of course, is the stock sophistry that is usually 
uttered. But when they are organized as corporations, performing 
functions under corporate charters, legally they can and should be 
taxed as corporations are taxed. 

That is all I have to say, Mr. Chairman. 

The Cuamman. Mr. Herlong will inquire, Mr. Beernink. 

Mr. Hertona. Mr. Silverstein might answer this question. 

In the testimony that has gone on before, we have heard a great deal 
about farmer cooperatives, and people have testified in favor of what 
they called tax equality, saying, “We are in favor of cooperatives, 
but——.” They qualified their statement in every instance. 

Do you draw ¢ any distinction between farmer cooperatives and other 
cooperatives that they have been talking about, as far as the right to 
what they call tax equality is concerned ? 

Mr. Strverstern. Of course, I think this committee has before it 
problems of tax policy and can properly take into account the fact 
that many, many cooperatives, probably the basic form of coopera- 
tives, are those involved in servicing the farm elements of the economy. 
If there are problems with the farm elements of the economy which 
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are entitled to certain tax considerations different from others, this 
committee can take it into account. 

But from a technical tax standpoint, I believe that the principles of 
taxing cooperatives could apply under normal circumstances to any 
form of cooperative organization. 

In other words, I think there are two questions: One of tax policy, 
and one of the legal power of the Congress to treat the cooperative 
type of corporation differently from other corporations. 

Mr. Hertone. Thank you, sir. 

That is all. 

The Cuarmman. Are there any further questions? 

Mr. Eberharter will inquire. 

Mr. Eseruarter. I think, Mr. Silverstein, I would like a little clari- 
fication along the lines that Mr. Herlong questioned you. 

Mr. Su.verstern. Yes, sir. 

Mr. Exernarter. There isa real difference between the consumer co- 
operative and a so-called farmers’ cooperative, is there not? Are there 
not some cooperatives that are formed solely for the purpose of the 
consuming public? 

Mr. Stiverstern. Yes, sir. 

Mr. Eneruarter. And they sell to anybody, not only their own 
membership. 

So there is a distinction there, is there not ? 

Mr. Strverstern. Yes. And the tax laws have for years recognized, 
as a matter of tax policy, that the chief benefits properly inure to 
farmer cooperatives, those organizations which market the products 
of the farm and those organizations which purchase supplies and 
equipment fora farmer. A special tax exemption which was accorded 
them in 1951, and which stil] obtains in some degree, is available only 
to farm organizations and primarily the cooperative farm or- 
ganizations. 

Mr. Esernarter. Then, would you agree that perhaps we should 
make a very clear distinction between consumer cooperatives and 
farmers’ cooperatives, solely on the basis of how they do business and 
how they distribute their earnings? There should be a difference be- 
tween them, should there not ? 

Mr. Stiverstern. I would certainly agree that as a matter of policy 
before this committee they are entirely different considerations; yes, 
sir. 

Mr. Enernarter. Thank you very much. 

The CuarrMan. Mr. Reed will inquire. 

Mr. Reep. I would just like to make a statement here. 

I have fought against the taxation of the farmer cooperatives ever 
since I have been here. I was brought up on a farm. Before we had 
any farm cooperatives, we were very fortunate if we got $15 a ton for 
grapes. The farmers today, with the marketing farm cooperative to 
do their marketing, are now getting over $100 a ton for grapes. Con- 
sequently, they are in better shape financially, able to send their chil- 
dren to college, and they are thriving. 

There is an element in this country that vigorously opposes the co- 
operatives or anything else that is for the benefit of farmers. They 
play up to him when they want his votes, but when it comes to a ques- 
tion of looking after his interests, they are not so keen. 
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The farmers could not develop many of their processing plants, such 
as we have in my district, were it not for the fact that they are able 
simply to allow the cooperative to take a part of their money and fur- 
nish it the capital for them to build up their processing plants and their 
marketing plants. They have some very fine ones in my district. 

Farmers in many sections, it has been brought out here, such as 
down around Mississippi, they claim, are worth millions. They had 
it blacked out on the map. I maintain that with all that rich soil down 
there, the farmers would still be, generally speaking, as poor as church 
mice, were it not for these cooperatives. 

In other words, the cooperatives have created wealth down there, and 
the farmers generally speaking have profited by it. Is that not true? 

(Mr. Beernink nodded his head.) 

Mr. Rerp. You just nodded your head, but I would like to have you 
say something so that the stenographer could get it. 

Mr. Stzversrein. I would like to add one point in response, Mr. 
Reed, and in response to some of the other questions. 

Farmer cooperatives, as you know so well, derive their capital from 
their customers, the people with whom they do business. It is the 
only means whereby a farmer cooperative organization can have the 
funds with which it can serve the customers properly. Unlike ordi- 
nary business corporations, they cannot go out in the market and re- 
ceive their equity capital. 

Mr. Reep. That is a splendid point. 

Mr. Breernin«. Referring to Mr. Reed’s question of me, I certainly 
concur in your statement, and could relate, if time permitted, many 
similar circumstances that you referred to in your statement. 

Thank you, sir. 

Mr. Reep. Thank you very much. 

The Cuarrman. Mr. Beernink, as I understand your poeniacen 
this morning, and as I understand from conversations I have had in 
the past with representatives of your organizations to which you refer 
in your statement, your organization goes along with the idea that 
whatever profit is made through any type of business operation, re- 
gardless of the form in which it operates, ought to be taxed at least 
once, 

That is your general position ? 

Mr. Brerning. Yes, I would. 

The CuarrMan. That is the position that we took when we were in 
conference in 1951. 

You would then go along with the committee in a general way in 
the approach, if the committee decided that there was now necessity 
for further legislation to carry out the intention which the Congress 
had in connection with the 1951 law. 

Mr. Brernink. That is correct, sir. 

The Cuamman. And you have suggested to us in some detail the 
way the Congress might arrive at that objective and better carry out 
the intent expressed in 1951. That is what you have told us today. 

Mr. Brernink. We are in accord with the intent of the 1951 act, 
and our staff would be most happy to cooperate and work with the 
committee or any of your staff in attempting to implement that prin- 
ciple. 

The CuHarrMan. We appreciate that offer of cooperation. 

Are there any further questions ? 
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Tf not, Mr. Beernink, we thank you, sir, and those with you at the 
witness table, for your appearance this morning and the information 
that you have given the committee on this subject. 


Mr. Beerntnx. Thank you, Mr. Chairman. 
The CHarrman. Thank you very much. 


(The following letters were received by the committee :) 


NATIONAL WHOLESALE HARDWARE ASSOCIATION, 
Philadelphia, Pa., February 17, 1958. 
Hon. Wrrsur MIttrs, 
Chairman, Committee on Ways and Means, Washington, D. C. 

Dear ConerRESSMAN MILts: I am vice chairman of the Committee on Coopera- 
tives of the National Wholesale Hardware Association. Our Chairman, Mr. 
Seth Marshall, is presently away from his office. As you know, General Royall 
of the legal firm of Royall, Koegel, Harris & Caskey represented our association 
and presented testimony before your Committee on Ways and Means on Jan- 
uary 23. He emphasized in his testimony the unfairness of the present com- 
petition we have from the tax-favored hardware wholesale cooperatives who 
are competing with the members of the National Wholesale Hardware Associa- 
tion. 

The cooperatives testified on January 27, and it is concerning the testimony 
of Mr. Harry J. Beernink, president of the National Council of Farmer Co- 
operatives, that I am now writing. Mr. Beernink stated in his testimony that: 

“* * * representatives of the Council and other national cooperative groups, 
with the knowledge and approval of the late esteemed chairman of your com- 
mittee, Mr. Cooper, and the present chairman, Mr. Mills, who was then Chair- 
man of your Subcommittee on Internal Revenue Taxation, held several con- 
ferences with Mr. Colin Stam, Chief of Staff of the Joint Committee on In- 
ternal Revenue Taxation and his staff during the first six months of 1956 in an 
effort to develop statutory language to carry out the indicated intent of Con- 
gress in 1951 to levy a single tax at either the cooperative or patron level on 
the margins resulting from the cooperative’s operations * * *” 

* a * ca * + * 


“Briefly, the draft worked on would have given statutory recognition to the 
right of farmers to enter into any lawful contract or agreement with their co- 
operative that they desired and, in effect, would provide that an agreement by 
the patron for a part or all of his patronage refund income to be retained by 
the cooperative and evidenced to him in some noncash form would not change 
the status of such amounts as current income to the patron. The draft would 
have insured the imposition of a single tax on all margins arising from a farmer 
cooperative’s operations.” 

I have two comments, Mr. Chairman, on Mr. Beernink’s statement: 

First, I suggest that the proponents of tax equality as well as representatives 
of cooperatives be called into consultation with your technical experts in future 
consideration of legislation to tax cooperatives on a more realistic basis. 

The second point, Mr. Chairman, is that the taxation of patronage dividends 
in the hands of recipients would in no way stop the present unfair competition 
that cooperative tax-favoritism makes possible at the corporate level. If a 
single tax is to be imposed on cooperative earnings, it must be imposed on the 
cooperative corporation to remove the unfair competitive advantage that they 
enjoy. Imposition of the tax on the recipients of patronage dividends would 
leave our industry at the mercy of competitors who have a tremendous com- 
petitive advantage due to discriminatory taxes. 

I attach an analysis of H. R. 4265, the Davis bill, which we believe would 
be a much better solution to this problem than the one suggested by our coopera- 
tive friends. Although it imposes only a single tax on cooperative earnings, 
the tax is levied against the cooperative corporation and, therefore, removes 
their competitive advantage. At the same time, it gives a tax credit to patronage 
dividend recipients and in that way insures that they receive something of value 
from their cooperative corporation. 

Sincerely yours, 
H. L. THompson, Jr., 
Vice Chairman, Committee on Cooperatives. 
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H. R, 4265—Tue Tax Crepit PLAN TO Tax COOPERATIVES 


H. R. 4265, by Representative Clifford Davis of Tennessee, is entitled “A bill 
to provide tax equity through the taxation of cooperative corporations and to 
provide tax credits for recipients of dividends from genuine cooperatives.” 

If adopted by Congress, this bill would accomplish two highly desirable re- 
sults; (1) It would give to farmer members of cooperatives a credit against 
the individual income taxes that they must pay—such credits being the equiva- 
lent of extra income. (2) It would equalize the Federal income tax require- 
ments of proprietary and cooperative businesses, It is the first cooperative tax 
proposal that would benefit the farmer members of cooperatives by actually 
adding to their income. The plan would work like this: 

1. Total earnings of a cooperative corporation would be taxed before patronage 
distributions at the regular corporate income tax rate. The bill says: “The tax- 
able income of a cooperative corporation shall be determined without the de- 
duction of any patronage dividends paid or payable to patrons.” 

2. If patronage dividends were then distributed, in any form which makes 
recipients taxable, they would include the amount in their individual income tax 
returns, along with a credit for the amount of tax paid by the co-op on the 
recipient’s share of earnings. The bill says: “There shall be allowed as a credit 
against the tax of such recipient an amount equal to the tax imposed on the 
cooperative in respect of the portion of the income of the cooperative represented 
by such dividend, if the recipient includes in his gross income * * * an amount 
equal to the tax so imposed on the cooperative.” 

In other words: On each $100 that a cooperative earned, it would pay 
corporate income tax of $52. If it distributed the remaining $48 to members, 
the members would report on their individual income tax returns $100 of in- 
come from the cooperative—and claim a tax credit of $52, representing the tax 
already paid by the cooperative corporation. If the member himself was in 
the 20 percent tax bracket, instead of the 52 percent tax bracket, his own tax 
liability attributable to the $100 would be only $20 and he would be entitled to 
use the excess of $32 as a credit against other income tax liability or as a claim 
for a refund. H.R. 4265 says: “If the credit provided by this subsection exceeds 
the income tax otherwise payable by such recipient, the excess shall be treated 
as an overpayment of tax by such recipient.” 

The 1951 law, the intent of which has been virtually nullified by the courts, 
left the co-op tax free and made the farmer recipient of a patronage dividend 
liable for income tax on it, whether it was paid in cash or in paper of no 
tangible worth. The co-op corporation was practically exempt from income 
tax, but this law created an unfair hardship on the individual farmer. How- 
ever, the courts held farmers not taxable on “paper” allocations. H. R. 4265 
eliminates this inequity. It makes the cooperative corporation liable for tax 
on all earnings at regular corporate rates but gives the farmer member tax 
credit for his share of such payment if the co-op allocates him his share in 
cash or other form taxable to him. 

The tax-credit plan would unquestionably increase the revenue that the 
Treasury receives from cooperative corporations. At the same time, it would 
stimulate the filing of returns by patron members, as the benefits of the tax- 
credit plan would be available only upon the filing of a return. Most patron 
members would receive substantial benefits in that the tax liability on their 
patronage dividends would be more than offset by their tax credits. 

H. R. 4265 has been endorsed by 164 trade associations, representing more 
than half a million taxpaying businessmen. Farmer members of cooperatives 
favor it because it adds to their income and lessens their income tax liability. 

It is the soundest approach to a single tax on cooperative earnings. 





Lussock, Tex., January 21, 1958. 
Hon. Wiisur D. MILLs, 
Chairman, Ways and Means Committee, Washington, D. 0. 

Dear Mr. Mitts: It is hoped that this letter will assist you and your com- 
mittee in arriving at a tax bill which will be fair and equitable to as many people 
in our Nation as possible. Our information and arguments have to do specifii- 
cally with farmers’ cooperatives and with the patrons of these cooperatives. 

We wish to urge that section 522 of the 1954 Internal Revenue Code be retained 
in its present form, as our rather wide experiences with farmers’ cooperatives 
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and farmers have shown that this section of the code is workable and is working 
in this part of the Nation. 

Our observations are made from the following experiences and authority: 
our accounting firm in Lubbock, with two related accounting offices in Brown- 
field and Muleshoe, Tex., has specialized in cooperative accounting since about 
1935. We perform the audits for 73 farmers’ cooperatives in Texas and New 
Mexico, 67 of which are local cooperatives and 6 of which are regional coopera- 
tives. These associations have a combined membership of approximately 15,000 
farmers. Also, our accounting firm imakes personal income tax returns for about 
2,000 farmers each year, these farmers coming from all over the plains of west 
Texas and eastern New Mexico. 

Since the passage of the 1951 code, with its new provisions for cooperatives re- 
porting to the Government on form 1099 all earnings allocated, and with the 
further provision that all cooperative patrons must report and pay income tax 
on the total allocations, whether paid in cash or not, we have urged all our co- 
operatives and their patrons to follow these provisions. It is our observation 
that practically all these cooperatives and their patrons in this large area are 
complying with these provisions. The Government is not losing taxes in this area 
from noncompliance with the laws and regulations as presently written. 

We feel that the code as it now stands is equitable—all earnings of a cooper- 
ative are taxed once, either to the cooperative or to the patron. We feel that it 
is workable—it is working smoothly among thousands here. And we feel that it 
is fair—it is fair to the cooperative patrons in that they are not estopped from 
having their own organization, and it is fair to their competitors in that the com- 
petition is on an equal tax basis. 

The placing of additional taxes on farmers and their cooperatives would be 
unfair to them; additional taxes probably would cause a change in their method 
of operations, thereby harming their competitors who have to operate at a profit 
to stay in business. Under the present taxing laws competition is brisk, and this 
situation is good for the public generally and for our entire economic system. 

Respectfully yours, 





EpWIN EB. MERRIMAN, DoucLas & ABBE, 
EpWIN FE. MERRIMAN. 


The Chair understands that Mr. Ronald Reagan, who was called 
initially this morning, is now present. 

Mr. Reagan, will you please come forward and identify yourself 
for the record by giving your name, address, and the capacity in 
which you appear. 


STATEMENT OF RONALD REAGAN, MOTION PICTURE INDUSTRY 
COUNCIL AND HOLLYWOOD AFL FILM COUNCIL 


Mr. Reagan. Mr. Chairman and gentlemen, I want to thank you 
for the courtesy of allowing me to appear here. I am from Holly- 
wood, Calif., and the organizations I represent are the Motion Picture 
Industry Council and the Hollywood AFL Film Council. These or- 
ganizations support the principles of tax reduction contained in H. R. 
6452 and H. R. 9119, popularly known as the Sadlak-Herlong bill. 

The organizations that I represent include virtually all the people 
engaged in the production of motion pictures in Hollywood. On the 
side of management, the Motion Picture Industry Council is composed 
of the Association of Motion Picture Producers, Independent Motion 
Picture Producers Association, and the Society of Independent Mo- 
tion Picture Producers; and of the following talent and employee 
groups: the American Society of Cinematographers, Independent 
Office Workers, Screen Actors Guild, Screen Producers Guild, Society 
of Motion Picture Art Directors, Story Analysts Guild, and Writers 
Guild of America, West. 

The Hollywood AFL Film Council consists of 28 local unions affili- 
ated with 4 AFL-CIO international unions: the Associated Actors 
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and Artistes of America, the International Alliance of Theatrical 
Stage Employees, the International Brotherhood of Electrical Work- 
ers, and the Joint Board of Culinary Workers. 


STIFLING OF PRODUCTION 


We believe the schedule of surtaxes in the personal income tax 
structure is unrealistic, confiscatory, and contrary to the principles of 
free enterprise. 

In our industry, the motion-picture industry, this tax structure has 
constantly tended to stifle and reduce overall production of motion 
pictures in this country. The high tax rates and limitations imposed 
by the capital-gains structure tend to make futile the capital invest- 
ment required in the production of a motion picture, particularly 
when such an investment involves a very great risk without a compa- 

rable payoff for success. 

An even greater deterrent to motion-picture production in this 
country is the reluctance of high-income earners in the talent field 
to make more than 1 or 2 pictures a year. Good story material has 
always been scarce. It is doubly so when successful writers curtail 
their output because of the diminishing returns due to excessive sur- 
tax rates. 

The most publicized people in our business, of course, are the high- 
salaried stars. These people have reached that economic plateau 
mainly because they can sell tickets. They are not paid for just the 
services rendered or the time put into the production. The eas of 
their pay is, How many people will go to the box office and buy a 
ticket to see them? Such payoff guaranties are few, and when one 
refuses to play in a picture because to do so would only net him 9 cents 
on the dollar, the picture just is not made. 


WORKERS SUFFER UNEMPLOYMENT 


Our business is peculiar in that way. We have no assembly line 
operation where so many units must be made to meet a predetermined 
market demand. When this picture is not produced, anywhere from 
one to three or four million dollars of investment capital does not go 
to work, nor do several hundred craftsmen, technicians, and other 
artists. 

It is a strange paradox that in these last several years of prosperity 
in our Nation, the workers in the motion-picture industry have known 
unemployment and hardship. You might be interested to know that 
the total earnings of actors in the theatrical motion-picture industry 
have decreased from an annnual $33 million to less than $25 million. 
I am sure this figure can be matched in percentage of decrease in in- 
come by all the other people in our industry. 

So much publicity has been given toa supposed swimming pool and 
palace existance in our motion-picture community that perhaps a 
moment spent on the true economic picture is overdue. 

First of all, ours is a free-lance business in which there is compara- 
tively very little regular employment of either technicians or artists. 
When a picture is ready to roll, the telephones start ringing and the 
lucky ones go to work. Then, when the picture is finished, they are 
again unemployed and back all alone by the telephone. 
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It is true that when our people work, in almost every phase of pic- 
ture making they make a lot of money. As I say, it is a good paying 
industry. But it is a feast or famine existence. Last year, of the 
11,704 members of the Screen Actors Guild, 85 percent of them grossed 
less than $7,500, and 65 percent grossed less than $3,000. 

Now, note that I did not say they averaged this. They grossed 
less than those two figures. 

One of the rewards of course, keeping them in our business is that. 
it is sort of like drilling for oil or prospecting for gold. Most of 
these people are waiting, hoping for a break, that combination of the 
right part and the successful picture that will elevate them. 

But one of the hazards of our business, now complicated by the 
added tax problem, is this thing called overexposure. It is the great- 
est fear of most performers. In the old days before movies, an actor 
could get a job in a theater, and he could play that town as long as 
people would buy his wares, and when he began to sense that they 
were getting a little tired of him, he moved to another town and had 
a new audience. 

Now, with motion pictures, he has no place to go, and when the 
audience gets tired of him, now, they are tired all over. 

Jimmy Cagney once said, “An actor is like a bucket. He has only 
so much in the bucket to sell, and he can stick around just as long 
as he regulates how fast he empties that bucket.” 

Our screen Actors Guild figures indicate that the average actor 
empties the bucket in 514 years. And we have no depletion allowance 
to compensate for the diminishing market value. 


WIDE FLUCTUATION IN INCOME 


These characteristic feast or famine features are standard in our 
profession. An artist in any of our creative fields struggles for a long 
time and studies pretty hard. He gets virtually no return on his out- 
put for a long time, and then he scores, lightning strikes, and he 
a into a top earnings bracket and he also jumps into a top tax 

racket. Because of this high tax bracket, he cannot really cash in 
on his windfall in the way that a businessman could. He is sort of 
in the position of the storekeeper who is the only one in town with 
overshoes when an out-of-season snowstorm comes along; only if the 
actor sells all his stock at once, he just hastens the day that he is out 
of business and he doesn’t have anything to show for it. He has in- 
creased the overexposure and by condensing his earnings into 1 
year has put himself into a tax bracket often as high as 91 percent. 

Being in great demand this way, he is offered more pictures than 
he can possibly take. The usual procedure of a performer—not only 
a performer but also a writer, director, and other people in our busi- 
ness—is to choose 1 or 2 of these offers and hope that the rest will be 
around in the next tax year. But unfortunately, the ticket buyers’ 
memories are a little short, and the studios’ memories are even shorter, 
and by the next year someone else has gotten very hot at the box office 
and is on the front page. Thus, he has missed his chance at a wind- 
fall by trying to regulate his career and control this overexposure fac- 
tor. It is not unusual for a performer to go from a 6-figure income 
to 1 or 2 years of no employment at all. 
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This is not confined to top box office people. There are many fine 
supporting actors and actresses in our business, who are in the lower 
income tax brackets. They know that just as surely as they have a good 
year and do several parts in a row in several good pictures, they are 
going to be unemployed, because it is just standard that when they 
are in several unreleased pictures, the producers look and say, “Now, 
we have used this person enough. Let’s switch and try a new face.” 

This would be all right, too, if in the good years they could set enough 
aside, say in a contingency fund, to tide them over that lean period. 


LOSS OF TAX REVENUE 


Costs have risen sharply. The producer, faced with the risk of no 
return on his investment, seeks to minimize the gamble by featuring 
one of these artists of proven box office value. The artist in a 75 to 91 
percent tax bracket raises his price because the only way he can keep 
a dime is to make a dollar. Or, if he has done his 1 or 2 pictures, he 
turns down the picture entirely. The result is unemployment in our 
industry, and it is also a loss of tax revenue to the Government. 

This is not just theory. The American motion-picture industry is 
producing at least 100 fewer pictures each year than they produced 10 
years ago, and this does not tell the whole story, because even those pic- 
tures that we are still producing do not all represent employment for 
our people. 

FOREIGN PRODUCTION INCREASES 


Naturally, there have been efforts made to continue production and 
continue working in our industry and to find some relief from the 
excessive tax. The result has been an increased number of American 
pictures made in foreign countries, The availability of frozen funds 
in foreign countries has made the potential American investor a little 
more willing to take a chance, and there are tax advantages encourag- 
ing our creative talent—producers, directors, writers, and actors—to be 
more receptive to picture offers if filming is to be done overseas. 

Major studios have increased their overseas filming from a previous 
high of 5 percent to an average of 12 percent of total output, and in- 
dependent production, by far the bulk of our present-day product, 
has risen from a previous high of 37 percent to a present-day average 
of 63 percent made in other countries. 

It must be stressed that when a picture is made overseas, only 1 or 2 
Hollywood artists are employed in that picture. The entire eto 
crew, administrative personnel, and supporting cast are from the 
foreign industry, and for every one of the foreigners so employed 
there isan American worker unemployed. 

In most countries this is dictated by law. We cannot have more than 
1 or 2 people from America in these pictures, although they are being 
produced with American capital. 


SELLING AMERICA 


This is a hardship, of course, on our people in the motion-picture 
industry, but we think there is something of interest in it to all 
America. 

This is a first-generation business, and in this single generation the 
American motion-picture industry, in the finest traditions of private 
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enterprise, has captured on the world market 70 percent of the playing 
time of all the screens of the world. In capturing this world market, 
the people of the world have seen America. 

You may disagree with our “boy meets girl” plot, but at the same 
time, people all over the world are seeing our backgrounds, our city 
streets filled with automobiles, our store windows filled with wares they 
can only dream about. In a picture like State Fair, they see an Iowa 
farm family sitting down at a table to a meal they believe could only 
be afforded by the wealthiest of people. We know, of course, that it 
is normal in America. 

They see our freedoms. Even if we have a comedy about a police- 
man getting hit in the face with a custard pie, there are not many 
countries left in the world now where you can make jokes about the 
policemen. 

Erie Johnston of our industry was showing some pictures a few 
years ago to some Polish Government officials. One of these pictures 
was a little comedy romance made by Warner Bros., in which one of 
the scenes between the leads of the picture had been filmed in the 
parking lot of Lockheed Aircraft Co. in Burbank. They were sup- 
posed to have been employed there, and went out to the parking lot 
during their lunch hour. Warner Bros. got permission to use the 
lot during the regular working day and filmed the scene. 

At this point in the movie, the Polish Minister of Education leaned 
over to Mr. Johnston and said, “Mr. Johnston, this is what we object 
to, this type of propaganda. Are you trying to make our people believe 
that factory workers in America drive those automobiles we see in 
the background to their daily work?” 

I think you can imagine the pleasure that Mr. Johnston got out of 
explaining exactly how that film was shot, and that those automobiles 
were not put in there for effect; they belonged there and belonged to 
the workers of Lockheed. 

This is, of course, selling America at its best, and we know how 
much money our Government is spending in an effort to sell America 
throughout the world. Here is probably the greatest good-will am- 
bassador we have, and it is provided free as far as the Government 
is concerned. 

We can put it in even a dollars-and-cents thing. The impact of 
American movies on world trade is almost unbelievable. The manager 
of an American chainstore in a Latin American country told us that 
he viewed our movies 5 or 6 months before release, in order to see any 
changes in styles, costume jewelry, household items, anything new 
that is going to be seen on the screen in his area. Then, when that 
movie plays his area, he is stocked up with such items and he can 
sell out, for example, a sweater worn by the star, a new style, a pair of 
earrings, some new item that has been seen on the screen. 

I do not think anyone could challenge the statement that the Ameri- 
can motion picture has probably been the greatest salesman on the 
world market for American goods and material of all types. The best 
proof I think we can give of the impact on the world of the American 
motion picture is the attempt a few years ago of the Communist Party 
to capture our industry. They objected to this American story being 
told on the screens of the world. 

Not many people understand today there has been a great miscon- 
ception about what took place in Hollywood. But we met their first- 
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line, hard-core organizers, who sought to get economic control of our 
business by forming cells in our various organizations. If they suc- 
ceeded in this, they were then going to control the content of our pic- 
tures, and they were going to t ell their story on the world screen. 

They failed, because the overwhelming majority of the people in 
our business are patriotic and were alert. to this menace. It literally 
came to bloodshed and open battle in the streets in front of our 

studios, but we defeated them. Following that defeat, they paid us 
the greatest tribute that the motion picture business has ever received. 
They issued a Cominform bulletin, worldwide, in which they said: 

The Hollywood-made motion picture is the most potent weapon of decadent 
capitalism and must be destroyed. 

Today, 12 percent of our major studio pictures and 63 percent of our 
independent productions are not being made in America, are not show- 
ing an American background, American locales, and the American 
way of life. baht are being made on foreign locales with foreign 
backgrounds, employing foreign artists and technicians, and thus are 
not selling America or ‘American products to the world. 

But the Communists did not do this. Largely, this has been done 
by our own income tax structure. 


RAPID RISE IN MIDDLE BRACKETS 


I have dwelt on some of the effects of the present tax structure on 
the motion-picture industry and professions within this industry. 
But, lest there be any thought that we of the motion-picture industry 
are seeking special consideration for our people, let me put us on 
record. We believe the tax problems besetting us are shared by our 
fellow citizens in all lines of endeavor, varying only in the manner 
in which the taxes adversely affect them and curb their initiative. 

There was a time a few years ago when we of the Screen Actors 
Guild sought to get some special consideration for our unique problems 
in making a living. We have given that up. We have decided that 
probably one of the things wrong with this topheavy tax structure has 
resulted from the attempt on the } part of various industries and groups 
to create some loophole or some protective shelter for themselves. We 
feel that the basic evil is in the overall structure itself, particularly the 
progressive rates of surtax; and so we have dedicé uted ourselves to 
doing what we can to see if this cannot be altered. 

A tax beginning at 22 percent of the second $2,000 of income, which 
progresses to 50 percent at $16,000 taxable income and an eventual 91 
percent, is completely incompatible with our private-enterprise system. 

Perhaps we are unduly sensitive to threats of communism and 
socialism, because of the fight that we went through; but we cannot 
help but recognize that the steepest rate of increase in the surtax, 
from 22 to 50 percent, occurs right through the low and middle income 
brackets. And we remember that Karl Marx said, and Lenin echoed, 
that the way to impose socialism on the people would be to first. tax 
the middle class out of existence. 

When the individual is penalized a half of three-fourths or nine- 
tenths of the dollar he earns by his own effort and ability, it is impera- 
tive that some relationship exist between the individual’s sacrifice and 
the Government’s fiscal needs. We do not believe that such a relation- 
ship does exist. 
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The Government’s entire income from personal surtax is around $4 
billion. Above the 34 percent bracket it is less than $2 billion. And 
when it gets above 65 percent, it drops to less than a quarter of a 
billion dollars. 

And this is not net to the Government. While the figures are not 
available, I think it would be fair to assume that a sizable portion of 
the revenue gained from the higher surtaxes is absorbed in the cost 
of collection, because it is in this area that the individual returns must 
be checked the most carefully, and that the greatest number of legal 
disputes take place. 

ABILITY TO PAY 


It is more or less typical of our American way that those who can 
pay the most do pay the most, and we certainly iahacriba tothat. It is 
the basis on which most of us pay professional fees. In fact, our 
western religions are based on this. In describing tithing, the Bible 
in both the Old and the New Testaments calls it the giving of a tenth 
to the Lord; and to explain tithing, it says that if the Lord prospers 
you 10 times as much, you are to give 10 times as much. 

Many of our citizens believe, erroneously, that this is the basis for 
our progressive rate of income tax. It is erroneous to believe this, 
because when you have a fixed set of living allowances plus a progres- 
sive or sliding percentage of tax rate, the proportions get out of line. 
If a man earning an average wage in our economy prospers 10 times as 
much, his tax goes up 52 times as much. If he should go even further 
and prosper 20 times as much, his tax goes up to around 130 times as 
much. 

A very popular TV program is The $64,000 Question. But I wonder 
if many people know that to take home $64,000, the winner would have 
to win $448,000. 

In dwelling on the surtaxes, I do not mean to give the impression 
that we are not concerned with relief in the basic 20 percent tax. We 
definitely are in favor of such relief. This was one of the strongest 
factors in our decision to support the principles of the Sadlak-Herlong 
bills. While these bills contain changes designed to alleviate the con- 
fiscatory and discriminatory phases of the present income tax struc- 
ture, its highest percentage of saving for the tax bearer is in the base 
tax bracket. 

Ninety-four percent of the savings would go to citizens below the 
luxury $50,000 a year income, more than 60 percent to those earning 
less than $6,000 a year. Only 6 percent of the total saving would favor 
those fortunate individuals who have achieved the $50,000 a year in- 
come or better. 

Of course, the question arises, “Where does the Government make up 
the revenue thus lost?” It is our belief that no revenue will be lost. 
This belief, incidentally, is supported by most of the leading economists 
of our Nation. The normal growth of our economy plus the stimulant 
to business and investment will actually result in the Government’s 
share of the national income increasing rather than decreasing. 

There is more than theory to support this idea. The only recent 
tax reduction we have known had exactly this effect. In 1954, the 
slight tax reduction resulted in an immediate business upsurge, and 
the Government’s revenue ended up greater than before the reduc- 
tion. 
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At the same time, we cannot refrain from expressing our firm con- 
viction that Government spending can be cut. It is only natural that 
waste and extravagance creeps into any operation, from the running of 
a home or business to the much more complex operation of Govern- 
ment. 

Periodically, well-run corporations and business firms have to check 
this trend. They do it by ordering an across-the-board percentage cut 
in the cost of operation. The usual result is no loss of efliniency nor 
canceling of services or programs, but a reduction in overall costs, 
just by trimming off the fat. 

We believe this same thing could be done here. To base an eventual 
tax cut on first reducing Government costs is going counter to human 
nature, because Government expense will be cut only when it has to 
be cut to meet a reduced spending allowance. 


DEFENSE PROGRAM SUPPORTED 


Like all our fellow citizens, we place the defense of this Nation 
as our No. 1 objective. We certify, and offer our past record as proof 
of our sincerity, that no sacrifice is too great when the safety of our 
country is concerned. But we do not believe our Nation’s best interest 
is being served if we allow the exigencies of a defense program to 
freeze into permanent existence extravagances, duplications of cost 
and effort, and other unnecessary practices. 

We also believe that a healthy economy is a part of our defense ef- 
fort, and that right now, our free enterprise system is sitting with 
damp feet in a cold draft, when 31 percent of the national income 
is the tax collector’s share. 


TAX AVERAGING PROPOSAL 


We advocate for consideration one additional measure in the over- 
haul of our tax system. As I have said before, ours is a feast or famine 
business, and these characteristics are inherent in our industry as well 
as in many other professions and lines of creative effort. We believe 
that individuals whose annual earnings fluctuate widely should be al- 
lowed to prorate or average their earnings over a period of several 
years and pay an annual income tax on these average earnings, rather 
than a very high tax based on 1 year’s income when the preceding 
or the following years are apt to show little or no income at all. 

I was interested to note recently in a convention of western cattle- 
men that they passed unanimously an endorsement asking for the 
right to prorate their income tax over a 10-year period. I think any- 
one familiar with the cattle business knows that most cattlemen fig- 
ure if they can have 1 good year out of 10, they are doing average 
business. 

A person earning $10,000 per year for 10 years pays in that time 
a tax of about $27,000. If he earns the same amount, $100,000, in 1 
year and should not earn anything in the other 9 years, he pays $67,000 
tax. This is an extreme case, but we think it points out the type of 
thing that happens in our industry. We do have people that go from 
large incomes and high brackets, to no earnings at all for periods even 
up to 2 years, as I have indicated. 

J. S. Seidman, general chairman of the American Institute of Ac- 
countants, points out that the individual with fluctuating income is 
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likely to be a person of enterprise and of creative or artistic ability 
whose contributions to the national welfare are of great value and 
who should be encouraged, not pelalized. 

The present income tax law has grown from 31 words to more than 
440,000. It has now grown so complex that even the average citizen 
of modest means must seek legal help to compute his tax. It is so 
complex that even after he has obtained such aid, about 3 years later 
the Internal Revenue Service can disagree with his interpretation of 
the law and retroactively hit him over the head with a tax bill he 
did not know he owed. 

] neidentally, this is the only instance I know of in our entire legal 
experience where the citizen is guilty until he proves his innocence. 

We have a tax system which penalizes most, the individual who 
wants only to sell his personal services and ability for a wage or 
salary. It is a law that is evidently aimed at mass effect, showing 
little consideration for the effect upon the problems of the individual. 
When the law loses respect for the individual, the individual loses re- 
spect for the law. 

On behalf of the people I am here representing, I want to express 
our appreciation for being here, and also to say that like all our fellow 
citizens, we are pledged to an all out struggle in todays ideological 
conflict, in support of our system based on individual freedom and 
liberty, the sacredness of the individual if you please, as against a 
philosophy of statism and collectivism. Yet at the same time that 
we have pledged ourselves to this all-out fight, it seems ironic that 
we are subject here to a tax with many features that can only be de- 
fended by endorsing the principles of the Socialism we are sworn to 
oppose. 

Thank you. 

The CuatrmMan. Does that complete your statement, Mr. Reagan ? 

Mr. Reacan. Yes. 

The Cuarrman. Mr. Reagan, I want to compliment your industry 
for having selected you as its spokesman. You have been a very 
fine witness. We certainly appreciate your appearance and the in- 
formation you have given to the committee. 

Are there any questions of Mr. Reagan ? 

Mr. Eberharter will inquire, Mr. Reagan. 

Mr. Epernarter. Mr. Reagan, you have convinced me of one thing 
which I have long suspected, and that is that you are engaged in a 
very hazardous profession. 

Do you think it would help if those that happen to be in the high 
brackets for a few years, were afforded a carry back and carry for- 
ward, thus averaging their income. In other words, average income 
over, say, a 5-year period instead of paying the high rates in good years 
and then the next year have no income. 

Do you think that would be a fair proposition, that would be help- 
ful to the actors and actresses ? 

Mr. Reagan. Yes, sir, because one of the great hazards of our busi- 
ness—and it is hazardous—is the artist’s responsibility in selecting the 
right property, the right picture to be in. If he guesses wrong and the 
picture is a box office failure, long unemployment usually follows. 
Under the present system, where you cannot keep a large percentage 
of your earnings when you do make them, you are many times forced 
to accept a picture you know is going to hurt your career, because the 
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grocer must be paid. Thus, we cannot actually use our best knowl- 
edge to regulate our careers. We are bound by economics on that. 

Mr. Eseruarrer. The reason, Mr. Reagan, that I bring up that sub- 
ject is because I have thought about it before, and there 1s some justi- 
fication for averaging of personal income, particularly for those 
people who have fortunate years and then unfortunate ones as a 
predictable thing. 

Thank you for your presentation. 

The Cuarrman. Are there any further questions? 

Mr. Simpson will inquire, Mr. Reagan. 

Mr. Simpson. Mr. Reagan, when the leading actor decides for tax 
reasons not to take another picture in the current year, not only 
does he or she lose that potential income, but there are many people 
in lower income brackets who get no work as a result, also. Does that 
not account for some of your unemployment ? 

Mr. Reacan. Oh, very much so. 

Mr. Sturson. That is, there is no work for the people who operate 
the cameras and many helpers, and so on, unless the one person who is 
in this high income bracket is willing to risk his or her career in the 
picture ¢ 

Mr. Reagan. That is right, sir. 

Mr. Simpson. And unless he or she decides to do it in that current 
year. 

Mr. Reacan. That is right, sir. And the picture is shelved. It is not 
a case of turning and looking and saying, “We will get someone else,” 
because most times a producer has aimed his picture at one or two in- 
dividuals who are suitable for that story, and who are in the box-office 
position that he knows will insure him a return on his investment. A 
picture I was interested in was shelved just last week—shelved because 
one of the artists sought for it elected not to make it. 

Mr. Srupson. From the tax-revenue standpoint, which of course 
this committee is interested in, that group of individuals would have 
had work. Had it been determined to make the show you described, 
they would have been taxpayers. As it is, they will not be taxpayers, 
at least with respect to the money they would have earned from that 
job. Isthat not right? 

Mr. Reacan. That is right, sir. 

Mr. Srmpson. So, as I understand your argument, it is that by 
lowering the level of taxation or averaging it on some basis so that 
the star gets out of the extremely high income-tax brackets, that in- 
dividual might pay less taxes per year, but many other people would 
have work, and they would then be taxpayers. 

Mr. ReaGan. Yes, sir. 

Mr. Srmwpson. And Mr. Sadlak’s bill in part carries out that theory. 

Mr. Reaaan. Yes. sir. 

Our support of this bill is based exactly on that theory, because 
most of our people, if there was an incentive, if they could keep a 
pretty good share of the money they make, would line up at the pro- 
ducer’s window and be ready for any picture he had. 

Mr. Simpson. But what is described very often as the little man, or 
even the middle class, is the one who would benefit by reason of the 
reduction of the extremely high bracket rates. 
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Mr. Reacan. Yes, sir. His unemployment is almost solely caused 
in Hollywood today by this feature. 

The Cuarrman. Are there any further questions? 

Mr. Kean of New Jersey will inquire. 

Mr. Kran. Mr. Reagan, what top rate do you feel that a star actor 
would want in order to use his talents fully with no great considera- 
tion of the tax question? Would 50 percent bring this about ? 

It has come to my mind sometimes that the average American is 
enough of a gambler that he is willing to use his talents or his capital 
and his energy or use his health, if he knows that he can keep half of 
the money. But if the Government is going to take more than half of 
all the additional money he is going to make, he says no. 

Mr. Reacan. Sir, I cannot, of course, speak for all of our people. 
I do not know what their feeling would be. But I can tell you that as 
far as I am concerned, you have chosen a good figure. If I could keep 
50 cents on the dollar I earned, I would be too busy in Hollywood to 
be here today. 

Mr. Kean. That is what I feel, and I agree with you. We know 
that it is very difficult to reduce these high rates on account of the fact 
that you have to make a substantial reduction in the low rates, or peo- 
ple will think you are being unfair. But I feel that a 50-percent rate 
on the top bracket would greatly increase the revenue. 

Mr. Reacan. Sir, may I say something else, because you have 
touched on something important. You said something about peonle 
thinking certain action fair or unfair. 

I do not mean to make a speech, but this, of course, has been thrown 
at us many times. People have said that we are foolish, the average 
American does not feel sorry for someone who is making a lot of 
money; he is only interested in where he is. It is a case of soak the 
rich, and so forth. 

I do not, believe that. I think there is a thing called the American 
dream, and even the man who knows that he has probably reached, 
somewhere later in his life, his economic level, and that the American 
dream is not going to happen for him, that he is not going to find a pot 
of gold at the end of the rainbow, transfers that dream to his chil- 
dren. He saves his money to send his son to school to learn a profes- 
sion so that he can do better. 

The American dream is that anyone in our country, regardless of 
his start, can get rich. I think that the average American objects to 
a ceiling that literally says to him, “Stop dreaming, because neither 
you nor your children can ever get rich.” 

Mr. Kean. I also believe that a tremendous amount of the attempt 
to avoid taxes, or to evade taxes, is based on the feeling that the people 
have that a tax this high is unfair, and that we would have a tremen- 
dous lessening of the tax avoidance and a tremendous lessening, there- 
fore, of litigation, if the top bracket were lowered. 

Mr. Reagan. I think, sir, that the average American would like 
to feel happy and patriotic about paying his tax. But I think that you 
are right, the psychology that is growing is exactly the same feeling 
we had in the country over prohibition, Those people who disagreed 
with the law rationalized they were justified in breaking it. 

The Crzatrman. Mr. Ikard will inquire, Mr. me 

Mr. Ixarp. Mr. Reagan, you endorsed the Sadlak-Herlong proposal 
in your statement, and then also in your response to Mr. Eberharter’s 
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question, suggested that the averaging of income would be helpful in 
the situation which you so clearly delineated here. 

Are you familiar with the proposal of Mr. Jenkins and Mr. Keogh 
which would give to self-employed persons the right to make some pro- 
visions for retirement ? 

Mr. Reagan. I know of the bill, sir. I am not familiar with the 
details of it. 

Mr. Ixarp. I would like to have you comment on which of these 
three proposals you think would best meet the situation, whether the 
Sadlak-Herlong proposal, the averaging proposal, or the so-called Jen- 
kins-Keogh proposal. 

Mr. Reacan. Sir, I think that the most essential need today is a 
reorganization of the tax structure which eliminates the terribly 
high or excessive surtaxes. I think there is not only harm to the 
individual in taking that much money or confiscating that much money 
from an individual’s earnings, it is counter to everything that we 
believe is basic American principle. 

Thank you. 

Mr. Ikarp. Thank you very much. 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Mr. Reagan, you have given very interesting and effec- 
tive testimony in behalf of the lowering of the ceiling on personal 
income tax. You have put your story across in great shape. 

I want to call your attention to the fact that there is another method 
that might be used which would solve your problems as well and that 
would be an allowance, a depreciation allowance, for these 5 years 
of maximum depreciation on the human being as we give to war 
machinery. 

Wesay write off the cost of the war machinery in 5 years as deprecia- 
tion. If you could do that during your 5 high years, you would not 
need too much, would you ? 

Mr. Reacan. Yes, but there are many other people who achieve a 
high income status and whose depreciation is not as great as ours. 
What about them ? 

Mr. Mason. I do agree. I say this is one method that would solve 
your problem technically. 

Mr. Reagan. Yes, of course we will take almost anything we can 
get. We feel we are about as short lived as an oil well and twice as 
pretty. 

Mr. Mason. I think you are sound in your problem. 

The Cuarrman. Mr. Karsten will inquire. 

Mr. Karsten. Mr. Reagan, you said if you could retain 50 cents 
on every dollar you would be so busy you could not be here. 

I would like to raise a question in reference to page 3 of your state- 
ment. 

You say: 


Overexposure is the fear of all performers. 
You goon to say: 


Before motion pictures an actor could move on to another place when there 
were indications that his audience had tired of his wares. 


Passage of this bill would furnish you so much employment, would 
you burn out in less than 5 years? 
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Mr. Reagan. Yes, sir; but if I did burn out I would be sitting with 
something awfully pretty to look at. I could afford it. 

Today if I burn out Iam lonesome. 

The Cuarrman. Mr. McCarthy will inquire. 

Mr. McCarruy. Mr. Reagan, I would like to raise this question: 

In your testimony you state that the Government receives only a 
quarter of a billion dollars in gross surtax above the 55-percent rate 
and only $2 billion in surtax above 34 percent. 

It seems to me that these surtaxes are not particularly effective, 
and if we had a 50-percent rate, which was applied assiduously, and 
certain other benefits which are now available to motion-picture actors 
and others in the way of capital gains and other special considerations, 
that they would really be paying much more in the way of taxes than 
we are now paying. 

Do you feel that the surtax has fallen in a very special way on most 
motion-picture actors, or are you speaking of just generally in terms 
of the psychological effect ? 

Mr. Reacan. No, sir; the low revenue from the surtax is, I feel, due 
to the fact that there are not many people who get up that far in 
income. 

Mr. McCarruy. Then by the same token not very many people are 
getting hurt ? 

Mr. Reagan. Even if one is getting hurt, is it going to be the policy 
of our Government that because he is outnumbered by the majority, 
it is all right to hurt that one? 

Mr. McCarruy. You have not been speaking for the one. You 
have been speaking for the general class of the 90-percent bracket. 
Your testimony shows that really hardly anybody is affected by it be- 
cause of the many devices used to avoid it. 

Mr. Reacan. Yes, sir. But if the one refuses to work because he 
does not want to get himself hurt with a 90-percent tax bracket, then 
the average crew of around 200 people involved in making a motion 
picture do not work and they are not in the 90-percent bracket. 

In Hollywood, the average motion-picture employee knows his way 
to all the studios and to the unemployment-insurance office. 

Mr. McCarriy. We have testimony before the joint committee to 
the effect that the really effective rate is hardly ever above 51 percent. 

The point I want to get at is whether you feel the movie actors and 
actresses do pay 91 percent, or are discouraged in any special way be- 
cause of the existence of that rate whereas other people with the same 
high incomes evidently find ways of avoiding paying 90 percent and 
pay, at the highest, approximately 50 percent, which you say is a kind 
of break-even point. 

Mr. Reagan. Sir, I don’t believe that holds up. I have not been— 
whether you look at it as being fortunate or unfortunate—down as low 
as the 50 percent bracket for some time. 

Mr. McCartny. Taking into account capital gains and income from 
tax-exempt bonds and other sorts of income, testimony we have re- 
ceived in the past indicates that 51 percent or 53 percent is approxi- 
mately the tax that is paid. 

Mr. Reacan. You say tax-exempt bonds and so forth. 

The only people in the motion picture industry who today have 
capital to invest are those people who were around before the high 
taxes were imposed and accumulated it then. 
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I know of no actor who has come along in recent years, unless he 
was fortunate enough to form a corporation in which he has ownership 
and residual value in such a corporation, who has been able to accu- 
mulate anything. Personally, I don’t own a tax-exempt bond. 

Mr. McCarruy. Thank you. 

The Cuarrman. Are there any further questions? 

Mr. Byrnes will inquire. 

Mr. Byrnes. May I make a comment that I think Mr. Reagan ought 
to run for Congress because we need more of his philosophy and per- 
suasiveness here in Congress. 

Mr. Mason. Particularly the persuasiveness. 

Mr. Reagan. You mean that I have won? 

The Cuatrman. Are there any further questions ? 

If not, Mr. Reagan, again we thank you for your appearance and 
information you have given the committee. 

Our next witness is Mr. Edward E. Slettom. 

Mr. Slettom, will you give us your name, address, and the capacity 
in which you appear, for the benefit of the record ? 


STATEMENT OF EDWARD E. SLETTOM, EXECUTIVE SECRETARY, 
MINNESOTA ASSOCIATION OF COOPERATIVES 


Mr. Sterrom. My name is Edward Slettom. I serve as executive 
secretary for the Minnesota Cooperatives, located at 1651 University 
Ave., St. Paul, Minn. 

The Cuamman. Mr. Slettom, can you complete your statement in 
the 5 minutes allotted to you, sir? 

Mr. Sterrom. Yes, sir. 

The Cuarrman. Fine. Without objection, your entire statement 
will appear in the record, if you omit any of it. 

Mr. Sterrom. Thank you. 

Membership in this association consists of a rather good cross-sec- 
tion of various types of cooperative business enterprises in Minnesota. 
These include cooperative grain elevators, dairy and poultry proc- 
essing plants, livestock shipping associations, credit unions, produc- 
tion credit associations, national farm loan associations, animal artifi- 
cial breeding, transportation, wool, rural electric, insurance, and farm 
supply cooperatives. 

As you gentlemen know, there are two sides to the farmers’ ledger— 
income and expenses—and expenses are high. 

We are aware of the campaign which the anticooperative forces are 
directing against the cooperative way of doing business. This is evi- 
denced by the number of trade associations which have teamed up 
with the foes of cooperatives in meting out literature, movie films, and 
hundreds of letters to members of Congress attacking the coopera- 
tives of this country. 

So effective has this type of propaganda been that some authors and 
publishers of high school textbooks have unknowingly, we believe, 
echoed the views of these anticooperative groups without analyzing 
the fundamental differences of organizational structure between coop- 
eratives and other types of business enterprises. 

The concept of people working together to provide their economic 
needs is sound and desirable. 


| 
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We need not dwell on the point that the farmers’ purchasing power, 
of net income from the sale of farm produce, is at the lowest point in 
20 years. The income of farmers would be even less were it not for 
the cooperative organizations they own and control. 

This is evident to any observer who will analyze the cash refunds 
being paid to farmers who are either marketing products or purchas- 
ing supplies through cooperatives. 

Our association ah year submitted to its members a questionnaire 
which was intended to elicit figures and facts which show how coop- 
eratives affect individual farmers, and the communities in which they 
live. Forty-four cooperatives, including grain elevators, milk plants, 
farm supply, produce, stores, breeding associations and rural electrics, 
supplied complete answers to our questionnaires. 

We took the information as it was received and merely added up 
the totals. We think that the data we received is representative of all 
the cooperatives in the State. The 44 cooperatives reported : 

1. Actual cash paid out for the latest fiscal year in retiring capital 
stock and other patrons’ equities totaled $1,175,968. 

This cash money was paid to farmers and other patrons who spent 
it on the main streets of our Minnesota towns. This money or 
all businesses in these towns as it constituted additional purchasing 
power which isso badly needed at the small community level. 

4m additional $38,546 was paid as cash dividends on capital 
stock. 

Many of the cooperatives do not pay any dividends on their stock ; 
rather, they distribute al] net margins on the basis of patronage. 

3. Five percent of the 44 cooperatives are now paying out cash to 
revolve the patrons’ equities which they issued in the years 1943-45; 

Seventy percent are revolving patrons’ equities issued in the years 
1946-50; and 

Twenty-five percent are revolving equities issued in the year 
1951-56. 

That record demonstrates that the cooperatives actually are pay- 
ing out cash to retire their patrons’ equities. 

4, All 44 of the cooperatives reported that they notify each patron 
of the dollar amount of his share in the net margins so that the in- 
dividual patron can include that amount in his individual income 
tax return. 

5. Forty-two of the 44 cooperatives also pay out cash to 
retire stock out of the normal order for the convenience of settling 
estates. There has been no problem in this regard. 

6. All 44 cooperatives are specifically obligated by their articles 
of incorporations or bylaws to distribute the net margins to patrons 
on the basis of their patronage. 

7. Despite the fact that these 44 cooperatives paid $1,175,968 in 
cash to patrons, they also paid $38,797 in State and Federal income 
taxes. 

In addition, they paid $132,399 in real estate and personal property 
taxes, 

8. These 44 cooperatives provided employment for 692 people. 

9. Over the years that these 44 cooperatives have been in existence, 
some for longer periods, but the majority since the 1930’s, $13,344,674 
has been paid in cash to patrons and members. 
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That 13 million has helped individual farmers to conduct their farm 
businesses more profitably, just as other business enterprises employ 
group buying and group selling methods whenever it will benefit 
them. 

Surely there is nothing wrong when farmers establish an off-the- 
farm business in order to realize more individual net income. 

In conclusion I explain that it has been my privilege to live and 
work on a farm during my youth, to work for farm people as a voca- 
tional agricultural teacher, a country agricultural extension agent, 
as the deputy commissioner of agriculture for the Minnesota depart- 
ment of agriculture, and now as an employee of their association of 
cooperatives, 

I am exceedingly proud of the things which farm people have been 
able to do with limited capital and break-even prices to provide the 
food and fiber for our people and many throughout the world. 

Now we are here to defend the one economic tool which can assist 
them in developing some degree of bargaining power so that they 
may realize an income comparable to incomes in other areas of our 
economy, for the same investment of capital, labor and management 
skill. 

The Cuarrman. We thank you very much, Mr. Slettom, for your 
appearance and information given the committee. 

Are there any questions? 

If not, thank you, sir. 

Our next witness is Mr. Fred V. Heinkel. 

Mr. Heinkel, will you please identify yourself for the record by 
giving your name, address, and the capacity in which you appear. 


STATEMENT OF FRED V. HEINKEL, PRESIDENT, MISSOURI FARM- 
ERS ASSOCIATION, COLUMBIA, MO., ACCOMPANIED BY WILLIAM 
W. BECK, GENERAL COUNSEL 


Mr. Hernxet. My name is Fred V. Heinkel, of Columbia, Mo. I 
am president of the Missouri Farmers Association, a farmers coop- 
erative association operating primarily in the State of Missouri and 
which has a olen of more than 160,000 farmers. 

I have with me our general counsel, William W. Beck. 

The CuatrMan. You are recognized for 15 minutes, sir. 

Mr. Hernxet. I, too, am a farmer, having been reared on a farm 
in Franklin County, Mo., which I now own and operate. 

I appreciate the time alloted to me by this committee and appreciate 
that the demand which has been placed upon this committee for time 
has been most substantial. 

In consideration of that fact, my remarks here will be brief, but 
I hope the committee will not misinterpret the brevity of these re- 
marks as meaning that the problem being considered here is of small 
importance. 

The matter of gravest domestic concern facing this Nation today is 
the economic position in which the farmers of this country find them- 
selves. 

With the parity ratio standing at 81, our Nation’s agriculture is on 
the brink of economic disaster and farmers are being eliminated by 
the thousands. 
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Right now, the average per capita net income of farmers is less than 
one-half the per capita net income of nonfarm people. 

In our part of the country, farm liquidations have increased to 
alarming proportions, and, tragically, these farmers are forced into 
the urban labor force which is not in a position to absorb them. 

I am sure this committee recognizes that as unemployment con- 
tinues to rise, off-the-farm job opportunities are now virtually non- 
existent for these displaced farmers. 

I am confident that there will be those who suggest that this is not 
an appropriate committee before which to make such an appeal as this, 
but the whole point of this argument is that a farmer and his coopera- 
tive association are inseparable. A farmers cooperative reflects di- 
rectly the changes in the economic status of farmers. 

And the converse is also true; changes which affect the economic 
status of a farmers cooperative directly affect the economic status of 
the farmer himself. 

There are those who would have this committee believe, as well as 
the public at large, that a farmers’ cooperative association is some 
wholly distinct entity, completely separate from the farmer himself, 
and that a cooperative’s economic situation, including its status in 
regard to Federal income taxation, is something to be considered sepa- 
rate and apart from the economic situation facing the farmers who 
own and control that cooperative. 

But a farmers’ cooperative, whether it be a marketing or purchas- 
ing association, is but an extension of the farming operation. These 
off-the-farm operations of farmers are a direct and integral part of 
the farming operation. 

The problem before this committee is an economic problem; it is 
not a legal argument; it is not a constitutional question. It is purely 
and simply a question of the economic situation facing our agricul- 
tural communities. 

I think this committee should bear in mind that if you follow the 
advice and suggestions of critics of agricultural cooperatives, the only 
net result of such action will be to reduce the income of farmers. 

Whichever way this is accomplished, either by direct taxation on 
the farmer himself, or a tax on his cooperative association, it reduces 
a farmer’s income and in these serious times, severely cuts his pur- 
chasing power. 

It is submitted to this Congress that the enemies of farmers’ coop- 
eratives—and they are enemies—would do all within their power to 
cripple or destroy the cooperative associations in this Nation. 

The obvious reason is because they see within that move, more profit 
to themselves. These persons, ordinarily acting through a front or- 
ganization, have propagandized visciously, unjustly, and unfairly, 
the tax treatment of farmers’ cooperatives. 

I think that the importance of farmers’ cooperatives to the farmers 
of this country is best demonstrated by the viciousness of the attacks 
of those persons who fight in all their devious ways to prevent farmers 
from cooperatively marketing their products or purchasing their farm 
supplies in order to increase the producer’s share of the food dollar 
and to reduce the cost of production. 

In the past, these enemies of farmers’ cooperatives have achieved 
some success in influencing the public attitude and have exerted sub- 
stantial pressures on the Congress. 
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In 1951 a significant change was effected in the Internal Revenue 
Code by adding what is now known as section 522. That law became 
effective in October of 1951. 

To me, it is significant that the parity ratio on that date stood at 
105. In the next 2 immediate months, the ratio rose modestly. And 
since December of 1951, the parity ratio has constantly declined until 
it now stands at 81. 

I am sure that many will say there is no connection between the blow 
dealt farmers’ cooperatives in October of 1951 and the downhill slide 
of farm prices, but I am certain that even those critics could not hon- 
estly say that this amendment to the Internal Revenue Code of 1951 
did anything to stop the substantial break in farm income and farm 
purchasing power. 

It is my belief that this committee should be considering ways and 
means to further strengthen farmers’ cooperative associations so that 
they may grow to a size whereby they can do for the farmer the job 
which needs be done. 

As I mentioned before, the parity ratio stands at 81. Yet it would 
be interesting to speculate as to where the parity level would have 
dropped had it not been for cooperative associations. 

It is my personal opinion that the long-range answer to our farm 
problems lies in having enough of the marketing and distribution 
outlets for farm products owned by the farmers who produce these 
products so that they may have a major voice in pricing those products. 

Farmers should likewise own and control enough of the production 
of their farm supplies so as to exert major influence on the cost of 
production of the farm products produced by them. 

A farmers’ cooperative is the keystone of any farmer’s self-help pro- 
gram which will gradually permit the farmer himself to organize ef- 
fectively and increase the returns to him from farming. 

If this Congress will foster and encourage the strengthening and 
growth of farm cooperatives, I sincerely believe that Government aid, 
which is presently essential and which should be provided through 
various other farm programs, can, over a period of time, be sharply 
diminished. 

It is my firm belief that if this committee would take positive steps 
to encourage that growth, you will have made a substantial contribu- 
tion to the solution of the farm problem. 

I believe that this committee can make this contribution by taking 
the following steps, positive steps, to encourage the growth and de- 
velopment of farmers’ cooperative associations: 

1. Repeal section 522 under the Internal Revenue Code relating to 
the imposition of taxes upon farmers’ cooperative associations. 

If I may digress for just a moment, we want to be fair, reasonable, 
and practical about this whole matter. If section 522 does remain in 
effect, then we agree with the statement made by Mr. Beernink a few 
moments ago. We are members of the National Council of Farmers 
Cooperatives and concur with the statement which he made on page 11 
which reads as follows: 

We believe some ground and practical policy can be developed which will give 


the patron an option either to pay the tax for the year in which he receives 
a noncash allocation, or later year in which it is redeemed or saved. 
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2. Amend section 521 (b) (4) to provide as follows: 


Exemption shall not be denied any such association which markets the prod- 
‘ucts of nonmembers in an amount the value of which does not exceed the value 
-of products marketed for members, of which purchases, supplies, and equipment 
for nonmembers in an amount the value of which does not exceed the value of 
the purchases made for persons who are neither members, provided the value 
‘of the purchases made for persons who are neither members nor producers does 
mot exceed 25 percent of the value of all its purchases; and, provided further, 
that the value of the products which are marketed for persons who are neither 
members nor producers does not exceed 25 percent of the value of all the products 
marketed by such association. 

I believe that if these recommendations were followed, this commit- 
tee would take a major step in leading us out of the farm crisis. 

I believe the amount of Federal revenue would be affected in no 
appreciable amount at this time, and over the long pull, would re- 
sult in substantially increased revenues by virtue of improving the 
economic situation of farmers and placing them in a position whereby 
their earnings would result in income at a level which would produce 
Federal income taxes thereon. 

Any modifications of the income tax statutes increasing the tax 
burden of farmers, of farmers cooperatives, at this time would be a 
declaration on the part of the Congress that farmers cooperative asso- 
ciations should no longer be encouraged. It would put the stamp 
of congressional approval upon the vicious attacks which have been 
made by those who have for years now waged a pressure campaign 
to destroy farmers cooperatives. 

Such an action would be disheartening to the millions of farmers 
who own and operate and are served by their cooperatives. 

Such action should not be taken at a time when the American 
farmer is in the throes of a farm depression. This is not the time 
for Congress to rebuke farmers cooperative associations which have 
shown repeatedly that they are vital and necessary to maintaining 
American agriculture. 

Rather, now is the time for affirmative, positive action to demon- 
state to the farmers of this Nation that they have not been aban- 
doned, but are regarded by this Congress as the basic segment of our 
national economy. 

Now is the time to demonstrate to the world that we will have a 
sound and stable economy, resting upon the firm base of a prosperous 
agriculture. 

The Cuarrman. Are there any questions of Mr. Heinkel ? 

Mr. Reep. I would like to congratulate Mr. Heinkel. I think I 
remember you on a visit made out in your State. 

Mr. Hernxeu. Yes, sir. We appreciated your coming out there. 

Mr. Karsten. I would like to commend Mr. Heinkel, whom I have 
known for many years, and thank him for bringing this information 
to the committee. 

I am certain it will be helpful to us in our deliberations. 

The Cuatrman. If there are no further questions, Mr. Heinkel, we 
certainly appreciate your appearance. 

Mr. Hernxex. Thank you, Mr. Chairman. 

The Cuatrman. Our next witness is Mr. Patrick Healy. 

Mr. Healy, will you please identify yourself for the record by giv- 
ing your name, address, and the capacity in which you appear. 
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STATEMENT OF PATRICK B. HEALY, ASSISTANT SECRETARY, AC- 
COMPANIED BY M. R. GARSTANG, GENERAL COUNSEL, AND 
MACK GEBBERT, MARKETING CONSULTANT, NATIONAL MILK 
PRODUCERS FEDERATION 


Mr. Hnaty. I am Patrick B. Healy, assistant secretary of the Na- 
tional Milk Producers Federation, with offices at 1731 I Street NW., 
in Washington, D. C. 

With your permission, Mr. Chairman, I would like to present Mr. 
M. R. Garstang, general counsel of our organization, and Mr. Mack 
Gebbert, marketing consultant, and ask permission that they be al- 
lowed to participate with me in this testimony. 

The Cuarrman. Without objection they may do so. 

Can you complete your statement in the 5 minutes allowed to you? 

Mr. Heaty. Yes, sir. 

In the interest of time I would like to ask that the statement which 
you have be filed for the record. 

The Cuatrman. Without objection, it will be filed. 

Mr. Hearty. And I propose to comment briefly on some of the 
salient points in it. 

The CuHarrMan. You are recognized. 

Mr. Heaty. First of all, our organization is made up of some 800 
dairy cooperative associations in every State in the United States. 
Those dairy cooperatives have a dairy farmer membership in ex- 
cess of 500,000. ; : 

Now, these dairy farmers and their cooperatives are directly af- 
fected by the subject matter of taxation being considered by this 
committee. 

I would like to tell you just now that the weight of what we have 
to say here rests on the fact that a dairy cooperative, or any farmers’ 
cooperative, for that matter, is not an entity standing between the 
farmer and his market to make a profit. 

The dairy cooperative is the farmer. It is the farmer acting to- 
gether with his neighbor to process and market at cost the produce 
of his farms. 

The complete return that the farmer receives for his produce is 
made up of his monthly milk checks plus a patronage refund which 
is allocated to him at the end of each marketing year. This patron- 
age refund represents a part of the gross income of the farmers for 
the sale of his commodities. 

I would like to make it clear that it is not analogous to a corpora- 
tion dividend. It is part of the return for the sale of his commodity, 
and, as such, we feel that the farmer should be taxed for it just as he 
is taxed for any other income that he has. 

But we do not feel that he should be taxed twice for it, once in his 
cooperative and again when he receives his allocation. 

Now, we are aware that many who would seek to hamper or destroy 
the cooperative structures which have been established by farmers 
in this country would like to burden or restrict the operations of the 
cooperatives. They have chosen a tax method to do it, and we are 
here to earnestly appeal to the members of this committee to see that 
it is not done. 
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They claim that there is a double taxation on corporations and a 
single tax on cooperatives. We feel there is some measure of truth 
in what they have to say there. 

However, we do not believe that this business of double taxation 
should be extended to cooperatives in order to correct any inequity. 

If this is an inequity, we stand ready to join with proprietary 
corporate structures toward gradually reducing the double taxation 
with which they are now confronted. 

Now, the idea that dairy cooperatives are tax exempt is not a fact. 
Actually, they pay substantial Federal, State, and local taxes. 

The Revenue Act of 1951 requires that the net savings of the co- 
operatives be taxed once, either in the hands of the cooperative or 
in the hands of the patron. 

We again stand ready in our cooperatives to implement that law or 
to strengthen it so that it is not misunderstood. 

ur farmers are willing and ready to pay taxes on all of the pro- 
ceeds of their sales. 

Proposals have been made for a withholding tax on patronage 
refunds. 

Again we would like to say, in that regard, that patronage refunds 
are part of the farmer’s gross receipts for his commodities, and there 
is no more reason to apply a withholding tax to that part of his 
receipts than there is to apply it to his monthly milk check. 

Now, another point that 1s raised by people who would attempt to 
hamper or restrict farmers’ cooperatives is that the cooperatives have 
an unfair advantage over noncooperative corporations in raising cap- 
ital for expansion. 

Deferring the cash payment of patronage dividends is the basis for 
this unfair method of financing, they say. This assumes that the 
amounts refunded to patrons are the same as corporate profits. 

Cooperatives do not have income. Because of agreements made 
with their patrons, the net savings of cooperatives belong to its 
patrons and not to the cooperative. 

The income produced by a noncooperative corporation belongs to 
the corporation. The dividends paid on capital stock go to the owners 
of the capital. 

In contrast, the patronage refunds of a cooperative go to the patron 
as the final payment to complete the return from his sale of produce 
from his farm. 

One of the things I would like to say, Mr. Chairman, and I think 
that will complete my testimony, is that the charge has been made by 
proprietary corporations that this unequal taxation has hampered 
their growth and has fostered the growth of cooperatives to their 
detriment. 

We have some figures from the United States Department of Agri- 
culture, the marketing and transportation branch, which indicates 
that in 1950 six of the largest national dairy chains had approxi- 
mately 31 percent of the total retail sales of dairy products in that 
year; 31 percent in 1950. 

In 1956, these same chains represented approximately 40 percent 
of the total retail sales of dairy products. 

So certainly I cannot see how farmers cooperatives have hampered 
their growth to any great degree. 
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We would like to offer to the committee an amendment to the In- 
ternal Revenue Code which would strengthen the intent of the 1951 
act in this manner: 

It would make it clear, or it would clarify the intent of that act 
that taxes should be paid on patronage refunds once, and that these 
taxes should be paid by the farmer at the time the allocation of the 
refund is made. 

With your permission we would like to have this offered for the 
record. 

The CnatrmMan. Without objection, it may be included in the record. 

(The amendment referred to is as follows:) 

Amend the Internal Revenue Code of 1954 by adding the following new section: 

“Sec. 78. A person doing business through a cooperative organization shall be 
deemed thereby to have elected to be taxable in his idnividual capacity for that 
portion of the net returns of such organization allocated to him in accordance 
with a preexisting obligation as a patronage dividend, refund, or rebate. The 
face amount of such allocations, less any portion thereof not related to the trade 
or business of the patron, whether paid in cash, merchandise, capital stock, 
revolving fund certificates, retain certificates, certificates of indebtedness, letters 
of advice or in some other manner that discloses to the patron the dollar amount 
allocated to him, shall be included as gross income in computing the income tax 
of the patron for the taxable year in which notice of the dollar amount of such 


allocation is received.” 
Mr. Hearty. Mr. Chairman, that is the sum of what I would like 


to say about this testimony which we have filed. We thank you for 
your courtesy. 


The Carman. Mr. Mason will inquire. 

Mr. Mason. You just said that you want to offer a clarifying amend- 
ment to the law to make it clear that the farmers should pay a tax on 
their allocations from the co-ops, even if those allocations are worth- 
less pieces of paper and the courts have said that they do not have 
cash value. 

Mr. Hearty. The point is, Mr. Mason, that these farmers do own 
and control their cooperatives. 

Mr. Mason. The point is that the courts have ruled they have no 
cash value and, therefore, are not income. 

Mr. Hearty. What we are attempting to do with this legislation 
is to correct that very point, because most of these patronage alloca- 
tions do have value. 

They represent a part of that cooperative which the farmer, acting 
as a director or member of that cooperative, has elected to leave in- 
vested there instead of taking it out as income. 

Mr. Mason. You say they do have value. The court says they do 
not have value. You are saying in substance that we will penalize 
the farmers and make them pay taxes on something that is worthless 
in order for the cooperative itself to go free. 

That is really your proposition. 

Mr. Heaty. Part of this reads: 

Whether paid in cash, revolving fund certificates, retained certificates, certi- 
ficates of indebtedness, letters of advice, or in some other manner which discloses 
to the patron the dollar amount alloted to him. 

We think if a farmer is told what his patronage refund is and he 
elects as a part owner and operator of the cooperative, to, in effect, 
reinvest that in the cooperative, then he has accepted that as income 
and should be, and is, willing to pay taxes on it. 
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Mr. Mason. We cannot legislate on the basis of what you think. 
We have to legislate on the basis of what the court says. 

Mr. Heary. Well, the reason we are proposing this amendment is 
to offset the court decisions and to give the court something definite on 
which to base a new ruling. 


Mr. Mason. That is all, Mr. Chairman. 
(The formal statement of Mr. Healy is as follows:) 


STATEMENT OF PatrtcK B. HEALY, ASSISTANT SECRETARY OF THE NATIONAL MILK 
PRODUCERS FEDERATION, ACCOMPANIED BY M. R. GARSTANG, GENERAL COUNSEL, 
AND MACK GEBBERT, MARKETING CONSULTANT 


My name is Patrick B. Healy. I am the assistant secretary of the National 
Milk Producers Federation with offices at 1731 Eye Street, NW., Washington, D. C. 

The National Milk Producers Federation is an organization made up of farmer- 
owned and farmer-controlled dairy cooperatives. Dairy farmer membership in 
these cooperatives exceeds 500,000 farm families located in every State of the 
United States. 

Dairy farmers and their cooperatives are directly affected by the subject mat- 
ter being considered by this committee. They have an understandable interest 
in the tax treatment of cooperatives and their patrons. At the last annual 
meeting of the National Milk Producers Federation the voting delegates passed 
the following resolution dealing with this subject : 

“The taxation of farmers’ cooperatives was reviewed by Congress in 1951. The 
Internal Revenue Code was amended to subject cooperatives to Federal income 
taxes on net savings not distributed or allocated to patrons. Under the new law, 
farmers’ cooperatives are taxed on the same basis as business enterprises con- 
ducted by individuals or partnerships. 

“The new law recognizes that savings made by farmers in marketing their pro- 
duce at cost through their own cooperatives belong to the farmers. 

“As such, patronage refunds, when allocated, represent part of the gross income 
of farmers and are properly taxable to the patron. However, an extension of the 
withholding tax to such allocations would discriminate unfairly against farmers. 

“Any inequity that may exist by reason of the double taxation of corporations 
and the single tax applied to businesses operated by cooperatives, partnerships, 
or individuals should be resolved by gradual elimination of the double tax on 
corporations and not by extending the double tax to other types of business 
enterprises. 

“We will take such steps as may be necessary or advisable toward the amend- 
ment of Treasury regulations or new legislation to carry out the intent of the 
1951 law relating to the taxation of cooperatives and their patrons. 

“We are aware that those who would hamper or destroy farmers’ cooperatives 
will continue to seek measures to burden and restrict cooperative operations. The 
Federation will be alert to proposals contrary to the welfare of farmers and their 
cooperatives and will oppose aggressively detrimental legislation relating to the 
unfair taxation of cooperatives.” 

It has been the policy of the Government to encourage farmers’ cooperatives 
based on the laws passed to regulate their incorporation and operations, similar 
to the laws enacted to govern the incorporation and operation of profit-type cor- 
porations. 

The purpose of the farmers’ cooperatives is to perform marketing, purchasing, 
and other services for their patrons at cost. The purpose of the profit-type cor- 
poration is to make a profit for the stockholders upon the business done with 
customers. 

Every citizen has the right to engage in business under the profit-type corpora- 
tion, partnership, individual proprietorship, or cooperative-type of system. The 
first three business units are familiar to almost everyone, but the facts about 
cooperatives are not so well known. 

The primary difference of cooperatives from the other three types is that the 
dairy cooperative is not a business entity that stands between the farmer and 
his market, seeking to make a profit on the handling of his product. The dairy 
cooperative is an entity composed of the farmers themselves. Their returns from 
their cooperative—including original advances and whatever savings in market- 
ing costs are realized through the cooperative effort—are the sum total of what 
their product nets in the market. The basic purpose of farmers in a cooperative 
is to process and market at cost their own commodities. They operate their 








GENERAL REVENUE REVISION 2003 


cooperatives not to make a profit for the cooperative—but to obtain a better price 
and a dependable market for themselves. 

The other types of business entities dealing with farmers have as their pri- 
mary objectives buying from the farmer at a low price and selling at a higher 
’ price thus taking a profit for themselves on the processing and marketing opera- 

tion. Under these conditions it is understandable there should be some conflict 
between the commercial-type businesses and the cooperatives. 

No one should object to farmers joining together to provide these services for 
themselves at cost. However, there have been objections, and they frequently 
take the form of attacks on the cooperatives. In many cases such attacks are 
based on selfish motives and the desire for a larger volume of business and 
greater profits, and they should be recognized as such. Competitors have at- 
tempted to create the impression that the cooperatives are tax dodgers and 
the recipients of unfair favoritism. This is not true, and many of those who 
use this argument are themselves paying only a single tax on businesses which 
they operate as partnerships or individual enterprises. In some cases the tax 
argument is used to cover up an attempt to undermine farmers’ cooperatives 
and hurt them in the eyes of the public, thus hampering or eliminating the 
competition which they provide. 

The opponents of farmers’ cooperatives demand tax equality, but the tax 
equality they refer to is already enjoyed by every individual who owns a busi- 
ness and by every partnership; and it could be taken advantage of by general 
corporations if they wished to conduct their business on a cooperative basis. In 
fact, instead of repeal of the cooperative tax statute, the opponents of coopera- 
tives are now demanding special taxes on the patronage refunds of cooperatives 
which are part of the return to farmers for their products. It becomes obvious 
that the real objective of the attack is to remove the restraining influence the 
cooperatives have on making of profits by commercial-type businesses at the 
expense of the farmers. 

There are very few benefits for cooperatives in the tax law that are not 
equally available to the profit-type businesses. The big difference in tax 
liability results from the fact that cooperatives are operated at cost and not for 
profit. 

Two deductions for income tax purposes are available to exempt cooperatives 
which are not available to other cooperatives or other businesses. These are: 

(1) On dividends on capital stock. 

2) On allocations to patrons of nonpatronage income such as rents, profits 
on sales or exchange of capital assets, and profits done with the United States. 

Offsetting these advantages are strict limitations on the operation of the co- 
operative. 

Included in these requirements are: (1) the organization must be a farmers’, 
fruitgrowers’, or like association; (2) it must be operated primarily on a cost 
basis; (3) members and nonmembers must share alike in patronage refunds; 
(4) nonmember business must not exceed member business; (5) products of non- 
producers must not be marketed except in limited emergency cases; (6) owner- 
ship of voting stock must be limited to producers; (7) the dividend rate on capital 
stock must be limited ; and (8) reserves must be limited. 

Opponents of cooperatives not only propose to eliminate the few benefits 
granted the cooperative but also to levy a tax on their patronage refunds. When 
the farmer sells through his cooperative the refund corrects an underpayment 
made to him at the time he delivered his milk or butterfat. The correction often 
increases the farmer’s income, which gain is taxable in his personal income. 

Patronage refunds are not income to the cooperative because the cooperative is 
under contract to refund any savings it makes to the patron and the cooperative 
cannot keep the savings for itself. In the same manner, patronage refunds 
covered by a preexisting agreement are not income to the profit-type corporation, 
to the single proprietorship or to the partnership. Thus, in this respect coopera- 
tives receive no special privilege. 

Often cooperatives are financed by the patrons leaving their refunds in the 
cooperative as revolving fund capital. The effect of this arrangement is the same 
as if the patronage refunds had been paid in cash and the patron had reinvested 
them in the capital of the cooperative. The portion retained by the cooperative 
is not income any more than money received by a profit-type corporation from the 
sale of shares of stock. 

If the farmers could not process and market their commodities through their 
own cooperatives at cost it would raise the cost of the things they buy and reduce 
the price of the products they sell. Since the dairy farmers are even now in a 
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cost-price squeeze, depriving them of their patronage refunds creates an addi- 
tional and unwarranted burden. 


The National Milk Producers Federation has never argued that a single tax 
should not be collected from a business operated by a cooperative just as a 
Single tax is collected from businesses operated by individuals or by partnerships. 
It has opposed, however, and will continue to oppose any attempt to double tax 


savings made by farmers in the marketing of their products through their own 
cooperatives. 


The Internal Revenue Code, as amended, recognizes that savings made by 
farmers in marketing their produce at cost through their own cooperatives belong 
to farmers. We do not oppose amendment of Treasury regulations or new legis- 
lation to carry out the intent of the 1951 law relating to the taxation of coopera- 
tives and their patrons. Such amendments or new legislation must, however, be 
directed in good faith to carrying out the 1951 law and not toward the crippling 
or eliminating of farmer competition through cooperatives. 

We appreciate having had this opportunity to submit the views of American 
dairy farmers to this committee and thank you for your consideration. 

The Cuarrman. Are there any further questions? 

If not, Mr. Healy, we think you and those associated with you for 
your appearance and information you have given the committee. 

If the committee does not object, the Chair would like to recess at 
thispoint. 

The committee will resume hearings at 1:30. 

The first witness will be Mr. Wilfrid E. Rumble. 

(Thereupon, at 11:50 a. m., the committee was recessed, to recon- 
vene at 1: 30 p. m., same day. 


AFTERNOON SESSION 


The committee reconvened at 1:30 p. m., upon the expiration of 
the recess. 

The Cuatrman. The committee will please come to order. 

Our next witness is Mr. Wilfrid E. Rumble. 

Mr. Rumble, please come forward and identify yourself for the rec- 


ord, by giving your name, address, and the capacity in which you ap- 
pear. 


STATEMENT OF WILFRID E. RUMBLE, MEMBER, LAW FIRM OF 
DOHERTY, RUMBLE & BUTLER, ST. PAUL, MINN., ON BEHALF 
NATIONAL FEDERATION OF GRAIN COOPERATIVES 


Mr. Rumete. Mr. Chairman and gentlemen, I am Wilfrid E. Rum- 
ble, a member of the law firm of Doherty, Rumble & Butler, of St. 
Paul, Minn., and for many years since 1920 I have represented a num- 
ber of the cooperatives which function in the North Central States. 

I appear here for the National Federation of Grain Cooperatives, 
Land ©’ Lakes Creameries, and Farmers Union Central Exchange, 
Inc., and Farmers Union Central Exchange. 

The Cuarrman. Mr. Rumble, do you have a copy of your state- 
ment available for members of the committee ? 

Mr. Rumpze. Mr. Chairman, I have filed a statement with the com- 
mittee which I request be made a part of the record. 

The Cuarmman. Without objection, it will be done. 

(The statement referred to is as follows:) 
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STATEMENT OF WILFRID E, RuMBLE, EsqQ., ON BEHALF OF NATIONAL FEDERATION 


OF GRAIN COOPERATIVES, LAND O’LAKES CREAMERIES, INC., AND FARMERS UNION 
CENTRAL EXCHANGE, INC. 


Mr. Chairman and members of the Comimttee on Ways and Means, my name 
is Wilfrid E. Rumble. I am a member of the law firm of Doherty, Rumble & 
Butler, of St. Paul, Minn., and am now and have been since the early 1920's 
attorney for a number of farm cooperatives operating in the Northwest, and am 
appearing here on behalf of the National Federation of Grain Cooperatives, Land 
O’Lakes Creameries, Inc., and Farmers Union Central Exchange, Inc. 

Because the same arguments are being made to this committee today con- 
cerning cooperatives and their taxation as were made before the committee in 
1951 and in prior years, and because some members of the committee have be- 
come members since 1951, I feel impelled to go into the basic facts of cooperatives’ 
operations and then to deal briefly with some of the arguments which have been 
made in favor of proposed punitive legislation against cooperatives. 

In order to view fairly the taxation proposals which are being made, one must 
understand the general nature of cooperatives. The cooperative corporation is 
essentially a group of individuals or corporations, or both, organized into corpo- 
rate form for the purpose of acting collectively in the marketing of their products 
or the acquisition of their supplies. Although most States have statutes ex- 
pressly providing for the organization of cooperative corporations, and although 
Congress has provided for the organization in the District of Columbia of co- 
operative associations, of consumers,’ a cooperative may be organized under the 
ordinary business corporation statutes of most States. There are some ad- 
vantages in organization under the usual cooperative statutes, but there are 
also definite restrictions and disadvantages. The Minnesota General Coopera- 
tive Act’ is fairly typical. Cooperatives organized under these statutes differ 
from business corporations in several important respects, among which are the 
following: 

1. There is a limit on the amount of voting stock a member may own, a 
common limitation being “not more than one-twentieth of the stock out- 
standing”; 

2. Dividends on capital stock may not exceed a stated rate, such as 6 
percent per annum, and are not cumulative ; 

3. Each member has one vote only, regardless of the number of shares 
of stock he owns; and 

4. All earnings or savings or net margins remaining after payment of 
expenses of operation, dividends on capital stock, and provision for required 
reserves must be distributed to patrons annually or oftener. 

There are, in general, two types of cooperatives. One engages in marketing 
or selling the products or property of its members and patrons (customers), and 
is commonly known as a marketing cooperative. Most all cooperatives of this type 
are owned and controlled by farmers, and market only farm products. A notable 
exception is the Railway Express Agency. The other engages in purchasing or 
buying supplies and goods for its members and patrons, and is commonly known 
as a purchasing cooperative. Despite the growth of urban purchasing coopera- 
tives, it is still true that most of the purchasing cooperatives are principally 
owned and controlled by farmers. Urban cooperatives of this type are frequently 
referred to as consumer cooperatives. Some farmer-owned cooperatives engage in 
both marketing and purchasing activities. The principal purpose of any coopera- 
tive association is to sell, buy, or furnish products, merchandise, or services, as the 
case may be, for its patrons at cost. The essence of the cooperative is that the 
members get the services of the organization at cost. The organization is not 
designed to make profits for itself (except to pay limited dividends on what 
amounts to preferred stock). In order to reduce costs to their patrons, some mar- 
keting cooperatives engage in the first processing, warehousing, and transporting 
of farm products, and some purchasing cooperatives, for the same purpose and also 
in order to secure necessary supplies, engage in manufacturing operations and 
own and operate oil wells, refineries, fertilizer plants, and feed-processing plants. 

Cooperative associations vary in their actual methods of operation. Generally, 
however, the marketing cooperative agrees to market all the agricultural prod- 
ucts of the type handled by it produced and delivered to it by its patrons, and to 





1 District of Columbia Cooperative Association Act, Public Law 642, 76th Cong., 2d sess., 
+h. 397, approved June 19, 1940. 
2 nananaen Statutes, 1953, secs, 308.05 to 308.18. 
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pay to each patron the entire marketing proceeds after deduction of expenses. 
When a patron delivers products to the cooperative for sale, the amount to which 
he will finally be entitled cannot be known, so the cooperative pays to the patron 
a substantial part of the estimated sales price. At the end of the year, when the 
products have been sold and the costs determined, the cooperative distributes the 
remainder of the proceeds to its patrons in proportion to the products marketed 
for them. This distribution is called a patronage refund, but in reality it is 
further payment of the sales price. In addition to their selling, processing, ware- 
housing, and other activities incident to the marketing of products to the best 
possible advantage, most farmers’ marketing cooperatives employ laboratory and 
other experts for the purpose of improving the quality of their patrons’ products, 
increasing efficiency in production, and informing members of current develop- 
ments in production methods, types of product, and equipment. 

A purchasing cooperative agrees to buy and deliver to its patrons farm supplies 
and other goods at cost. Since the actual cost of each purchase cannot be deter- 
mined in advance, the cooperative usually charges and collects from the patron 
an amount more than sufficient to cover the expected cost price plus estimated 
operating expense. At the end of the accounting period the actual cost of goods 
purchased plus cost of operation is determined, and any excess amount collected 
from the patrons is returned to them in proportion to their purchases. The 
amount so returned to the patrons is a true patronage refund in that it is a re- 
fund of part of the purchase price paid initially. 

When I hereafter refer to a cooperative, I intend a farmers’ cooperative which 
is legally obligated by written agreement or by appropriate provisions of its 
articles of incorporation or bylaws, or by the statute under which it is organized, 
(1) to distribute to its members or patrons, or both, in proportion to their pa- 
tronage, all of its income in excess of its costs of operation, except such as it is 
authorized to pay in limited dividends upon capital stock and to place in statu- 
tory or other necessary reserves, and (2) to allocate or credit all reserves (ex- 
cept consumable reserves) to the patrons who contributed to them upon the same 
patronage basis.* 

Cooperatives are organized either on a capital stock or on a membership basis. 
In the capital stock cooperatives, exclusive voting control is in the common or 
membership stock, and all eligible patrons must acquire at least one share, which 
may be paid for upon an ordinary subscription basis or by the application of 
patronage refunds. In most membership cooperatives the patron, if eligible, is 
required to pay for a membership (usually the fee is nominal) when he first pa- 
tronizes the cooperative. 

Capital is essential to cooperatives. Some marketing cooperatives need even 
more capital than private business corporations with which they compete because 
of their obligation to accept all products tendered by their members, regardless 
of market conditions. Such cooperatives cannot buy when market conditions are 
favorable and refuse to buy at other times. Carrying of large inventories and 
consequent unusual exposure are inevitable during certain periods and seasons. 

Cooperatives generally finance themselves through the issuance of preference 
stock, bonds, notes, certificates of indebtedness, and bank borrowings, and the 
use of revolving and other reserves. A large part of the securities of coopera- 
tives is sold to members and patrons in'the usual fashion, except that sales are 
direct from the cooperative to the individual purchaser. It is practically im- 
possible for a cooperative to offer a security which is attractive to the ordinary 
investor, because of provisions customarily in State cooperative statutes, limit- 
ing dividends upon capital stock, prohibiting payment of cumulative dividends, 
requiring that control of the corporation shall always be in members (producer- 
members in farmer cooperatives), limiting the class from which directors and 
officers may be chosen, and other less important restrictions. Thus cooperatives 
are practically compelled to secure their capital from their own patrons and 
members. The result is that this capital has been secured to a considerable 
extent from the reinvestment in capital securities of the cooperative, by patrons, 
of their share of the receipts of the cooperative. All the State statutes require 
cooperatives to distribute savings (after dividends on capital stock and after 
small required reserves) to patrons annually or oftener, and most of them 
expressly permit distributions to be made in capital securities. It is principally 
the methods used by cooperatives to finance their activities which give rise to 
the attacks upon the income-tax treatment of cooperatives. 


2 See American Bow Shook Ewport Assn. vy. Commissioner (156 F. 2d 628 (C. C, A. 8, 
1946) ). 
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I, PRESENT LAW AS TO THE TAXATION OF COOPERATIVES UNDER THE UNITED STATES 
REVENUE CODE 


From 1916 to 1951 the Internal Revenue Code provided an exemption for 
farmer cooperatives fulfilling certain stated conditions. During that period the 
code contained no other provision specifically applicable to cooperatives, so 
that there were only 2 classes of cooperatives, 1 class consisting of those wholly 
exempt from the payment of income taxes, and the other those which were 
not exempt and which were subject to the same rules, regulations, and laws 
as private business corporations. In 1951 the Congress amended the provisions 
of the Revenue Code affecting cooperatives and, although it in form continued 
the exemption of farmers’ cooperative organizations, in fact made all coopera- 
tives subject to tax (secs. 521, 522, Revenue Code, 1954). It did, however, 
allow to farmers’ cooperative organizations complying with the so-called exemp- 
tion requirements, as deductions from gross income, amounts paid as dividends 
during the taxable year on its capital stock, and amounts allocated during 
the taxable year to patrons with respect to income not derived from patronage. 
It expressly provided that patronage dividends, refunds, and rebates to patrons 
with respect to their patronage in the same or preceding years (whether paid 
in cash, merchandise, capital stock, revolving fund certificates, retained certifi- 
cates, certificates of indebtedness, letters of advice, or some other manner 
that disclosed to each patron the dollar amount of such dividend, refund, or 
rebate) should be deductible from gross income. Thus as to farmer’s cooperative 
associations, Congress wrote into the code what had been for many years the 
unanimous view of the courts and the Treasury Department in respect to the 
taxation of cooperatives, i. e., that obligatory patronage distributions of a co- 
operative are not profits of the cooperative and are not part of its gross income. 
On the other hand, Congress by its action determined that earnings of a coopera- 
tive on the business of patrons to whom there was no contractual obligation 
to make refunds are profits of the corporation and taxable as such. (This 
results from the language of sec. 522 providing that patronage dividends, refunds, 
and rebates should be taken into account in computing taxable income “in the 
same manner” as in the case of a cooperative organization not exempt under 
sec. 521.) 

The difference, of course, between amounts paid or set aside for stockholders 
of ordinary business corporations and those paid or set aside for patrons of co- 
operatives is that each patron receives credit based on volume of business with 
him alone and without regard to the amount of stock owned. Patronage dis- 
tributions are excludable if paid in money or capital stock, certificates of in- 
debtedness, notes or credits of which the patron is notified. This is similar 
to the rule followed by the Treasury Department in respect to ordinary busi- 
ness corporations which have always been permitted to deduct bonuses, salaries 
or other operating expenses paid in corporate securities,‘ and dividends upon 
capital stock paid in notes are treated as cash payments for the purposes of 
section 102 of the Revenue Code. For tax purposes there would seem to be 
little doubt as to either the propriety or the fairness of the rule. It should be 
made clear that under the 1951 amendment of the Revenue Code, net margins 
distributed to capital reserves and credits allocated to patrons are excludable 
provided a certificate of interest or prompt notice of such distribution is given 
to the patron and provided further that the distribution is obligatory upon the 
cooperative. 

I think the existing law as to the right of cooperatives to exclude patronage 
distribution in determining their taxable income is thoroughly well settled. The 
General Counsel of the Treasury so testified before this committee on the reve- 
nue revision of 1951, on April 2, 1951, and submitted to the committee a memo- 
randum covering the law which was inserted in the record of those hearings. 
Since that time there has been no change in the decision law on this point and 
of course none in the statute law. 
statute, by its articles of incorporation or bylaws, or by express individual con- 


IT, CONGRESS CANNOT CONSTITUTIONALLY TAX NET MARGINS WHICH ARE SUBJECT TO 
OBLIGATION OF THE COOPERATIVE TO DISTRIBUTE THEM TO PATRONS 


It has been stated that Congress can constitutionally tax net margins. We 
believe otherwise. It is our position that net margins which at the inception 
of the transactions out of which they grow, the cooperative is obligated by 


4 Package Machinery Oo., 28 B. T. A. 980; J. J. Hart, Inc., 9 T. C. 135. 
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tract to return to its patrons as a patronage refund, are not income to the co- 
operative and that therefore Congress cannot constitutionally tax them as in- 
come of the cooperative. 

A brief explanation of net margins may be helpful. A cooperative engaged in 
marketing farm products customarily pays the farmer a dollar amount when he 
delivers the products to the cooperative. It sells the products in the markets, 
usually for a greater amount than it gave the farmer-patron—a gross margin. 
At the end of the year (or the accounting period) it has received a total gross 
margin on all business done, and has had certain expenses of doing business, 
usually less than the total gross margins. The difference is commonly called 
net margin. This net margin, or the greater part of it, is then distributed back 
to the patrons of the cooperative in proportion to the business that each patron 
has done with the cooperative. The distribution may be in cash or in securities 
of the cooperative. 

The same principle is involved in the net margin of a purchasing cooperative. 
The purchasing cooperative typically buys manufactured goods and sells them 
to the patrons. It receives an initial dollar amount from the patron which is 
greater than its cost, the difference being its gross margin. After expenses have 
been determined and deducted from gross margin, the remainder is the net mar- 
gin which is distributed back to the patrons in proportion to their patronage. 

If net margins are not income of the cooperative, then Congress cannot con- 
stitutionally impose an income tax on them.® The sixteenth amendment to the 
Constitution reads: 

“The Congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several States, and 
without regard to any census or enumeration.” 

Income is the gain from capital or labor, or both.® If there is no gain, there 
ean be no income tax. To the extent that the cooperative is obligated to make 
distribution of net margins to the patrons, there is no gain to the cooperative.’ 

Whether the cooperative acts as agent for its patrons, or in a fiduciary capacity, 
or whether it has some of the attributes of a partnership, is not particularly 
important in a consideration of the strict legal question. It should be borne in 
mind, however, that the cooperative is organized by farmers as an instrumentality 
through which to get their products to the market place or supplies to their 
farms. 

Net margins are substantially similar to many adjustments commonly made 
at the end of business transactions, such as a discount given after a particular 
volume has been reached, or the adjustment made at the end of a cost-plus 
contract, or the refund paid to the Government by a Government contractor 
after he has been renegotiated. In such cases income is based on the final out- 
come, not on initial or tentative payments. 

The opponents of cooperatives do not walk squarely up to that fact. They 
talk about the power of Congress to determine to whom income should be 
taxed (which I discuss later), and about the case of Penn Mutual Life Insurance 
Co. v. Lederer, in which a Federal statute taxing premium income of mutual 
insurance companies was construed. The Supreme Court in that case did not 
pass on the validity of the statute, however, but only its interpretation. The 
Court said at the beginning of the opinion: ° 

“Whether the plantiff is entitled to recover depends wholly upon the construc- 
tion to be given certain provisions” of the Revenue Act of October 3, 1913. 
[Emphasis added.] 

In other words, the Court did not consider whether the statute, if construed 
to tax to the company dividends paid to mutual insurance policyholders, was 
taxing something other than income. The Court did, however, and I think 
this is the importance of the case insofar as the question under consideration 
is concerned, endorse the principle of another section of the same statute ap- 
plied to mutual fire and marine insurance companies, and which provided for 
the exclusion from income of premium deposits returned to policyholders, saying 
in language entirely apt for the operations of the typical cooperative (252 
U. S. at 533) : 





5 Helvering v. Edison Bros. Stores, 133 F. 24 575, 579 (C. A. 8, 1943). 

6 Fisner v. Macomber. 252 'U. 8. 189 (1920). 

7 Commissioner vy. Wilcor, 327 U. S. 404 (1946). This is generally overlooked when the 
statement is made that there is no specific statutory exclusion of cooperatives’ margins and 
that it is a matter of administrative grace. If the Constitution limits a statute, it makes 
no difference that the statute omits to mention the limitation. 

8252 U. S. 523 (1920). 

#252 U. S. 524. 








GENERAL REVENUE REVISION 2009 


“But in respect to the service performed fire and marine companies differ 
fundamentally, as above pointed out, from legal reserve life companies. The 
thing for which a fire or marine insurance premium is paid is protection, which 
ceases at the end of the term. If after the end of the term a part of the premium 
is returned to the policyholder, it is not returned as something purchased with 
the premium, but as a part of the premium which was not required to pay for 
the protection ; that is, the expense was less than estimated.” 

The case is authority for our position. It is not authority for the position 


of our adversaries, and so far as I know there is no decision supporting their 
position. 


1. AMOUNTS RECEIVED BY A COOPERATIVE AND HELD SUBJECT TO A PRIOR OBLIGATION 
TO PAY THEM OVER TO THE PATRON ARE NOT INCOME OF THE COOPERATIVE 


It is our position that net margins are not taxable, not because a corporation 
has the magic word “cooperative” before it, but because of the way in which the 
typical cooperative does business. The ordinary business corporation can do 
business in the same way, also, but if it does it is not taxable on its net margins. 

Our position is that income is not produced by this transaction: A marketing 
organization buys goods from the farmer-producer, and agrees at that time that 
after resale of the same goods any margin left over after costs of doing business 
will be paid over to the producer. 

Nor is income produced by this transaction: A buying or manufacturing 
organization undertakes to buy or manufacture goods and resell them to its 
customers. Included in the undertaking is a promise that if the initial sales 
price includes more than the organization’s total costs, the margin or excess 
will be returned to the customers. 

In both cases the costs cannot be determined until the end of the year, so 
the margins cannot be returned to the producer or customer until that time. 
They are, nevertheless, not the property or the income of the organization. 

We have used the word “organization” here to emphasize that it need not be 
a cooperative corporation. There are many cases in which private business 
corporations were involved in which the propositions above stated were upheld. 

One of the leading cases establishing that point is Uniform Printing and 
Supply Company v. Commissioner.’ The company was an Illinois corporation 
whose stockholders were insurance companies, and for whom it engaged in its 
principal occupation of printing insurance forms. The bylaws required distri- 
bution to the stockholders of the net amount in excess of cost, in proportion to 
the gross amount of business done for each stockholder. The court stated the 
question as follows: 

“Both the Commissioner and the Board found the so-called refund was a 
dividend. The precise and only question before us is the soundness of this 
finding or conclusion. Perhaps it would be better to call it a mixed finding of 
fact and conclusion of law. If the payment of this sum is a dividend, it should 
have been included in petitioner’s taxable income for 1930. If it was a refund 
or rebate to customer, it was not part of petitioner’s taxable income, for the 
sum should have been included in the stockholders’ taxable income.” 

After stating its reluctance to differ with the Board of Tax Appeals, the 
court said: ™ 

“Had the taxpayer given a customer (whether stockholder or outsider) a 
discount promptly after filling the order, no one would call it a dividend. If a 
rebate were given promptly upon the customer’s business reaching a certain 
volume, the same conclusion as to its character would follow. To make cost 
estimates and adjust them at or near the end of each year, returning the excess 
payment to the customer, should not change the reasoning which leads to this 
conclusion. Nor should the fact that the customer is a stockholder materially 
affect the result.” 

To the same effect are Paducah and Illinois Railroad Company,” involving 
a railroad bridge company whose stock was owned by and services performed 
for three railroads which operated trains over the bridge and which made 
rebates of toll charges at the end of the year, Mobile Delivery Co.,* Cooperative 
Power Plant.* In re General Film Corporation,” and Broadcast Measurement 





1088 F. 2d 75 (C. A. 7, 1937), reversing 33 B. T. A. 1073. 
1188 F. 2d 76. 

122 B. T. A. 1001. 

38 B. T. A. 1224. 

14441 B. T. A. 1143. 

15274 F. 908 C. A. 2, 1926. 
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Bureau, Inc.” All of these cases except the last involved corporations formed 
under the ordinary business laws of the various States. All of them involve to 
Some degree the fact that there was an obligation existing at the time of the 
transaction to pay over the net margin at the end of the year, which made it 
not the income of the corporation. It is the absence of such obligation which 
usually accounts for a contrary holding, as in Druggists Supply Corp.” and 
Cleveland Shopping News Co. vy. Routzahn.* Other decisions to the same effect 
involving cooperatives are cited in a footnote.” 

A leading case involving a cooperative is San Joaquin Valley Poultry Pro- 
ducers Association v. Commissioner.” The association there was incorporated 
under the agricultural cooperative association laws of California. The Court of 
Appeals for the Ninth Circuit held that the bylaws of the association made all 
net proceeds of the association beyond its expenses the property of the patrons, 
and that therefore none of them could be included in the gross income of the 
cooperative. 

To the same effect are Midland Cooperative Wholesale v. Commissioner,” 
Home Builders Shipping Association vy. Commissioner.” United Cooperatives v. 
Commissioner,™ and Farmers Cooperative Co. v. Birmingham.* The reason- 
ing upon which these cases is based is aptly summarized in an article by Ran- 
dolph Paul, former general counsel of the Treasury, as follows: * 

“The administrative practice has been to exclude patronage dividends from 
a cooperative organization’s income even where the organization is not exempted 
from tax. This is the correct view in the case of true cooperatives, not because 
these patronage dividends are deductible expenses, as is sometimes contended, 
but because they are amounts to which the cooperative has no claim and takes 
as agent only. The marketing cooperative is only a conduit through which 
flows income from the purchaser to the farmer. The conduit retains nothing 
but its own expenses, including depreciation reserves, and has, accordingly, 
no taxable income.” 

It should be noted that this has been the view of the Treasury Department 
itself during a long course of rulings on the subject. In J. 7. 1499,” the Depart- 
ment said, in part: 

“This office has consistently held that, under the Treasury decision and 
articles of the regulations referred to (art. 75, regulations 33 (T. D.) 2737), 
cooperative associations, even though not exempt from taxation, may deduct 
from gross income for the years 1917, 1918, 1919, and 1920 the amounts returned 
to their patrons, whether members or nonmembers, upon the basis of the pur- 
chases or sales, or both, made by or for them. This is upon the theory that 
a cooperative association is organized for the purpose of furnishing its patrons 
goods at cost or obtaining the highest market price for the produce furnished 
by them. In the case of purchase, instead of allowing a discount at the time 
of purchase, the full price is collected and the discount is allowed by way of 
rebate. In the case of sales of produce furnished by patrons, the refunds based 
upon the quantity of produce furnished are in reality only part payment of 
the produce furnished. If the association is organized in accordance with the 
laws governing farmers’ and other cooperative associations in the State in which 
it operates and if its constitution or bylaws provides for refunds or rebates to 
its patrons, whether members or nonmembers, upon the basis of goods purchased 
or produce furnished, or if it actually conducts its business upon such basis, 
the refunds or rebates so made may be deducted by the association in comput- 
ing net income under the Revenue Acts of 1917 and 1918. * * *” [Emphasis 
added.] 

And in GOM 17895,” the Department said: 

“* * * So-called patronage dividends have long been recognized by the Bu- 
reau to be rebates on purchases made in the case of a cooperative purchasing 


1616 T. C. No. 122, decided May 10, 1951. 

"8 T. C. 1848 (1947). 

18 89 F. 2d 902 (C. A. 6, 1937). 

19 Farmers Union Co-op Co. v. Commissioner, 90 F. 2d 488 (C. A. 8, 1937); Juneau 
Dairies, Inc., 44 B. T. A. 759, 762 (1941); and Fountain City Co-op Creamery Asean. v. 
Commissioner, 172 F. 2d 666 (C. A. 7, 1949). 

136 F. 2d 382. 

144 8B. T. A. 824. 

28 B. T. A. 903. 

24T.C. 93. 

486 F. Supp. 201 (D. C. Iowa, 1949). 

% 29 Minn. Law Review, pp. 343, 369. 

* CB I-2, PP. 189-191. 

7 CB 1937-1, p. 56. 
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organization, or an additional cost of goods sold in case of a cooperative market- 
ing organization, when paid with respect to purchases made by, or sales made 
on account of, the distributees. For purposes of administration of the Federal 
income-tax laws, such distributions have been treated as deductions in deter- 
mining the taxable net income of the distributing cooperative organization. 
Such distributions, however, when made pursuant to a prior agreement between 
the cooperative organization and its patrons are more properly to be treated 
as exclusions from gross income of the cooperative organization. (I. T. 1499; 
S. M. 2595; G. C. M. 12393.) It follows, therefore, that such patronage divi- 
dends, rebates, or refund due patrons of a cooperative organization are not 
profits of the cooperative organization notwithstanding the amount due such 
patrons cannot be determined until after the closing of the books of the co- 
operative organization for a particular taxable period.” [Emphasis supplied.] 

All of the foregoing cases conclude that amounts which the cooperative is 
obligated to turn over to the patron are not income to the cooperative. This 
is consistent with the judicial definitions of the word “income” as used in the 
16th amendment in Hisner v. Macomber, supra, and Commissioner v. Wilcoz, 
supra. In the latter case the Supreme Court said : * 

“For the present purposes, however, it is enough to note that a taxable gain 
is conditioned upon (1) the presence of a claim of right to the alleged gain and 
(2) the absence of a definite, unconditioned obligation to repay or return that 
which would otherwise constitute a gain.” [Emphasis added.] 

The result must be that if amounts do not meet those tests they cannot be 
taxed under the 16th amendment, which permits only the taxing of income. 
Cooperatives’ margins do not meet those tests and are not income because they 
are held, not under claim of right by the cooperative, but instead under 
acknowledgement of the superior right of the patrons, and they are held subject 
to a definite, unconditional obligation to repay or return them to the patrons. 


2. CASES HOLDING THAT ASSIGNED INCOME IS NEVERTHELESS TAXABLE AS INCOME OF 
THE ASSIGNOR ARE NOT APPLICABLE 


Opponents of cooperatives have relied” on United States Supreme Court 
eases holding that income assigned in advance of receipt by a parent to a sub- 
sidiary or a subsidiary to a parent, or by one member of a family to another, was 
nevertheless income of the assignor.” 

Of these cases, Lucas v. Earl, the Horst case, the Harmon case, and the Tower 
and Lusthaus cases all involve efforts by one member of a family to get a por- 
tion of what would otherwise come to him, as income, into some other mem- 
ber of the family. The husband or father either made a contract without con- 
sideration, gave away interest coupons before they matured, or entered into a 
partnership to which the wife or children contributed nothing substantial. In 
each case the Court said that the income is nevertheless taxable to the person 
who really earned it. We have no quarrel with those cases, but they are not 
applicable to cooperatives, as we will show below. 

The Moline Properties and National Carbide cases are of a different kind and 
involve corporations and their stockholders. In each the corporation was argu- 
ing that income (or gain) received by it was not its income for tax purposes. 
In both cases the Court rejected the contention. The two cases are somewhat 
different as to detail, and neither is applicable to the cooperative situation, as 
shown below. 

In the Moline Properties case an individual held all of the stock of a corpo- 
ration which his creditors had caused him to set up. The corporation held title 
to real estate and engaged in little activity beyond the bare holding of title. 
When some of the real estate was sold, the corporation asserted that the capital 
gain should not be taxed to it, but to its sole stockholder. The Court rejected 
that contention and said the corporate entity could not be ignored. It also said 
that there was no evidence that the corporation received the gain as agent for 
the stockholder, and that therefore the income was that of the corporation. 


% 327 U. S. at » 408. 
2 See brief filed by Joseph T. O’Connell with House Ways and Means Committee, April 
95 


® Lucas v. Earl, 281 U. 8. 111 (19380) ; Helwering v. Horst, 311 U. 8S. 112 (1940) ; Moline 
Properties vy. Commissioner, 319 U. 8S. 436 (1943) ; Commissioner v. Harmon, 323 U. S. 44 
(1940) ;: Commissioner vy. Tower, 327 U. S. 280 (1946); Commissioner v. Lusthaus, 327 
U. S. 293 (1946) ; National Carbide Corp. v. Commissioner, 336 U. S. 422 (1949). See also 
Fontana Power Oo. v. Commiastoner, 127 F. 24 198 (C. A. 9, 1942). 
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In the National Carbide case (and similarly in the Fontana Power case), a 
subsidiary agreed to pay its parent all its profits above a fixed amount. The 
subsidiary then contended that all amounts so paid over to the parent were not 
income to it, because when they were received they were subject to the obligation 
to pay them over. The argument is superficially like ours here, but on second 
look it will be seen that it is really more the argument of the assignors of income 
in the Lucas y. Earl line of cases. The subsidiary knew it was going to receive 
income, so it assigned it in advance to its parent, without consideration. That is 
not the cooperatives’ case. ‘The subsidiary in National Carbide made profits from 
dealings with outsiders and then turned those profits over to its parent, which 
had nothing to do with the transactions out of which the profits grew. In the 
cooperative situation, the cooperative makes sales to or for its patrons and then 
refunds to them the amount by which it has overcharged them, or has underpaid 
them, in the first instance. Those distributions of net margins were part of the 
original transactions. They went back to the original customer, not on up to a 
parent corporation. That this distinction is sound is demonstrated by another 
decision of the same court which decided the Railway Express case." All these 
cases involve attempts to assign income over which the assignor has command. 
They do not come to grips with the situation of cooperatives, who engage in 
conditional transactions as a result of which there is no income. At the time 
of the transaction, there exists the obligation of distribute net margins to the 
patron in proportion to his patronage, including the transaction in question. 
See Uniform Printing & Supply Co. v. Commissioner.” 

The same reasoning was used in Midland Cooperative Wholesale v. Ickes,™ 
in holding that the cooperative could not handle coal under the Bituminous Coal 
Act’s licensing provisions because by its method of operation it would amount 
to price cutting. The court said, in part: 

“The patronage dividend is as much a part of the transaction as the price itself. 
If petitioner did not distribute patronage dividends or hold out they would do 
so—as under Minnesota law and its bylaws it must—there would doubtless be 
no sales of coal by it. Petitioner admits this. It is its promise and obligation 
to pay patronage dividends on this coal business that provides the incentive for 
the purchase of coal from petitioner, and it is not denied that petitioner’s pur- 
chases of coal are purchases in interstate commerce. 

“The payment of such dividend has the effect of decreasing the sale price 
below the established prices. It thus has an effect upon the price structure 
which sets the price for most of the bituminous-coal production, all of which 
moves in or has been held directly to affect interstate commerce. * * *” 


3. STATUTES AND CASES TAXING TRUSTS AND ASSOCIATIONS AS CORPORATIONS ARE NOT 
APPLICABLE 


Those advocating harsher tax treatment for cooperatives have referred™ to 
the long-existing rule that an association or trust doing business in a corporate 
way may be taxed as a corporation.” That proposition is apparently brought 
in to support the argument that calling cooperatives agents, partners, or trustees 
does not prevent taxing them as corporations. 

Those cases are not really applicable, but we have no quarrel with the proposi- 
tion that nonexempt cooperatives are taxable insofar as they have income. The 
question is whether their net margins are income. 

The fact is that some courts have described the relation of patron and coopera- 
tive as that of principal and agent.” It has also been stated that the relationship 
was one of beneficiary and trustee.” It has been stated that the relationship 
was one of creditor and debtor.” It has been suggested that the patrons are, 
in effect, partners with each other, and the cooperatives analogous to the partner- 
ship.” While those differences in analysis are, to some etxent, based on differ- 
ences of fact in the case involved, those statements are mainly of analogy. In 
our view, it makes little difference which analogy is used, so long as the point 


st In re General Film Corp., 274 F. 903 (C. A. 2, 1921). 
#288 F. 2d 75 (C. A. 7, 1937), at p. 76. 
3125 F. 2d 618, 635 (C. A. 8, 1942). 


% O’Connell, op. cit. 

% Burk-Waggoner Oil Assn. v. Hopkins, 269 U. S. 110 (1923); Morrissey v. Commis- 
sioner, 296 U. S. 344 (1935). 

% State v. Morgan Gin Co., 189 SC 817 (Miss. 1939) : Texas Certified Cottonseed Breeders 
Assn. vy. Aldridge, 61 S. W. 2d 79, 82 (Tex. Supp. 1933).; Bowlea v. Inland Empire Dairy 
Asen., 53 F. Supp. 210 (D. S. Wash., 1943). 

* Californian & Hawaiian Sugar Refining Corp., 163 F. 2d 531 (C. A. 9, 1947). 

% Valley Waste Disposal Co., 38 B. T. A. 452 (1938); Growers Cold Storage Co., 17 
B. T. A. 1279 (1929). ; 

*® Farmers Cooperative Co. v. Birmingham, 86 F. Supp. 201, 218 (D. C. Iowa, 1949). 
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(made by all of them) is understood—that money received by the cooperative 
and distributed at the end of the year is received and held by the cooperative 
pursuant to binding obligation to hand it over to the patrons aS soon as the 
exact amount has been determined. It is that obligation which, from the mo- 
ment of its receipt, impresses that money with a trust, agency, bailment, or in- 
debtedness relationship, thus making it neither the property nor the income of 
the cooperative. 


4. THE INTENT OF CONGRESS WHEN THE 1951 AMENDMENT WAS ENACTED AND 
THE EFFECT UPON THAT INTENT OF SUBSEQUENT COURT DECISIONS 


When the 1951 amendment of the code was adopted, Congress intended that 
the earnings of a cooperative should be taxed once only, either to the cooperative 
or to the patron, and that earnings distributed to patrons as patronage refunds 
should be taxed only to the patron. With this intent, most cooperatives agree. 
President Eisenhower in 1952 said that he agreed that the action and intent of 
’ Congress was entirely satisfactory to him. Unfortunately, since the enactment 
of the amendment several reputable United States appellate courts have flatly 
held that patronage refunds of cooperatives are taxable to the recipient of the 
refund only to the extent of their actual market value.“ In his decision in the 
Long Poultry Farms case, Judge Parker cites all of the other Federal decisions 
on the point decided since the 1951 amendment. The result confessedly has been 
to thwart the intent of Congress to tax distributions of cooperatives to their 
patrons. We cannot emphasize too strongly, however, that neither these deci- 
sions nor any other decisions have changed the concept either of Congress or 
of the Treasury Department as to the proper and appropriate method of taxing 
to the cooperative its earnings. The law in this respect remains as stated in 
the 1951 amendment. There is no occasion to change it. In my opinion, farmers, 
at least in our section of the country, have long acquiesced in the view that 
patronage refunds distributed in any of the forms authorized by the 1951 amend- 
ment should be taxed to patron recipients and not to the cooperative. Coopera- 
tives are as important today, and perhaps more important than ever before, to 
their farmer owners. Certainly, the condition of the farmers in this country 
is not such that this Congress should take any action which might handicap 
cooperatives in the performance of marketing and purchasing services and thereby 
further enlarge the presently existing spread between what the farmer secures 
for his products and what he pays for the instrumentalities necessary in that 
production. President Eisenhower in his farm message to Congress of January 
16, 1958, said: 

“With Government help, farm people, in the best American tradition, have 
gained bargaining power through their own farmer-owned and farmer-controlled 
cooperatives, 

“Yet key problems remain unresolved. 

“Rising production costs continue to limit net farm income. Prices of articles 
farmers buy more than doubled from 1939 to 1952. Since then, they have risen 3 
percent. Prices received by farmers have not kept pace with their increased 
production costs. These are hard facts every farmer faces.” 

That the taxation of cooperatives in line with the recommendations of the 
National Tax Equality Association and other groups whose members are in com- 
petition with cooperatives would seriously limit and perhaps destroy the effec- 
tiveness of farm cooperatives to their farmer patrons cannot be denied. The 
enormous amounts of money spent by such organizations in their efforts to im- 
pose punitive taxation upon cooperatives is all the evidence needed to establish 
this fact. 

In what I am now about to say I speak only for myself. I have been a par- 
ticipant in hearings on the cooperative-tax question before this committee on 
several other occasions. In 1951 I believed, as this committee did, that the 
earnings of cooperatives which are distributed or allocated to its patrons pursu- 
ant to a legal obligation upon the cooperative to do so should be taxed to the 
recipient of the distribution. That is still my view. I realize that the recent 
court decisions have accomplished a result never intended by Congress and have, 
in effect, enabled at least a part of the earnings of cooperatives to escape taxa- 
tion in the year in which earned (those distributed to patrons in paper having 
no market value). I firmly believe that legislation can be drafted which would 


“© Long Poultry Farms, Incorporated vy. Commissioner of Internal Revenue, U. S. Circuit 
Court of Appeals, 4th Circuit, November 8, 1957. 
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carry out the intent of Congress in this respect and which would not be subject 
to constitutional objection. 


SUMMARY 


Notwithstanding the many arguments which have been made to this committee 
during past years upon this subject, and despite the intemperate propaganda of 
the National Tax Equality Association and other groups antagonistic to coopera- 
tives, it is indisputable— 

(1) So-called exempt farmer cooperatives have been given by Congress 
privileges not extended to other cooperatives or private business corporations, 
i. e., the limited dividends they are permitted to pay stockholders are not sub- 
ject to tax nor are allocated nonoperating earnings. Otherwise their status 
is the same as that of all other nonexempt cooperatives. 

(2) Nonexempt cooperatives and private business corporations are treated 
alike for income-tax purposes. The cooperatives, however, pay less income 
tax than their comparable private business corporation competitors. This 
is not due to the fact that one corporation is a cooperative and the other a 
privately owned business corporation, but is due solely to a fundamental 
difference in the objectives of the two types of corporation. The cooperative 
is in business only for the purpose of benefiting its customers. The private 
business corporation is in business only for the purpose of benefiting its 
stockholders. The cooperative returns its net margins to the customers who 
produce the net margins. The private business corporation returns its net 
margins to its stockholders, who had nothing whatever to do with earning 
the net margins or with the transactions which created them. 

(3) Every court which has ever considered the question has squarely 
held that net margins of a corporation (whether a cooperative or private 
business corportion) which are returned to customers pursuant to a legally 
binding contract in effect at the time the margins are returned are not taxable 
income of the corporation. 

And it seems to me that although there is no decision squarely in point on 
the question whether net margins of a cooperative are income to it within the 
16th amendment to the Constitution of the United States, the cases holding that 
margins are not income of the corporation and the decisions of the Supreme 
Court of the United States in the Hisner and Wilcox cases require the conclusion 
that Congress cannot tax to the cooperative the distributed net margins because 
they are not profit income of the cooperative. 

Finally, I think it is clear that Congress can by simple amendment of sections 
521 and 522 subject to tax in the hands of the recipients the patronage distribu- 
tions of cooperatives whose members determine that their earnings should be 
taxed to them and not to the cooperative. 


Mr. Rumeste. Thank you. sir. 

The Cuarrman. You are recognized to proceed in your own way 
for 10 minutes. 

Mr. Rumete. In the short time available to the committee, and 
to me, I desire now only to briefly comment on several points which 
seem to me to be important. 

One, not enough emphasis in these hearings has been laid upon the 
fact that a farmer cooperative and a private corporation are com- 
pletely different forms of organizations. 

The farm cooperative is a group of farmers attempting to help 
themselves to secure better prices for their products or to secure 
supplies or services needed in their business at lower prices than are 
otherwise obtainable. 

The private corporation is organized solely to make money for its 
shareholders. 

It is entirely right and proper for Congress to classify the two forms 
of corporations differently for tax purposes, just as it taxes differently 
a stock insurance company than it does a mutual insurance company. 

As a matter of fact, a mutual insurance company is a form of coop- 
erative. For more than 40 years Congress has made this classification. 
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There is no present need to change it even if some tax revenue is lost 
by doing so. 

Every one of us knows of the great difference there is between 
what the farmer is paid for his product and what he must pay for his 
business supplies. 

For years the prices of farm supplies have steadily increased while 
those of farm products have in most cases lessened or remained about 
the same. The present tax treatment of farm cooperatives does offset 
toa small degree this great inequality. 

Two, it is claimed by our opponents that it is unfair to tax paper 
patronage refunds to the recipients of the refund. 

Significantly, I have heard no cooperative patron make that com- 
plaint. It is without foundation anyway. 

The cooperative member, himself, makes the election to be taxed. 
He, himself, puts into the articles of incorporation or bylaws of his 
cooperative or his contract with the cooperative the provisions which 
produce that result. He knows what he is doing. He attends the 
meetings of his cooperative when the matter is frequently under dis- 
cussion. He cannot be represented at those meetings by a proxy. 

In both large and small cooperatives a very large proportion of the 
membership attend all meetings. 

In addition, many cooperatives have publications which go to their 
patrons and, of course, for many years now the National Tax Equality 
Association has flooded the country with literature dealing with the 
subject. 

In face of all this it is idle to say that the patrons of cooperatives are 
unaware of the matter. 

In my part of the country patrons of cooperatives follow the 
Treasury regulations and do include patronage refunds in their gross 
income in accordance with those regulations. 

In any cooperatives, the members, are not satisfied with this tax 
treatment, it is wholly within their power to quickly change it. 

In this connection I would like to say that the larger federated type 
of cooperatives which I represent for some years have been distribut- 
ing approximately 25 percent, or substantially more, of their net 
margins in cash. 

I believe this is now a fairly common practice among all coopera- 
tives. In almost every instance it is ample to pay the tax upon the 
refund. 

Three, many figures have been quoted to you which it is claimed show 
that cooperatives have grown tremendously in the past 20 years at 
the expense of their competitors. And I think it has even been sug- 
vested that unless restrained the cooperatives will eventually eliminate 
the private corporations with which they compete. 

These figures should be viewed with care. Unquestionably they 
involve many duplications because of a doubling up of the business 
which practically all local cooperatives do through their regional co- 
operatives. 

But, more to the point, the figures used are on a dollar basis and 
not on a volume basis, They give no weight to the enormous increase 
in the production of the individual farmer during the period due to 
mechanization, improved techniques, the use of fertilizer, and so forth. 

Nor do they consider the effect of inflation upon the dollar figure. 
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It is true that there has been some increase in the volume of business 
done by cooperatives, but it is not nearly as great as claimed, especially 
in the local cooperatives. 

In my judgment much of the increase is due to the fact that coopera- 
tives like their competitors have entered new fields of business ac- 
tivity, and I venture to assert that most well managed profit corpora- 
tions have increased their business at a far greater pace than have 
their cooperative competitors during the past 20 years. 

Finally, I comment on the argument of the National Tax Equality 
Association that because of the tax situation a large number of coop- 
eratives have purchased competitors and thus have removed from 
the tax rolls a substantial amount of revenue. Purchase by a cooper- 
ative does not change real or personal property taxes. They are the 
same for each. 

If taxes are affected at all, it is only income taxes. A number of 
such purchasers mentioned, among them that of the St. Anthony & 
Dakota Elevator Co. by the Farmers Grain Union Terminal Asso- 
ciation. 

I know something about that transaction. The elevators involved 
were largely small wooden structures, badly run down and old. Few 
of the original owners or the sellers were still active. 

The properties had been offered to others before the purchase by 
the grain elevator association. St. Anthony & Dakota served a large 
number of farmers in areas where, if it goes down, no other service 
would be available except at unreasonable distances and considerable 
hardship to the farmers of the locality. 

The Grain Terminal Association bought these properties to render 
the required service to the farmers in the communities, the very pur- 
pose for which it was organized and for which it exists. 

I do not know what taxes are being paid by the seller, but I doubt 
if any tax revenue was lost by this purchase. Nor do I know how 
many substantially similar cases are included in the National Tax 
Equality Association list of cooperative purchasers. 

But certainly it is not safe to assume either that substantial tax- 
payers were removed from the tax rolls by the sales to cooperatives 
or that the sales were forced by cooperative competition. 

Thank you very much. 

The CuHatrman. Are there any questions of Mr. Rumble? If not, 
we thank you, sir, for your appearance and the information given 
the committee. 

Mr. Rumete. Thank you. 

The CHarrMan. The next witness is Mr. D. W. Brooks. For the 
purpose of the record, will you identify yourself, giving your name, 
address, and the capacity in which you appear. 


STATEMENT OF D. W. BROOKS, GENERAL MANAGER, COTTON 
PRODUCERS ASSOCIATION, ATLANTA, GA. 


Mr. Brooks. Mr. Chairman, my name is D. W. Brooks. I am gen- 
eral manager of the Cotton Producers Association, with headquarters 
in Atlanta, Ga. 

I also served for two terms as president of the National Council of 
Farmer Cooperatives and in my statement to you gentlemen today I 
will want to discuss the passage of the 1951 tax law which happened 
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during one of my terms as president of the National Council of 
Farmer Cooperatives. 

I might say, gentlemen, this is my second appearance. I was here 
in 1951, and I had the privilege of meeting with you gentlemen. 

Of course, I am sorry I am back this time, but I am hoping we can 
work out a tax law that is fair and equitable and that is the basis 
on which I want to make my statement today. 

The Cuairman. Mr. Brooks, you are recognized for 15 minutes. We 
do recall that you were here in 1951. 

Mr. Brooxs. Thank you, sir. 

Although I realize that you gentlemen are primarily interested in 
the tax status of farmers and farmer cooperatives, I also know that 
one of the methods of attack on farmers and their cooperatives is 
through an attack on different cooperative associations, and in some 
instances even upon the personnel who are connected with them, 

For that reason, I would like to spend a few minutes of my time and 
tell you something about Cotton Producers Association, how it came 
into being, and what it has tried to do to raise the income level of 
farmers in the area in which it operates. 

In the year 1932 the per capita income of farmers in the State of 
Georgia reached $72. This meant that a farmer with a wife and two 
children had a total of $288 on which to live for an entire year. This 
$288 covered the total cost of the rent on the building that he lived in 
and also all the food that he and his family consumed off the farm. 

We were being described in all the newspapers of the country as the 
“economic problem No. 1 of the Nation.” 

Under those conditions it was only natural that farmers had a desire 
to do something for themselves to improve their income level. 

My personal background was that I was reared on a farm. I went 
to college, to the College of Agriculture at Athens, and after finishing 
there I taught in the agronomy division for 4 years. My studies at 
the college indicated that there were many things that farmers needed 
to do in the Southeast to raise their income which they could not do 
individually. Consequently, I had met with many farm groups and 
had encouraged them to at least try to do some of these jobs together. 
It was probably on this basis that when farmers of the Southeast had 
this difficulty they came to me and asked me to serve as their general 
manager. 

In starting Cotton Producers Association we developed a number of 
definite policies of operation. We believed if all we did was to go out 
and compete with someone who was already in business and operate 
in the same way, although we might save some money for our mem- 
bers, we would not have the impact we should have on the income of 
our members. 

We felt that our greatest hope for increasing income of farmers was 
by changing some of the patterns of agriculture. And if we did a 
good job in changing the pattern, we would not only increase the in- 
come of farmers, but we would raise the income level of the business 
people of the area in which we operated. Of necessity we might com- 

ete with some of them, and we might even upset some of the monopo- 
istic practices which had developed in some parts of agriculture, but 


if we did a good job both farmers and businessmen would benefit in 
the end. 
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Through the years we have attacked many problems which were 
causing poverty in our agriculture with some degree of success. For 
example, we were producing at that time cotton of very inferior 
quality, generally seven-eighths to fifteen-sixteenths inch staple. We 
decided that one of the quickest and best ways to raise the income of our 
members was to put on a campaign to produce better cotton. 

We did this by developing one-variety community gins, which 
meant that every farmer in that community produced that one variety 
of cotton. We then took those seed and distributed them the following 
year to our members generally. The seed selected were of a superior 
quality and cotton which we could market for our members at a much 
higher price. Prior to the time of cotton cooperatives there had been 
very little marketing of cotton on a quality basis. Consequently 
farmers had not been encouraged financially to produce a superior 
quality. 

We felt if we could encourage our members to produce the superior 
quality, and then be certain they obtained a superior price for this 
superior product, we could soon begin to raise their income level. 

We have been quite successful in this program and have carried on a 
seed improvement program continuously since that time. 

Today practicaly all the cotton that is produced by our members is 
1145 and 14¢ inch staple and much higher in quality. 

One of the greatest problems we had in increasing productivity 
per farmer, and thereby increasing his income, was the type fertilizer 
which was being used. j ; 

We soon realized that even though we produced a high quality of 
cotton that brought a higher price, we could not raise the income of 
our members as much as it needed to be raised if we continued to pro- 
duce a small amount per farmer. Consequently, we were successful 
in obtaining a fertilizer plant at a very cheap price. 

When we opened this fertilizer plant we had very serious and 
strenuous opposition from the fertilizer industry and many accusa- 
tions were made even to the point that I was personally obtaining $1 
a ton on every ton of fertilizer that was manufactured. After this 
continued for a period of time I finally had a chance to visit with 
some of the people in the fertilizer industry and try to explain to them 
what we hoped to do. 

That certainly we were not in the fertilizer business for the purpose 
of putting anybody out of the fertilizer business. That we were not 
even coming into obtain some of the profits that were there, because 
actually the fertilizer industry was a very depressed industry at that 
time and had been losing money for a period of many years. How- 
ever, I did say to them that we had a hope that we could change the 
whole pattern of fertilizer and that if this pattern could be changed 
it would not only benefit farmers, but it would also benefit the fertilizer 
industry. 

Up to that time the average analysis of fertilizer was 8-2-2, 10-2-9, 
9-2-3, and 9-3-3. This meant that the amount of plant food that 
was actually in the fertilizer was extremely low, and in order to make 
fertilizer of that low quality the industry had to put in a thousand 
pounds of sand. As foolish as it was for a farmer to pay the cost 
of bringing sand from a farm to a fertilizer plant, the cost of mixing 


that sand into the fertilizer materials, and then paying for the cost 





GENERAL REVENUE REVISION 2019 


of bagging and tagging it, and pay the State tax on it, that was not 
the worst part. 

Actually all the experiment station tests showed that $1 invested in 
fertilizer of the right quality would bring back from $3 to as much 
as $5 within 6 months additional return to the farmer who uses this 
better quality fertilizer. 

We tried to explain to the fertilizer industry that if we could get 
the farmers to make this change they could double their plant food 
at an increase in cost of only 50 percent. We felt that would begin 
to pull the farmers out of the poverty position which they were in, 
and that in time it would reflect in greater consumption of better 
fertilizer from all the plants, and it would mean that the farmers 
would be able to pay their debts to the fertilizer companies for the 
fertilizer which they had bought. 

I am confident that most of the fertilizer industry with whom I 
talked felt that what we hoped to do was not possible. Many of 
them stated to me that farmers did not understand fertilizer, they 
thought all of it came out of the same spout, and for that reason they 
had been unable to get farmers to use high analysis fertilizer. 

We stated we felt that certainly one of the missions of a good co- 
operative was to try to carry on an educational campaign that would 
help change the patterns of agriculture for good; that if the change 
was significant enough it would not only benefit the farmers them- 
selves, but it would benefit the entire industry. 

Our experience was very good in getting our members to chang? 
their pattern of fertilization, and their income began to improve. e 
are confident the entire fertilizer industry benefited because of some 
of the changes which were primarily brought about by Cotton Pro- 
ducers Association. 

One of the great problems we had in the State of Georgia was the 
fact that the largest row crop we had was corn. The average yield 
per acre was 1014 bushels and had been for 25 years. All 101% bushels 
per acre of corn produces is poverty, and we had produced a bountiful 
crop of poverty. 

So we tried to attack that one. é‘ 

We did it by bringing in and producing hybrid seed corn, by fur- 
nishing high analysis fertilizer, and making that available to grow- 
ers, and by supporting a 100-bushel corn contest in every county in 
the State of Georgia. We believed if we could get 1 farmer to pro- 
duce 100 bushels per acre, he in time would pass that information 
on to his neighbors. This past year we saw the yield of corn reach 
26 bushels per acre in the State of Georgia. Cotton Producers Asso- 
ciation was not the sole cause of this by any means, but it certainly 
contributed greatly to this increase, and I do not think any person 
in the State of Georgia who knows anything about Georgia agricul- 
ture would refuse this fact. 

As Cotton Producers Association began to help bring about some 
of these changes and began to help raise the income of its members, 
it naturally drew support from other farmers, because information 
passes from community to community, and from county to county, 
and even from State to State. 

Consequently, Cotton Producers Association has grown from a very 
small beginning to a point now that we have 150,000 produce mem- 
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bers. We are operating primarily in three States, Georgia, Alabama 
and Florida, but to some extent in other States. 

Practically all these 150,000 farmers are small producers, but we 
do have some large producers who are now members of Cotton Pro- 
ducers Association. 

My time will not permit a full discussion of our operation, but I 
did want you to know something about our philosophy of operation. 
The only reason we have grown is because the income of our mem- 
bers has moved up through the years as they have been able by work- 
ing together to change some of the patterns of agriculture. 

Our organization is now large enough so we can afford to carry 
on research programs, we are able to carry on engineering studies, 
and many other things that were not possible when we were small. 

There are many people who are opposed to farmer cooperatives who 
will try to sell you on the idea that the only good farmer coopera- 
tives are small farmer cooperatives. 

Cotton Producers Association is a pattern of small farmer coop- 
eratives working together, because each community has a board of 
directors to direct the affairs of the association in their community. 

But by working together, farmers over a wide area now can ob- 
tain benefits which are not possible in any small association. 

In fact, one reason opponents of farmer cooperatives are so anxious 
that farmers not have a sizable institution is because they know a 
small local business institution in the present big business economy of 
this country cannot possibly hope to make any real impact on the 
economy and cannot hope to produce any real results for the farmers 
themselves. They also know that it is very easy to eliminate a small 
local cooperative through proper competition coming in from sev- 
eral different directions. 

I think if you gentlemen will sit here and listen carefully to the 
testimony that is given to you, you will soon find the names of the 
farmer cooperatives which are doing a real job for their members 
and which are doing an efficient job in raising their income. 

And if you would also dig deep enough, I think you would find 
that lots of the money that is used to hire some of the expensive law- 
yers and others who have appeared before you has come from some 
of the largest, richest, and most powerful corporations in this country. 

For example, single cotton corporations which are many times 
larger than all the cotton cooperatives combined in this country from 
Virginia to California. 

Now to the tax side of the problem. 

The membership and the board of directors of Cotton Producers As- 
sociation developed many years ago a very definite policy on taxes. 
They felt that every penny that is | by a cooperative for its 
members should be taxed. Since the members own the cooperative, 
they control it, and they get every penny of the savings effected, this in- 
come should be included in their tax returns each year the same as 
any other farm income. 

Although some of the opposition would like to have you believe 
that a farmer cooperative is the same as a profit corporation, and 
therefore should be taxed the same, nothing could be further from 
the truth. In the case of a farmer cooperative, no farmer makes a 
profit off of another farmer. All he does is get his own money back 
for his own commodities. 
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The cooperative is the only weapon that he has been able to obtain 
to make it possible for him to work with his neighbors in a way to 
join their efforts together and both he and his neighbor raise their 
income. 

Certainly there was never any idea on the part of the members of 
Cotton Producers Association of setting up the cooperative on the 
basis of taxes. It was organized for 1 purpose, and 1 purpose 
only, and that was to raise the income of an impoverished group of 
farmers. 

When I was elected president of the National Council of Farmer 
Cooperatives I stated very specifically to all the member cooperatives 
of that organization the policy which had been adopted by our board 
of directors and by our members, and advised them that I would 
have to support any law that would carry out that policy. 

Although there was naturally some opposition on the part of some 
of the cooperatives to this form of taxation, as a whole most of the 
cooperatives agreed to the policy. 

Some felt that because agriculture was a depressed industry, and 
the income of farmers was only one-half the income of other people 
of this Nation, farmers should have the privilege of setting up reserves 
without having to pay taxes on those reserves. But I think all farmer 

cooperatives in this country felt that no money that was earned by 
cooperatives for their members should escape taxation. 

Based on this policy, when the question of taxation of farmer co- 
operatives came up in the 1951 Congress, co-op leaders conferred with 
members of this committee. I conferred with Senator George, who 
was chairman of the Senate Finance Committee and who was from 
my home State, and several of us conferred with Senator Taft because 
Senator Taft was the leader in the Senate for the Republican Party 
at that time. 

In the conferences I attended with Senator George and Senator 
Taft we explained fully and completely the method of operation of 
true farmer cooperatives, and we stated to them that they had great 
knowledge and ability in the tax field. 

We asked them to work with us in working out a tax bill that would 
be fair to the farmers who owned and operated farmer cooperatives 
and fair to the business people of this country who also were paying 
taxes. The result of these conferences with Senator George, Sena- 
tor Taft, and members of this committee, culminated in the 1951 
law. 

This law provided that within 8 months after the end of each year 
farmer cooperatives would have to distribute their savings to their 
members in such a way that the member had full notice of his share 
of the savings so he could return those savings in his individual tax 
return. 

It further provided that if for any reason a cooperative did not give 
its members Full notice of their share of the savings, so that the mem- 
ber could include those savings in his individual tax returns, the co- 
operative would be liable for full corporate taxes. 

In arriving at this policy it was fully recognized that this would 
require every cooperative to operate in such a way that every member 
knew fully and completely his share of all savings, and that based 
on the proper operation of a farmer cooperative the member would 
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take the savings which were effected for him by his cooperative and 
include them with his other farming operations. If for any reason 
the cooperative did not properly operate in this nonprofit manner, it 
would be subject to full corporate taxes. 

I supported this bill and I might say that I checked with a large 
number of business people, many of whom had been very critical of 
the tax status of farmer cooperatives, and discussed this bill before 
it was finally passed. Without a single exception every business per- 
son with whom I discussed the matter, including some who had been 
very bitter, stated to me they thought the 1951 bill was a fair and 
just settlement of the tax problem involved. 

Unfortunately, under some recent court decisions a question has 
been raised concerning one provision of this bill. Under these court 
cases the question of the value of the stocks or certificates, which have 
to be issued by farmer cooperatives in order to keep the ownership 
and control in the hands of the farmers who use it, has been ques- 
tioned. Therefore, the Tax Courts have questioned the taxable value 
of the stock or certificates which are used for revolving capital funds 
in any sound cooperative. 

Like all new tax laws, apparently it takes time to close every possi- 
ble loophole. The position of Cotton Producers Association is that we 
would like to see this loophole closed so that the intent of the 1951 law 
can be carried out. 

The farmers of this country understand the 1951 law and I think 
most of them are complying with it. The Treasury has held to the 
principle of the 1951 law and has required farmers to include all cer- 
tificates in their returns. I am confident that a vast majority of the 
farmers involved have included the savings in their tax returns be- 
cause they do not want to become involved in litigation with the 
Treasury Department. 

However, the fact that even one farmer could escape proper taxa- 

tion of his patronage refunds would indicate to us that this loophole 
should be closed the same as many loopholes that have been discov- 
ared in all tax laws that have been passed from time to time by this 
Congress. 
I am advised by some of the best tax attorneys in this country 
that this loophole can be properly closed and still the intent of the 
1951 law be fully carried out. I do not have time to discuss that in 
this statement, but that information can be furnished to this com- 
mittee. 

There is at least one other way of meeting this tax problem, and 
that is to follow the procedure of a bill that was recently passed by 
the State of California, which probably has more successful farmer 
cooperatives than any other State in the Nation. 

Under this bill, as I understand it, the legislature provided that 
when a member receives his patronage refund in the form of stock or 
certificate, the member shall have the right to report that certificate 
or share of stock in his current income-tax return and pay taxes on it; 
however, if he does not desire to include it in his current tax return, 
he has the right to show it in his tax return as having been received 
that year but defer payment of the actual taxes until that certificate 
is revolved. In this way the tax would be deferred to the member 
until that particular certificate was revolved. 
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On the face of it, it might seem that this would be a very special 
privilege. However, if you will analyze it I think you will find many 
precedents for a practice of this kind. 

For example, when I was discussing this tax matter with Senator 
George, he brought up the question with me of delaying the payment 
until the certificates were revolved. He stated that the Government 
had a definite precedent for that in that in the case of E bonds an 
individual could buy these bonds that would mature in 10 years, and 
the purchaser of these bonds had the privilege of including in his tax 
return each year the accumulation of interest on the bonds, or he had 
the privilege of waiting until maturity and including the interest in- 
come at that time. 

Since it is my understanding now that these bonds can be carried 
for possibly 20 years instead of 10 years, it would seem to me that 
many individuals through that method would have the privilege of 
deferring payment on income which was accumulating for them for a 
period up to 20 years. 

Also, as you well know, many individuals are on a cash basis and 
through the use of that method they are in a position to defer income 
for a period of time. Likewise, many corporations use similar meth- 
ods, including what is known as the LIFO method, which could defer 
the payment of taxes for an indefinite period. So although that law 
would defer the payment of income taxes by the individual member 
who elected to do so until his certificates were revolved, it would not 
be without precedent in the tax field. 

In fact, in talking with some of the members of some of the Cali- 
fornia cooperatives, they told me that they would probably go ahead 
and pay their taxes currently, because prior to the passage of the 
1951 law they had been paying on the basis of when the certificates 
revolved, and what had happened to them was that by the time the 
certificates revolved the income-tax rate had gone up tremendously as 
compared to the tax rate when the certificates were issued, and fur- 
thermore their individual incomes had gone up substantially. 

Consequently, they ended up paying the Government several times 
as much income tax on the certificates when they were revolved than 
they would have had to pay if they had included them in the year in 
which they were received. So even that law would not be any great 
privilege to farmers. 

If the committee does not find a satisfactory method of amending 
the 1951 law in order to carry out the intent of that law, you might 
want to consider the California law. 

Thank you very much for the privilege of meeting with you. 

The Crarrman. Thank you, Mr. Brooks, for your appearance and 
the information given the committee. 

Are there any questions of Mr. Brooks? 

Mr. Mason will inquire, Mr. Brooks. 

Mr. Mason. One of your arguments, Mr. Brooks, for tax favoritism 
for co-ops is that the farming industry is a depressed industry and we 
ought to be a little bit easy on them. 

Mr. Brooks. Mr. Mason, let us get it straight. I did not argue that. 
I said that some co-ops argued that, but I did not go along with that 
philosophy. 

Mr. Mason. I find it here in your statement. It sounds to me as if 
that is an argument for favoritism. 
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Mr. Brooks. No, I did not say that. I said I was opposed to that. 
I did not go along with that. 

Mr. Mason. We have to consider every industry in the country and 
the fact is that the watch industry, sewing machine industry, the 
bicycle industry, the cotton manufacturing industry, the pottery in- 
dustry, and a good many others are depressed industries, but they have 
to pay the regular tax. 

Mr. Brooks. Mr. Mason, I do not disagree with you there. In fact, 
I said specifically that I did not agree with that philosophy. I said 
some of the cooperative managers had raised that point, but that I 
did not agree with it. I said specifically that I think we ought to be 
taxed, that the members ought to be taxed and taxed currently. I was 
here when the 1951 law was passed and I think the money ought to 
be taxed. 

Mr. Mason. I remember you were here at that time and did support 
that clause in the 1951 law. That, now, has been nullified by the 
courts. So we have to find something else. 

Now, you made particular emphasis to a statement on page 7 that 
caught my attention: 

In the case of a farmer cooperative no farmer makes a profit off another farmer. 
All he does is get his own money back for his own commodity. 

Well, I kind of question that, myself. Take, for instance, the profits 
that were made by the co-ops in Georgia when you were very active 
in that State. Were those profits not taken by you to Arizona and in- 
vested in two very large cotton gins there and, of course, the poor little 
farmers in Georgia did not get much benefit out of that, did they? 

Mr. Brooks. We think they did, Mr. Congressman, for three rea- 
sons. In the first place, as most of you gentlemen know, we are in a 
situation in the Southeast where they say we are rather confused that 
cotton is going west and cattle is coming east and our southern peo- 
ple are going north and the Yankees are coming south. So we are in 
a movement situation the way we are changing our economy. 

What has happened is this: Cotton has moved west, some of our 
members have moved west. Some of them moved to Arizona. For 
5 years they have asked us to come out and look at their situation be- 
cause the margins that were being charged farmers out there were 
very exorbitant. 

We did not agree to do that for 5 years, and after 5 years I went 
out and visited with these farmers who had meetings with growers. 
They said to us if we would help market some of their cotton for 
them, they would do two things: First, they would give us some extra 
volume which would lower our cost to our members back in our area. 

No. 2, was that they could use some of the gin machinery that we 
had over in Georgia which was not being used by our members, and 
would give those members in Georgia a chance to realize that some in- 
come from that machinery that we were not using, because of the 
movement of cotton west 





Mr. Mason. You mean they shipped their cotton from Arizona to 
Georgia to have it ginned ? 

Mr. Brooks. No. 

Mr. Mason. You shipped the machinery from Georgia to Arizona? 

Mr. Brooks. That is right, to Arizona. 

Mr. Mason. Yes. 
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Mr. Brooks. So we feel it was of great benefit to our members in 
Georgia and Alabama. 

Mr. Mason. I could not see how it could be of benefit to a little 
farmer in Georgia who had a certificate saying he owned $20 or $40 
or $50 of stock if that money was taken out to Arizona and invested 
out there. 

Mr. Brooks. Congressman, it did not work that way and that is not 
the way it worked at all. Actually, the farmers in Arizona, out of 
their own pockets put up somewhere between fifty and one hundred 
thousand dollars that they invested in order to make it possible for us 
to move this gin machinery out there. They took it out of their own 
pockets and put it on the line. 

Now, if you have gin machinery that belongs to these farmers that 
they are not using you have either the problem of doing something 
with that gin machinery or losing all of your investment in it. 

Now, we did what we thought was a wise thing when the farmers 
of Arizona said, “we are willing, if you will come out here and help 
us market some of our cotton, we will take some of this machinery, we 
will put some of the money out of our own pockets and make it possi- 
ble for you to do that.” So, we thought it would benefit both sets of 
growers by doing that. That is the position we took. We think it is 
a sound one. 

Mr. Mason. That is a very plausible explanation of a very compli- 
cated thing that I have not been able to understand, myself. That is 
all, Mr. Chairman. 

The Cuarrman. Mr. Reed. 

Mr. Reep. Farmers understand it pretty well, do they not? 

Mr. Brooks. Yes, sir; we have no trouble explaining it to our farm- 
ers, and they like it very much. 

Mr. Reep. They are better off ? 

Mr. Brooks. Yes, sir. 

Mr. Reep. Many of these areas would be poverty-stricken areas, as 
far as the farmers are concerned, if they were not permitted to organize 
to market their crops? 

Mr. Brooks. Yes, sir, You made a very significant statement this 
morning when you brought out the fact what the farmers were getting 
before they had a cooperative and after they had one. That has been 
true of farmers all over this country. It has been particularly true in 
our area, where the income was particularly low. 

T am confident that, in other words, when we started the per capita 
income of our members, it was $72. Even with the terrible situation 
that we have had this year, our income of our members is over $700. 
They are over 10 times what they were when we started. We did not 
do all that in cotton producers, but we did a large part of it. 

Mr. Reep. Of course, that disturbs the people who have been milk- 
ing the farmers for some years; is that not true? 

Mr. Brooks. Well, the worst thing that can happen to a cooperative 
is for it to have to suddenly start developing in an area where the 
margins that have been charged farmers have been very exorbitant, 
because it does not take but just a few days until every Congressman 
and every Senator knows about the cooperative coming in there and, 
of course, everything begins to boil to try to stop you from doing 
anything about it. 
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Of course, I could spend the rest of the day telling you some of the 
experiences that we have had. I say it is not an easy life as a manager 
of a farmer cooperative, I tell you that. For a long time I said, “If 
you ever see a successful farmer cooperative, you can put a sign up 
that some man suffered there, because the opposition does not let you 
live a peaceful life.” I tell you that. 

Mr. Reep. One other question that has been answered here before, 
and is obvious to most anybody that knows anything about farming; 
there is no other business in the world, so far as I have been able to 
find out, that has the hazards that the farmer has. 

Mr. Brooxs. Yes. Let me say one of the difficulties, the greatest 
difficulties, for farmers and, of course, farmer cooperatives—in the 
early days of this country, most of the people who were sitting in 
powerful places were either farmers or came off the farms and under- 
stood the problems of it. 

You made that statement this morning, which illustrates the prob- 
lem we have. The only reason why cotton producers succeeded as we 
have was because we found a banker who was a very, very able person. 
He was a very prominent banker, and he began to extend credit to us 
if our financial statement did not justify it. 

I said to him one day, “Why are you doing this?” 

He said, “Because I plowed with a mule until I was 21 years old, 
and I know some of the problems the farmers have and I want to have 
a part in this thing of what you call cotton producers association be- 
cause it is going to mean higher income for these low-income farmers.” 

And in the end he said, “It won’t hurt a businessman in this area, 
because if you raise the income of these farmers they will not only 
benefit, but all the businessmen of this area will benefit, including the 
banks, and that is the reason I am helping you.” 

Mr. Reep. I want to congratulate you, sir, on a very fine statement. 

Mr. Brooks. Thank you. 

Mr. Mason. Mr. Chairman, one more statement. 

The Carman. Mr. Mason. 

Mr. Mason. I represent six counties in Illinois. Each one of those 
counties is more than 100 percent Farm Bureau membership, because 
so many of the retired farmers still maintain their membership. 
Every one of those farm bureaus are co-ops in many ways. I have 
talked to them at their annual meetings for at least 8 or 9 years, and 
I find that 99 percent of the farmers themselves are willing to pay 
the regular tax on the corporation, and it is only the few executives of 
those farm bureaus that oppose paying that corporate tax. 

Mr. Brooxs. Mr. Mason, the only thing I can say to you on that 
point is this: The Farm Bureau, the National Farm Bureau, is in 
complete agreement in every way with the statement that I made here 
today—in every way—and it is made up of delegates of farmers from 
every State in the United States. So, there is no difference of opin- 
ion. We are in absolute agreement in my State and the position of 
the American Farm Bureau Federation. 

The CHatrman. Are there any further questions of Mr. Brooks? 

Mr. Brooks, may I inquire just momentarily? Your organization, 
the Cotton Producers Association, is one of several cooperatives in the 
South and in the West that assists farmers in the sale and distri- 
bution of the cotton that they produce ? 
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Mr. Brooks. Yes. 

The Cuarrman. Through the marketing facilities that you have? 

Mr. Brooks. Yes. 

The Cuarrman. Do I understand now that the statement which you 
made in behalf of your own association is concurred in by the other 
cooperatives which market cotton ? 

Mr. Brooks. That is right. 

The Cuarrman. They agree with what you have said in your state- 
ment ? 

Mr. Brooks. That is right. 

The Cuarrman. Are there any further questions? 

We thank you, Mr. Brooks, for your appearance and the informa- 
tion given the committee. 

Mr. Brooxs. Thank you, sir. 

(The following letter was received by the committee :) 


AMERICAN FARM BUREAU FEDERATION, 
Washington, D. C., January 31, 1958. 
Hon. WILBUR MILLs, 
Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


Dear Mr. Mitts: The American Farm Bureau Federation has a long record of 
support for the principle that farmers shall have the privilege of using the device 
of a cooperative association to carry on purchasing and marketing business opera- 
tions. 

The resolution of the American Farm Bureau (stated below) reflects (1) the 
concern of Farm Bureau members about the aggressive attacks made on coopera- 
tives as institutions and the tax treatment given them, and (2) the need to find 
a sound solution to the tax problem involved. 

“We continue to oppose aggressively any efforts to tax cooperatives on savings 
which are returned to the member patrons in such a form as to be taxable in 
their hands. We support the principles (1) that cooperative savings allocated 
to member patrons are taxable in the hands of such patrons where the obligation 
to the patron is certain, and (2) that savings held by cooperatives in the form 
of unassigned surpluses are taxable in the same manner as the profits of other 
corporations. These principles constitute a great safeguard to the interests of 
true cooperatives. We recognize, however, that some revision of the law may 
be necessary to clarify its application to specific cases. 

“All corporations should be exempted from Federal income taxes on earnings 
distributed to stockholders as dividends and taxable in the hands of the stock- 
holders. 

“We oppose the application of a withholding tax to the dividends of corpora- 
tions, including cooperatives.” 

A need for clarification has developed as the result of numerous court cases 
in recent years. As a consequence of these court decisions, the intent of the 
1951 act has been made inoperative. We believe the law can and should be 
revised to conform with the policy statement outlined above. 

We respectfully request these views be incorporated in the hearings on genera! 
revenue revision in connection with the consideration of the committee on this 
subject. 

Very truly yours, 
RoGeR FLEMING, 
Director of Washington Office. 


The CuarrmMan. The next witness is our former colleague, Jerry 
Voorhis. Although we remember you quite well, Mr. Voorhis, for the 
purpose of the record will you identify yourself by giving us your 
name, address, and capacity in which you appear. 
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STATEMENT OF HON. JERRY VOORHIS, EXECUTIVE DIRECTOR, 
COOPERATIVE LEAGUE OF THE U. S. A. 


Mr. Vooruis. Yes, sir; my name is Jerry Voorhis. I am executive 
director of the Cooperative League of the United States which is a 
federation of consumer, farm supply, and service cooperatives. 

The CuarrmMan. Mr. Voorhis, can you complete your statement in 
the 15 minutes alloted to you, sir? 

Mr. Vooruis. Mr. Chairman, my printed statement, I obviously can- 
not. I would like to ask permission for that statement to be printed 
in the record of the hearings, this particular copy has a couple of 
little minor corrections in it so I would like this copy to be it. 

The CuHarrMan. Without objection, it may be included in the record. 

(The statement referred to is as follows :) 


TESTIMONY OF JERRY VOORHIS, EXECUTIVE DIRECTOR OF THE COOPERATIVE LEAGUE 
OF THE U.S. A. 


Mr. Chairman and members of the committee, my name is Jerry Voorhis and 
I am executive director of the Cooperative League of the U. 8S. A. The coopera- 
tive league is a federation of and a service agency for consumer, farm supply, 
and service cooperatives. Its affiliated member organizations, some national, 
some regional, some local in scope include in their membership a major portion 
of the 13 million different families in the United States which own shares in one 
or more cooperative businesses. This is about twice the number of families which 
own one or more shares in all the corporations of the country put together— 
despite the fact that coperatives are estimated to do only about 3 percent of the 
Nation’s total business. 

The purpose of my testimony here today, Mr. Chairman, is not to ask changes 
in the revenue code and certainly not to ask any specially favorable tax treatment 
of cooperative or mutual business. Rather, my purpose is to demonstrate the 
wisdom and justice of this committee, the Congress, the Treasury Department, 
and indeed the Constitution of our country in establishing and maintaining the 
basic principle that patronage refunds are the property of the patrons to whom 
they are paid and not the property nor, obviously, income of the business paying 
them, whether that business is a cooperative or any other form of business. My 
testimony will set forth the reasons why the excludibility of patronage refunds 
from the computation of income is an inescapable principle of tax justice and 
why it is good public policy for the United States today. 


FACTS AND PRINCIPLES OF EQUITABLE TAXATION 


The basic overall general facts are that cooperatives do not receive favored tax 
treatment today, that they pay their taxes under the same laws as other busi- 
nesses do, that in many a rural community, in our country, the cooperatives are 
the largest taxpayers of all, and that whatever differences may exist between the 
amount of income taxes paid by cooperatives and those paid by corporations are 
the result of differences in the manner of conducting the business and not the 
result of any tax advantages on the part of cooperatives. 

There are some minor exceptions to that statement. But they are inconse- 
quential from a revenue standpoint and certainly defensible from the point of 
view of equity. I will be glad to discuss them if the committee wants. But I 
prefer to stick to the issue which proponents and opponents of cooperatives agree 
is the only really important one. And on that issue my general statement is as 
true as any general statement about taxation can be. 

Cooperatives exist in our free economic system as one kind of economic organi- 
zation. They partake in many respects of the nature of partnerships, which, be 
it marked, pay no income tax at all. In some respects, on the other hand, coop- 
eratives, partake of the nature of corporations. There are good reasons why we 
have allowed cooperatives to exist as one among many different kinds of business 
organizations. I believe that I can show what those reasons are. 

If a group of people is confronted by an economic problem or an unmet eco- 
nomic need that is common to all of them, there are four things they can do 
about it. One is to try to meet it, on fair terms, through existing economic 
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agencies. If this turns out to be impossible they can turn to the Government to 
help them. If they do not want to depend on the Government in this way or if 
the Government will not act, then a third alternative is to let the problem go 
unsolved, the need unmet and let a sore place fester in our body politic. This 
however is not the way Americans usually take things. Especially not when a 
fourth alternative does exist. That fourth alternative is for these people to in- 
vest their savings and resources in a new business of their own, specially de- 
signed to meet their needs. If they decide to do this they naturally want to 
organize that business in such a way that all of them will share equally in its 
benefits and its control and so that none of them can profit at the expense of any 
of the others. So they set up a business whose purpose is to render a service 
to its owners who have created it, rather than to make profits for itself. This 
sort of business is a cooperative business, a business whose owners are the same 
group of people or firms that need and use its services. 

The real issue before the committee is whether or not groups of American citi- 
zens shall continue to enjoy the right to use this fourth alternative for solving 
economic problems by voluntary self-help, without being subjected to penalty 
taxation when they do so. For those who contend that patronage refunds should 
be taxed, as if they were profits of the business paying them, are in effect advo- 
eating that this right be denied to American farmers, small businesses, con- 
sumers, or any other group. 

We contend on the other hand that there should continue to exist in America 
the same right to organize and conduct businesses on a mutual service basis as 
exists to organize and conduct businesses on a profit basis. We certainly want 
the great preponderance of our economy, which is organized around the profit 
motive, to make a profit. All we ask is that the cooperative segment of the 
economy be allowed to continue to exist, grow, and flourish, free from political 
attack. 

Cooperatives are not free from such attacks today. If they were I would not 
be here taking up the time of the committee. But all sorts of fantastic state- 
ments have been made in attempting to persuade people, including members of 
this committee, that cooperatives in this country are escaping large amounts of 
taxpayments. These statements just aren’t true. 

For example, one such statement widely circulated in recent months has been 
to the effect that farmers cooperatives were escaping $200 million a year in Fed- 
eral income taxes. Well, in the most recent Senate hearings on Department 
of Agriculture appropriations, Dr. Joseph G. Knapp, administrator of Farmers 
Cooperative Service, testified that “all farmer cooperatives now pay Federal 
income tax at corporation rates on any net margins of operating receipts over 
expenses that they retain and treat as their own.” Senator Aiken of Vermont 
then asked how much the total amount of patronage refunds to members had 
been in the most recent year for which figures are available. Kelsey B. Gardner 
of Farmers Cooperative Service replied that in 1954 they had amounted to $238 
million. On this Senator Aiken commented “Then what about the charge that 
cooperatives escape $200 million in taxes because of patronage refunds. People 
who should know better have made that statement. Cooperatives cannot possibly 
escape $200 million in taxes on $238 million of total refunds.” 

That is one example. Another one is a widely circulated release from what is 
called the research department of the National Tax Equality Associated dated 
March 1954. This publication alleges that 25 regional farm cooperatives paid 
only 6.4 percent or what NTEA calls “net corporate profits,” whereas it says 
profit businesses “making the same total profits” would have paid 56.1 percent 
in taxes. 

This release from NTFA is a masterpiece of deception. Our organization took 
the trouble to communicate with the 25 cooperatives on whose operations the 
report was based. Here are some of the facts we found out, which NTEA some- 
how overlooked. 

The first and central fact is, of course, that other businesses would have paid 
almost exactly the same tax as the cooperatives did if they had treated their 
patrons as the cooperatives treated theirs. The cooperatives did not “escape” 
taxes any more than the other businesses “escaped” making refunds to their 
patrons. 

NTEA includes in its net income figure, for cooperatives, the full amount of 
the patronage refunds which the cooperatives were obligated to—and did—pay 
out to their patrons, and then uses that total figure to compute taxes it says 
other businesses would have paid. They would have paid no such amounts— 
not if they had made patronage refunds. 
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It is quite true that some of the agricultural cooperatives which NTEA picked 
for its research are relieved of double taxation on money paid out as interest 
on stock. But this is the only real difference. 

NTEA neglected to mention that it picked for its research job a year before the 
Amendments of the Revenue Act of 1951 had gone into effect. Had they picked 
a later year the taxes of the cooperatives would have been substantially more, as 
they are today, as a result of those amendments. 

NTEA also failed to state that a number of the cooperatives are in the 
petroleum business and, without necessarily believing in it, took advantage 
of the depletion allowance to reduce their tax liability. Yet NTEA assumes that 
their competitors in the oil business just disregard the depletion allowance, 
which of course is ridiculous. They would have taken exactly the same 
advantage of this tax privilege as the cooperatives did and their taxes would have 
been far below the 51.6 percent which NTEA claims. 

Again in the case of one coperative NTEA reports only one-third of the 
patronage refunds it actually paid. 

It is, I think needless to burden the committee further. I have said enough 
to show how full of deception an allegedly factual research study can be 
when the organization is as anxious as is NTEA to sell the Congress a bill of 
goods. 

The enemies of cooperative business are able to arrive at some of their 
fantastic conclusions and to justify their twisted statistics largely because of a 
completely false premise which, for obvious reasons, they have adopted. 

That false premise is that there is no difference between profits on the one 
hand which a business can dispose of in any way it seems fit and patronage re- 
funds on the other hand over which a cooperative business has neither ownership 
nor the right of disposal since they are the property of the patrons. 

Now if there is to be no difference between patronage refunds and profits, then 
profits would have to be distributed to customers on the basis of patronage and 
some means should be devised to see that this is done. Moreover, if patronage 
refunds are just like profits, then, when profit businesses expand their plant, 
ownership of the new plant would have to be spread among all the customers 
of the business just as cooperatives must now do whenever their facilities are 
expanded by payment of deferred patronage refunds. Again, returns to stock- 
holders would have to be limited in profit corporations just as they are in co- 
operatives. And finally, if this basic distinction between savings for patrons 
and profits for stockholders were to be rubbed out by tax favoritism for profit 
business, then profit business would in all justice have to be required to give 
control over its business to its patrons on the basis of one vote each regardless 
of the number of shares held just as cooperatives must do. 

We do not believe these requirements should be imposed on profit business for 
the reasons that it is organized for the purpose of making a profit and we do 
not have any desire whatever to interfere with the free right of profit business to 
operate in accordance with that purpose. 

But equally we insist that opponents of cooperative business have no right to 
seek to use this committee and the Congress as means to destroy the right of 
cooperative business to operate for the purpose of serving and benefiting its 
patrons and customers. And that is precisely what the effect would be of treating 
patronage refunds as if they were profits of cooperatives. 

Cooperatives do not pay patronage refunds just because they suddenly decide 
to do so. Indeed, if they do it that way, they have to pay a full income tax on 
the money first under present law. The only circumstance under which 
patronage refunds are not taxed against a cooperative or other business paying 
them is when there is a preexisting binding obligation to pay and when that 
money belongs to the patron, not to the cooperative. It belongs to the patron if 
it is paid at once in cash. It belongs to him equally if he makes a voluntary 
agreement as to the time of its payment to him and thus reinvests the money in 
his cooperative, receiving a certificate of ownership in token thereof. Now, 
no one proposes that Congress tell other businesses that they must discharge their 
accounts payable or other liabilities in cash within 60 days or else have those 
accounts payable regarded as taxable income to the business that owes them. 
Neither can Congress with any show of justice treat accounts payable to 
patrons of cooperatives or investments of cooperative members in cooperatives 
as if they were accounts receivable by the cooperative, and hence subject to 
income tax against the cooperative. 

In the case of Midland Cooperative Wholesale vy. Commissioner of Internal 
Revenue, decided in 1941, the Board of Tax Appeals decided that where accumu- 
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lated net margins are credited to patrons as accounts payable by the coopera- 
tive, the allocated amounts are debts owing to the patrons, not income to the 
cooperative. A borrowing corporation or partnership does not have income when 
its members loan money to it to provide needed operating capital. Loan capi- 
tal or investment money is a corporation debt, not corporation income. 

Patronage refunds of cooperatives which affect the business income of the 
patrons are of course properly taxable against those patrons. This was made 
clear enough by Congress when the Revenue Act of 1951 was passed. That act, 
which our organization supported, added to the tax liabilities of what had, be- 
fore that, been called exempt farmer cooperatives. Actually that term was a 
misnomer even then for even the cooperatives which qualified for the so-called 
exemption were far from tax exempt. The act of 1951, however, provided, in 
effect, that as to even these rigidly regulated farmer cooperatives all net margins 
not paid out in interest on stock or in patronage refunds should be taxed against 
the cooperative. 

All cooperative shareholders, of course, pay full tax on any interest received on 
their shares. And all cooperative patrons are taxable on patronage refunds 
received by them to the extent that their business income is affected by the re- 
fund. Let me be sure I do not leave any misconception. If a person receives 
commodities as a result of turning in trading stamps he does not include the 
value of these commodities as income on his tax return. The reason is that 
income cannot be generated by spending money on consumable items—no mat- 
ter how much of a reduction in price is involved. In the same manner exactly 
cooperative patrons cannot be taxed on patronage refunds which merely reduce 
the price of items of domestic consumption such as electricity for the home, 
gasoline for the family car, groceries, or clothing. On the other hand if a 
farmer purchases fertilizer through his cooperative and deducts its full cost as 
a business expense, he must then include as income his patronage refund. The 
same is true of a merchant purchasing inventory through a cooperative whole- 
sale or of any other producer or businessman using a cooperative to benefit his 
business operations. 

It is recognized that certain recent court decisions have violated the intent of 
Congress in the 1951 act by saying that patronage refunds paid in certain forms 
whose value was difficult to determine were not taxable against the cooperative 
patron, at the time they were received. It is my firm opinion that the Treas- 
ury Department has not vigorously contested these cases and that, if it had, it 
could have won them. But it has, apparently, preferred the confusien to a 
vigorous effort to uphold the principle of the Revenue Act of 1951. Just why, 
I cannot say. But if the committee believes action is called for in the light of 
these court decisions, the kind of action to be taken would seem to be clear 
enough. Logically, that action should be to clarify and strengthen the provisions 
of the act of 1951, making it absolutely plain to any court that a patronage re- 
fund affecting business income of a cooperative patron is income to that patron 
and properly taxable against him. It is his property; not the property of his 
cooperative. 

I realize that there are some people who pose as friends of the cooperative 
patron and who try to make him believe that they are going to help him out by 
making his cooperative pay taxes on patronage refunds paid by it and, corre- 
spondingly, relieving him, the patron, of such payments. This is a deception 
of serious consequences. If a person is part owner of a business that serves 
him well and adds to his income, it is no favor to that person to save him a 
small taxpayment if, in the process, his business is ruined. 

No, gentlemen, the principle that should be followed is very clear. Funds 
used to pay patronage refunds by cooperatives are liabilities, not assets, of the 
cooperative. No business liability can be regarded as constituting taxable in- 
come or any kind of income. On the other hand, patronage refunds paid on 
items affecting business income of the patron are assets of the patron. 

Of course, we realize that many people say they have no objection to recog- 
nizing patronage refunds paid in cash as excludable from income, but that, when 
the refunds are paid in some other form, then that is an entirely different mat- 
ter. These people are wrong. The same principles of equity, justice, and 
ownership apply in both cases. 

The law does not require any business to pay income tax on money invested 
in its capital stock. By the same reasoning, when a cooperative member agrees 
to take his patronage refund in certificates of stock or indebtedness, he sim- 
ply consents to reinvest this money in his own business. It is returned as an 
investment in the capital structure. 
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It would have the same result, exactly, if the cooperative drew a check pay- 
able to the member for his patronage refund, then the member cashed the 
check and used the money to buy stock in the cooperative. 

To tax a cooperative on patronage refunds not paid in cash would be levying 
a penalty on the right of cooperative members to invest funds in their own 
business. Such a tax would be unreasonable and punitive and, so far, has never 
been applied to a corporate business of any kind. 

Cooperatives, generally, do not have access to the same sources of permanent 
investment funds open to most other types of corporate business. Nearly all 
co-ops have members of modest means, on whom they must rely for most of 
their contributions to capital. As a rule, the best time for members to invest 
in the co-op is when they can use their patronage refunds for this purpose. 

The value of cooperatives’ stock can never be above par. Investment in their 
stock is made not in any hope of capital gain or even of return of interest. 
Such investment is made by members in order to improve the cooperative’s 
service to them. 

Therefore, to tax member-patrons’ investments against the cooperative, as if 
they were income to it, would be doubly unjust discrimination. It would strike 
squarely at the one place where cooperatives have their best chance to make 
up, in some measure at least, for their lack of access to the pools of capital 
which their competitors can tap. 

When a proprietary business retains earnings for expansion, retirement of 
debt, or other purposes, its stockholders do not pay taxes on that money. The 
corporation does. In the case of the co-operative, the shoe is simply on the 
other foot. The member-partners of the cooperative pay the taxes on deferred 
patronage refunds. The cooperative does not. 

But suppose a cooperative does not pay out all of its net savings in pat- 
ronage refunds, either cash or stock. What happens then? It pays a full Fed- 
eral corporation income tax on that money. 

If a cooperative does business with nonmembers, it can pay them patronage 
refunds on the same basis as to members. Or it can retain the margins from 
nonmember business and pay full Federal corporation income taxes on it. There 
is no other alternative. 

A co-op cannot divide the savings made on nonmember business among the 
members, because the members are only entitled to refunds in proportion to 
their own patronage. 

If more than that is paid to members, then the co-op must pay taxes on that 
excess amount first. 

Cooperatives are organized by their patron-members for the benefit of their 
patron members. They exist not to make profit for themselves, but to save 
money for the people who trade with them. One way or another, they will 
serve this purpose as long as they exist. There are two ways to do it. One 
is at the point of sale or purchase. The other—and much sounder method 
and the method much to be preferred by competitors—is by paying patronage 
refunds at the end of the accounting period and otherwise trading at going mar- 
ket prices, as cooperatives have traditionally done. 

Well, suppose these gentlemen had their way and induced Congress to treat 
patronage refunds as if they were business profits. What would cooperatives 
do? Well, marketing cooperatives could pay more than the market price, or 
at least the full market price, to their patrons when they bought their grain or 
fruit, and then assess members for any loss sustained. What, may I ask, 
would these gentlemen tax, then? A purchasing, supply, or consumer coopera- 
tive would, if these gentlemen induced Congress to violate the Constitution, 
simply sell at reduced prices and attempt to operate as nearly at cost as they 
possibly could, paying no patronage refunds and benefiting their patrons at the 
point of original sale. What would these gentlemen tax, then? Probably they 
would propose that Congress tax the difference between the price the cooperative 
charged its member and the price they think it ought to have charged. If so, all 
price reductions, by whomever allowed, would have to be taxed against the 
business allowing them, even though it never had the money in its hand— 
any more than a cooperative ever owns the money it is obligated to pay in 
patronage refunds. That brings us to the point of absurdity, I think, and it 
illustrates once again how unjust and untenable is the attempt to claim that 
patronage refunds are comparable to profits. 

When a highly integrated business such as the steel industry or a power 
company or a major oil company buys out a link in its chain, such as a mine 
or a powerplant or a local filling station, no one suggests that they be subjected 
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to taxation when the ore is delivered to the blast furnace or the power to the 
substation or the gasoline to the gilling station. We hear nothing about tax 
dodging in connection with the veritable host of nonprofit operations that go on 
every day between various levels of an integrated, large corporation. 

But when a group of retail merchants who want to retain their independence 
organize a cooperatively owned wholesale, so as to put their wholesaling on a 
nonprofit basis, then there are loud outcries that they are escaping taxation 
by adopting one step in integration. The same outcries are raised when a 
group of consumer cooperatives set up their own wholesale. 

And when a number of farmers decide to make agriculture a rational in- 
dustry and to include the marketing of their crops or the procurement of elec- 
tricity or the purchase of their supplies on a cost basis, the same as almost 
every big industry in the country has been doing for years, then a great cry 
is raised that they should be penalized for engaging in an at-cost operation and 
refusing to make profits at their own expense. I am sure this would not happen 
if a big cereal company bought out several thousand farms and turned them 
into a collectivist enterprise. No one would say it was escaping taxation, be- 
cause, as would be the case, it paid no tax on profits when it transferred the 
grain from the farm to the elevator and to the mill. 

It is only, apparently, when farmers or other little people with little capital 
want to keep their independence but to strengthen their economic position so as 
to gain some semblance of competitive equality that we get complaints. The 
cooperative is the little peoples’ means of keeping their independence and at the 
same time rationalizing their eonomic operations. If a big business can integrate 
without paying profit taxes on transactions between departments, it is a violation 
of the most basic concept of democracy to deny to the little people of the country 
that same opportunity through the use of cooperatives. 

In concluding this portion of my testimony, let me leave two statements with 
the committee. First, if any cooperative, by dealing with nonmembers to whom 
it does not pay patronage refunds, by putting funds into surplus, or in any 
other manner, derives income for itself, it should be, and it is, taxed on every 
dollar of that income in exactly the same manner as any other business is taxed. 
Second, if any business, quite regardless of whether or not it is a cooperative, 
obligates itself to pay patronage refunds, it should not be, it is not now, and 
it never has been, taxed on money so refunded. 


PART 2. GOOD TAXATION POLICY FOR TODAY’S ECONOMY 


Three outstanding economic trends in the United States today are these: 
First, the rapid growth of large-scale, even monopolistic business and the corre- 
sponding decline in competitive, smaller business. Second, the continuous widen- 
ing of the gap between the income and the economic well-being of agriculture 
on the one hand and of the rest of the economy on the other. Third, the meteoric 
rise in consumer and mortgage debt. The committee is as well aware of these 
trends as I, so I will present only a few facts to establish them. 

The House Small Business Committee has found that whereas our 500 largest 
corporations owned 51 percent of the manufacturing assets in 1952, their per- 
centage had risen to 57 percent in 1956. In that same period, Business Week 
reports that the number of mergers had trebled. 

In 1950 there were 60 oil refineries in Oklahoma, about half of them independ- 
ents. In 1956 there were 14 refineries, only 6 of which were independents. One 
of the remaining independent refineries was a cooperative owned by several 
hundred thousand farmers and rural users of petroleum products. 

Half of our major industries are effectively controlled as to both pricing and 
output by no more than four companies. Access to these industries by new firms 
is next to impossible. One corporation in one such industry, 40 percent of whose 
stock is owned by only 50 people, has a business volume larger than the com- 
bined volume of all of the 10,000 farm marketing and farm supply cooperatives 
in the United States. It is well to remember this when people make the ridic- 
ulous statement that cooperatives are getting too big. 

For 1955, the Senate Small Business Committee has found that average yp rofits 
for firms with less than $250,000 in assets were less than 1 cent on every 
dollar of sales, whereas firms with $100 million in assets realized, on the average, 
7.2 cents profit on every dollar of sales. In 1952, only 3 years earlier, correspond- 
ing profits were 5.2 cents for the big business and 2.3 cents for small ones. 

As a reflection of this trend perhaps we find that sales of major food chains 
are increasing almost twice as fast as those of smaller chains and independents. 
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The 1956 Boston Conference on Distribution heard a supermarket pioneer pre- 
dict that by 1965 a handful of giant supermarket chains will control 75 percent 
of all the food distribution business of the country. 

And in other industries producing consumer goods the concentration is even 
greater. Radio and television advertisements urge consumers to buy nationally 
advertised brands. All consumers need do to assure that in a few years all 
small manufacturing companies will be out of business is to follow that advice. 
For obviously only the biggest companies can afford national advertising. 

Standing against these trends are two kinds of cooperative businesses. Retail- 
er-owned cooperative wholesales accounted in 1956 for some 23 percent of sales 
to food retailers. These cooperatives enable independent merchants to keep their 
independence and compete on a much more nearly equal basis with big chains. 
Consumer cooperatives in the cities of the country do today perhaps 1 percent of 
retail food business. But they offer a means of restoring some area of real choice 
to consumers, they are a healthy beginning of active consumer ownership and 
they can, to the degree that they operate successfully, be depended upon to keep 
competition alive in retail trade. If we still believe in freedom of enterprise then 
these contributions of cooperatives are of great importance under present cir- 
cumstances. 

For these present trends are ominous. If continued much longer they could 
bring an end to freedom of enterprise in all our economy as they have already 
done in much of it. Further, this concentration of control, inevitably expressing 
itself in artificial fixing of prices for many of the products of industry, is a basic 
cause of the condition of our agriculture. 

For in agriculture we still have the opposite kind of situation. Five million 
separate farm units compete with each other in the sale of agriculture crops. 
Standing alone the farmer, in the present economic situation, is quite helpless. It 
is utterly impossible for any one farmer to affect the market by increasing or 
decreasing his production. So, particularly when prices are low, each farmer 
produces, and I believe always will, as much as he can—and takes his chances 
on what the market will bring. 

Except for his opportunity to join other farmers in ownership of cooperatives, 
to reduce costs of operation and to obtain better and steadier prices for crops 
sold, the farmers of the country would be in an even more difficult position than 
the following facts show : 

The total net farm income declined from $16 billion to less than $12 billion 
between 1951 and 1957, a 27 percent decrease. Meanwhile the total national in- 
come, including farm income increased 23 percent, from $277 billion to $343 
billion. 

Farmers make up 13 percent of our national population but receive only 
3.3 percent of national income. And that percentage is going down not up. 

Farm mortgage debt has increased from $9.5 billion to $19 billion in the 
last 10 years. 

Attempts to restore some balance of economic justice to our agriculture through 
Government programs have been only partially successful. And political opposi- 
tion to an effective program has constantly increased. The better alternative 
in any case is to encourage and if necessary assist farmers to restore a balance 
of equity by their own efforts and by striking at the root of the trouble, which 
is the relative weakness of the farmers’ bargaining power as he faces other ele- 
ments in the economy with which he must deal. This is exactly the result which 
is obtained when farmers organize and develop strong cooperatives to market 
together their own crops, to supply themselves with their farming needs, to pro- 
vide the farm services without which they cannot produce efficiently. 

Taking 1910-14 as a base, the index of the cost of all farm inputs stood at 
273 in 1957. But in the case of fertilizer, where about one-fifth of the production 
and distribution is carried on by the farmers for themselves through their coopera- 
tives, the cost had risen only to 150. Moreover, about one-fifth of the profits of the 
fertilizer business had gone back to the farmers and to agriculture. Other similar 
examples from insurance, credit, electricity and even petroleum could be given. 

The strengthening, not the weakening by punitive tax measures, of farmers 
cooperatives offers the best single hope we have of saving the American inde- 
pendent farmer from progressive economic disaster. 

Again our economy today is being sustained very largely by the increasing risk 
of bankruptey which the consuming families of this country are running. T do 
not believe that is an exaggerated statement. Members of the committee have 
heard it said over and over, as I have, by competent economists that consump- 
tion must continue to rise rapidly if our present levels of production and sales 
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and profits are to be sustained. In the next breath we hear it said that the 
level of savings must be increased in order to provide for necessary capital ex- 
pansion. 

The disagreeable facts are that consumption has been increasing in recent years 
but that current income of the people has not been enough to pay for the in- 
creasing purchases. Instead per capita consumer debt has increased from $59 
in 1946 to $209 in 1955 according to a study reported in October 1957 by the Fed- 
eral Reserve Bank of Atlanta. And mortgage debt per capita has gone up from 
$295 to $764. So during National Thrift Week, last October, officials of the Na- 
tional Thrift Committee estimated that the average American family is today 
only 3 months from bankruptcy, if its income should stop. 

Now from the standpoint of the economy as a whole this might not be so 
serious if this increase in consumer debt had taken place through a process 
of people borrowing only when they really need to and borrowing from pools of 
real savings. Both these conditions prevail when people borrow from credit 
unions of which they are members. 

But a great proportion of the ballooning of consumer debt is the result of high 
pressure sales methods, including very high pressure advertising urging people 
to go into debt more and more and more. Furthermore most of this debt carries 
very large hidden interest charges, by whatever name called, which drains off 
buying power for goods and services and bring the possible bankruptcy date for 
families even closer. 

All of this is not to say that, in a dynamic economy like ours people should 
not borrow. It is to say two important things. First, that it is questionable 
whether a dynamic economy can be sustained by a monetary system wherein 
new money comes into being only through expansion of debt. And it is to point 
out that here again the application of the principle of mutual aid and cooperation 
has an answer to the family debt problem which could, if even more widely used 
than today, provide an answer to the danger from overexpanded consumer debt 
accompanied by heavy carrying charges and interest payments. Credit unions 
make their start by teaching their members to save—and to save together. They 
teach people that the opportunity to borrow depends upon savings having pre- 
viously been made. They make loans to their members out of the members own 
pools of savings—not by creating money as other financial institutions do. 
And their interest rates, applicable only on unpaid balances are fairly clear, 
simple and easy to understand. Loans are made by credit unions, according to 
their principles, for provident and productive purposes, and loans are screened 
and approved by the borrowers’ own friends, neighbors, or fellow employees. 
If all consumer borrowing were done through credit unions—which, of course, 
it probably never will be—but if it were, we would not have to worry about 
over-expanded consumer debt. People would be borrowing only preexisting 
money resulting from savings by themselves and their fellow credit union 
members. 

The conclusion of this portion of my testimony is that good public policy today 
ealls for encouragement of that rather small segment of our economy which 
has been organized by the people in cooperative enterprises. Good policy would 
be violated by changes in our tax laws as they apply to cooperative and mutual 
businesses, or by any measures that would restrict their opportunity to grow, 
to develop along with the rest of the economy or to carry on nonprofit operations 
with their members without penalty or punitive taxation on those operations. 

The reasons for this conclusion are evident I think from what I have said. 
But to summarize them: 

Under present circumstances it is good policy to encourage in every proper 
way a form of business organization, which will restore effective ownership, 
strengthen small competitive, truly free enterprise, enable small-scale producers 
to survive and restore to consumers at least a small degree of economic power. 
Such a form of economic organization does exist in cooperative enterprises. 

Suecessful cooperatives by their very nature counteract and reverse the dan- 
gerous trend toward concentration of ownership and control in American in- 
dustry. They do this because their ownership must be as broad as the number 
of their patrons and customers. They spread ownership to millions of people 
and enable those large numbers of people to own even businesses of substantial 
scale and scope. Furthermore each of those owners is a responsible owner 
since every one of them has 1 vote and only 1 vote regardless of number of 
shares held. Cooperatives can, moreover, compete even against very large and 
monopolistic competitors because they have their own built-in market in their 
own memberships. Cooperatives enable small independent producers and busi- 


20675—58—pt. 2 48 








2036 GENERAL REVENUE REVISION 


nessmen like farmers and retailers to stand together in the market place and 
thus, without loss of their independence, compete successfully even against the 
largest competitors. Cooperatives are the little peoples chance to share in own- 
ership and participation and control in an economy of bigness. A strong, vigor- 
ous cooperative segment in our economy can assure that American free enter- 
prise won't be stifled by monopoly. It can give back to the people, generally, 
the responsibilities and significant participation in ownership which the trend 
toward bigness takes away. It can restore the opportunity for choice to con- 
sumers and give them at least a small measure of control over the course of 
production, pricing, and economic development. 

Perhaps most important of all cooperatives can keep vitality in the local 
communities of our country by keeping ownership of business and industry in 
those local communities. A brief recent news story will illustrate this point: 

“GLEASON, Wis.—Businessmen are happy that a new co-op general store opened 
in this village of 200 people, October 24. One of them is investing $3,000 in 
preferred shares of the co-op. Another who used to contribute to National Tax 
Equality Association is now an enthusiastic co-op booster. They think the co-op 
will bring more people to Gleason. Banker Cleo Millenbah told the co-op’s 
manager, Elmer Kreie, that he was glad a chain isn’t opening the store. “This 
belong to us,” Millenbah said. 

“In a new 60-by-80-foot building, the co-op will sell food, clothing, hardware, 
farm supplies, and drugs. Its headquarters are in Merrill.” 

It is good public policy to encourage local ownership and thus revitalize local 
communities. Cooperatives must be locally owned businesses by their very na- 
ture. They can restore ownership of local enterprises to local people. Especially 
is this important with respect to businesses that serve agriculture, either in 
marketing, supplies or services. For if such businesses are owned by farmers 
then a percentage at least of the income from related businesses can be added 
to the ‘income of agriculture. Nothing that I can think of is more needed in 
our economy today. 

I ask the committee to consider just a few questions. Has it been a good 
or bad thing for America to have over 3 million farmers join together to bring 
electricity to their own farms—especially when it had not been done and would 
not have been done by any other agencies except through rural electric coopera- 
tives? Has it been a good or a bad thing to have some 9 million American fam- 
ilies pool their small savings in their credit unions so as to provide for themselves 
agencies of thrift and sources of necessary credit at decent rates? When open 
formula, improved fertilizer at fair prices and in dependable supply is needed 
by farmers, is it better for them (@) to go without it or (b) to run to the Govern- 
ment to get it or (c) to form cooperatives to supply themselves with that fer- 
tilizer? Where a community is without a needed hospital is it a good thing to 
have the people in that community form a cooperative, pool their membership 
contributions and build their own hospital for the benefit of the whole community 
and to attract the doctors there who otherwise would not come? Would it be 
a good idea to let the major oil companies who now control somewhere between 
85 percent and 90 percent of all petroleum resources go ahead and complete their 
monopoly or would it be better to have the Government set up some kind of 
agency to stop this process, or is it still better that some millions of ordinary 
citizens, mostly farmers, have organized first their retail co-op filling stations and 
then their own sources of supply clear back to the oil well? Is it healthy for 
America to have at least 1 percent of the petroleum business in the hands of real 
“independents” the people who must use that oil? Is it good to have some of 
the ownership of this great industry spread broadly among millions of people 
located all over the smaller towns and rural areas or do we prefer to have the 
whole of that owrership concentrated in a handful of big cities in the hands of a 
few people? ‘ : 

Cooperation is self-help. Not Government help nor corporation paternalism. 
Cooperation is good for any people at any time. It is especially good for the 
United States just now. I am confident that this committee will entertain no 
proposals that would penalize cooperative enterprise as it seeks to make its 
unique contribution to the general well-being of our country and its people. 

The question is whether any group of free men and women have a right to 
carry on a nonprofit business without being penalized for doing so. 

This right is fundamental for farmers, and consumers, and small-business men 
and newspapers, and doctors and their patients, and any other group of American 
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Mr. Vooruts. Then I would like to summarize my statement, and 
I think I will be through in 15 minutes. 

The Cuarrman. All right, sir. 

Mr. Vooruis. There are about 14 million families in this country 
who own shares in 1 or more cooperatives and truly mutual businesses 
wherein they have real responsibility of ownership and participation. 
This is about twice the number of families who own even 1 share of 
stock in all of the listed corporations of the country, despite the fact 
that the cooperatives do only about 3 percent of the Nation’s business. 
I submit this only to show the contribution to real participation in a 
free-enterprise economy which the cooperatives make. 

I am not here, Mr. Chairman, to ask any special tax treatment of 
cooperatives. Neither am I here to complain about tax rates or the 
amount of tax which any of us may be asked to pay to meet the needs 
of our Nation. I would like to point out that, in this atomic age, 
dollars and weapons alone can only buy us time, and that it is the 
spirit of our people which in the end is going to defeat communism 
and other similar systems, rather than our wealth and might. People 
believe in things they build themselves. They are not inspired b 
being spoon fed by huge agencies, either public or private, over which 
they have no control and little participation. 

Cooperative institutions enable groups of people, any groups of 
people, to build their own economic institutions to meet directly their 
own needs. Their unique characteristic, which is at stake in these 
hearings to a degree, is that they provide goods and services to their 
members at cost. Cooperatives pay all the taxes that any other busi- 
nesses pay. In many communities, cooperatives are the very biggest 
taxpayers in the community. 

As to income taxes, any difference in the amount of tax results from 
a different way of treating customers or patrons, and not from dif- 
ferences in the law. It is universal practice for cooperatives to obli- 
gate themselves to return what would be profit to another business to 
their members, patrons, and customers in patronage refunds. 

Other businesses do this, too, to some extent, by a variety of de- 
vices, and pay no taxes when they do. But not as a general practice 
and to a much lesser extent. If other businesses paid patronage re- 
funds to the same extent as cooperatives do, their taxes would be 
identical with those of cooperatives. 

What differences there are result from different decisions, freely 
made, as to business methods to be pursued. What minor variations 
in that general statement exist are of no real consequence from a 
revenue standpoint, and I am not going to discuss them unless the 
committee asks me to, because what I want to discuss is that which 
both proponents and opponents of cooperatives regard as the one 
main, overriding issue. 

That issue and principle is the excludability of patronage refunds 
over which a business has no power of disposal. It is the recognition 
that, as to any business, such patronage refunds are liabilities of the 
business and are the property and, if they affect his business income, 
the income of the patron, never of the business, whether or not it is a 
cooperative business. 

Courts have consistently held that, where accumulated net margins 
of cooperatives are credited to patrons as accounts payable by a coop- 
erative, the amounts so credited are obviously debts owing to the 
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patron and, hence, cannot at the same time be income to the coopera- 
tive. 

If any cooperative makes a profit from business on which it is not 
obligated to pay patronage refunds, such as business with nonmembers 
or in any other manner, it is fully taxed on that profit. It is taxed 
on it even if it distributes it to its members. The reason is that the 
cooperative has no power of disposal in such a case and the only re- 
funds which are excludable are those based on patronage which are 
liabilities of the cooperatives to pay to those particular patrons. 

This whole controversy arises from a false premise which the 
enemies of cooperatives are forever dinning into the ears of the Con- 
gressmen. That false premise is that there is no difference between 
profits, on the one hand, and patronage refund obligations, on the 
other, despite the fact that businesses own their profits whereas busi- 
nesses owe their patronage refunds that they are obligated to pay. 

This contention is manifestly ridiculous. 

Furthermore, if profit and patronage refunds were to be treated 
alike for tax purposes, then, in all fairness, the same requirements 
should be imposed on the distribution of profits by other businesses as 
are now imposed on cooperatives with respect to patronage refunds. 

For example, returns to stockholders would have to be limited in 
profit corporations just as they are limited in cooperatives. If there 
is to be no difference between profits, on the one hand, and patronage 
refunds, on the other, then it should be required that profits be dis- 
tributed to customers of all other businesses on the same basis of their 
patronage as cooperative distribute their patronage refund on the 
basis of patronage. 

Again, if patronage refunds are just like profits, why should not 
the profit businesses, when they expand their plant, be required to 
spread ownership of the new plant among all their customers just as 
cooperatives must do when they expand their plant through payment 
of patronage refunds in stock instead of cash. 

If the nonprofit operations of pone ratives were to be treated as if 
they were profit operations, how could the logic be escaped of requir- 
ing the same broad and democratic control over all business that is 
now required in order to qualify as a cooperative business; namely, 
that each stockholder of the business have 1 vote, and only 1, regardless 
of the number of shares he holds. 

Now, Mr. Chairman and gentlemen of the committee, we do not for 
one moment believe that these stringent requirements under which 
every cooperative must operate should be imposed on businesses or- 
ganized to make profit for their stockholders. We want those busi- 
nesses to make profit for their stockholders. But neither do we believe 
that those who would like to eliminate the competition of cooperatives 
have any decent right to ask Congress to deny the people the right to 
serve themselves through cooperatives at cost to themselves. And 
that is precisely what the effect would be if the basic difference between 
profits and patronage refunds were destroyed in a tax bill. 

When a highly integrated business such as the steel industry or a 
chainstore system or a power company or a major oil company buys 
out a link in its chain, such as a mine or a processing plant or a power- 
plant or a local filling station, no one suggests that they be subjected 
to taxation when the ore is delivered to the blast furnace or canned 
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— to the store or power to the substation or the gasoline to the 
lling station. 

We hear nothing about tax dodging in connection with the veritable 
host of nonprofit operations that go on every day between various 
levels of an integrated large corporation. But when a group of retail 
merchants who want to retain their independence organize a coopera- 
tively owned wholesale, so as to put their wholesaling on a nonprofit 
basis, then there are loud outcries that they are escaping taxation by 
adopting one step in integration. The same outcries are raised when 
a group of consumer cooperatives sets up their own wholesale. 

And when a number of farmers decide to make agriculture a ra- 
tional industry and to include the marketing of their crops or the pro- 
curement of electricity or the purchase of their supplies on a cost basis, 
the same as every big industry in the country has been doing for years, 
then a great cry is raised that they should be penalized for engaging 
in and at cost operation and refusing to make profits at their own 
expense. 

Tam sure this would not happen if a big cereal company brought out 
several thousand farms and turned them into a collectivist enterprise. 
No one would say it was escaping taxation, because, as would be the 
case, it paid no tax on profits when it transferred the grain from the 
farm to the elevator and to the mill. 

It is only apparently when farmers or other little people with little 
capital want to keep their independence, but to strengthen their 
economic position so as to gain some semblance of competitive equal- 
ity that we get complaints. 

The cooperative is the little peoples’ means of keeping their in- 
dependence and at the same time rationalizing their economic opera- 
tions. 

If big business can integrate without paying profit taxes on transac- 
tions between departments, it is a violation of the most basic concept 
of democracy to deny the little people of the country that same oppor- 
tunity through the use of cooperatives. 

In the broiler business, here is a company that owns a feed plant, 
owns the breeding stock, pays the farmer for raising broilers from 
the company stocks on the company’s feed, the company’s way, with 
the company’s equipment, owns a marketing agency and markets the 
products and pays one tax on the whole operation. But if the farmers 
own a cooperative feed plant and if they own a breeding stock coopera- 
tive, and a cooperative marketing agency then the National Tax 
Equality Association says that the farmers have to pay 4 taxes, 1 on 
their farm earnings, 1 on feed plant earnings, 1 on the breeding co- 
operative, and 1 on marketing agency despite the fact that the farmers 
have established all these nonprofit agencies to pass on patronage re- 
funds to their members who then pay a tax on the whole operation. 

Only as long as patronage refunds are excludable by cooperatives 
will farmers be taxed on the same basis as the companies which are 
currently integrating the farmers. 

Otherwise if someone else integrates the farmer that someone pays 
1 tax on his integrated business, but if the farmers do their own 
integrating they will have to pay 4 taxes. 

What more is needed than to make the farmers of this country no 
more than wage earners of the integrators. 
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Mr. Chairman, I read with some care the remarks of Secretary 
Anderson concerning cooperatives. I want to say I thought the Secre- 
tary’s statement was quite reasonable and I appreciated the things 
that he said about the value of cooperatives in this country. 

The reason why we say his point of view was correct is because we, 
too, supported the Revenue Act of 1951 whose objective we believe 
was the same one that the Secretary expressed. 

But I want to say that I doubt very seriously that the Treasury De- 
partment, before the advent of Secretary Anderson, made any very 
real attempt to win the cases that have been discussed so much today. 

I don’t believe appeals were taken in a single case. I might be 
wrong about 1 or 2, but I don’t think I am. 

If correction is wanted of this, then I submit that Congress still 
passes the laws of this country, not the courts, and that Congress 
should clarify and strengthen the basic concept of the Act of 1951 so 
well described by previous witnesses by making it plain that patron- 
age refunds whether paid in cash, stock, or certificates of clear face 
value are the patrons property and, therefore, to the extent that those 
refunds affect the patron’s income, they are taxable against him. 

If a person receives premiums as a result of turning in trading 
stamps or if he buys a consumable commodity at a marked down price, 
he does not include in taxable income the value of the trading stamps 
or the amount he saves by buying at a reduced price. 

The reason is that income cannot be generated by simply spending 
money on consumable items. In the same manner exactly cooperative 
patrons cannot be taxed on patronage refund which merely reduce 
the price of items of domestic consumption such as electricity for the 
rural home, gasoline for the family car, groceries, or clothing. 

On the other hand if a farmer purchases fertilizer through its co- 
operative and deducts its full cost as business expenses, he must then, 
of course, include as income his patronage refund which reduces the 
cost of that fertilizer. 

The same is true of a merchant purchasing inventory through a co- 
operative wholesale or any other producer or businessman using a 
cooperative to increase the income from his business or production 
operation. 

Mr. Chairman, some people say that they have no objection to rec- 
ognizing patronage refund paid in cash as excludable from income, 
but when the refunds are paid in some other form that is an entirely 
different matter. 

These people are wrong. The law does not require any business to 

ay income tax on money invested in it: and when a cooperative mem- 
ia agrees to take a patronage refund in certificates of stock or in- 
debtedness he simply invests his money in his own business. 

To tax a cooperative on patronage refunds not paid in cash would 
be levying a penalty on the right of the cooperative members to in- 
vest funds in their own business. 

Remember, that cooperatives do not have access to the source of in- 
vestment funds or capital which are open to other types of business, 
it is upon their seaibee on whom cooperatives must rely for most 
of their contributions to capital. 

The best time for those members to invest is when they have received 
their patronage refunds. 
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Couperative stock never rises above par. It is not a proper invest- 
ment for somebody who just wants to make a capital gain or even 
a return from interest. It is of value to the patron of the cooperative 
because of the services that the cooperative performs for him and his 
investment is made with that idea in view. 

Some people pose as friends of cooperative patrons and farmers 
and try to make them believe that they are going to help them out 
by making their cooperative pay taxes on patronage refunds paid by 
the cooperative and relieving him, the patron, of such payments. 

This would twist all out of shape the principle that you have to 
tax people on what is their income and not on somebody else’s income. 

Besides that, this is a deception of serious consequence. If a person 
is part owner of a business that serves him well or adds to his income 
or in the case of a farmer, to his economic buying power which he needs, 
it is no favor to that person to save him a small taxpayment if in the 
process his business is going to be ruined. 

Mr. Chairman, how much time do I have? 

The Cuarrman. It looks like the gentleman has 2 or 3 minutes re- 
maining. 

Mr. Vooruis. I just want to say that cooperatives can counteract 
three ominous economic trends, the widening gap between farmers 
well-being and that of the economic groups, the growth of monopoly 
control of business, and the meteoric rise of consumer debt. 

Cooperative of merchants can keep competion alive in retail trade. 
In agriculture they can help the farmer overcome the relative weak- 
ness of his bargaining position. When people borrow through credit 
unions they borrow not inflated credit, but from pools of their own 
real savings. 

If people used credit unions more than they do we would not be faced 
with the danger of overexpanded inflationary debt like we are. 

I would like the committee to consider just a few questions. Has it 
been a good or bad thing for America that over 4 million farmers 
joined together to bring electricity to their farms—especially when it 
had never been done before and would not have been done by other 
agencies except for the rural electric co-ops? 

Has it been a good or bad thing to have about 10 million American 
families pool their savings in credit unions so as to provide for them- 
selves sources of noninflationary credit from their pool of savings? 

Is it better for farmers to get their own open formula fertilizer 
through their own cooperatives or to go without it, or to pay two prices 
for it, or to depend on government to produce and distribute it? 

If a community need a hospital is it a good idea for people to get 
that hospital by going together cooperatively and investing their 
money to get it, or not? 

Is it a good idea to let the major oil companies who are already con- 
trolling 90 percent of all petroleum resources go ahead and complete 
that monopoly or it is better to have Government set up an agency to 
stop them or is it still better that some millions of ordinary citizens, 
most of them farmers, have organized first their retail cooperative 
filling stations then their own cooperative sources of supply clear back 
to the oil wells? 

Ts it a good idea for 2 percent of a great industry like this to belong 
to thousands and thousands of people who use its product and thus 
keep competition alive ? 
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In summary, Mr. Chairman, cooperatives do not have a tax ad- 
vantage of any consequence whatever. Any business can now obligate 
itself as co-ops do to distribute earnings to customers in patronage 
refunds and receive the same tax treatment as cooperatives receive. 

Some of the businesses don’t want to do this and that is the reason 
for the complaints against cooperatives. 

To tax patronage refunds against cooperatives would be discrimina- 
tary, penalty taxation against nonprofit transactions aimed to bene- 
fit patrons and members. Such action would be bad public policy. 

In today’s world anything which encourages self-help, strengthens 
community ties, spreads ownership and develops a sense of partici- 
pation in people is an invaluable asset to any free society. By their 
very nature cooperatives do these things. 

I cannot believe that either this committee or the Congress will do 
anything which will penalize their operations or stunt their growth. 

Thank you kindly. 

The Cuarrman. Mr. King will inquire. 

Mr. Kine. Mr. Chairman, I have not asked permission to say what 
IT am going to say because of the fact that Mr. Voorhis was a dis- 
tinguished Member of the House for many years. 

But whether one would agree with him, or not, it is my opinion that 
there has not been a statement made here during these hearings that 
have set forth more clearly this confused situation that we must deal 
with than the statement of our former colleague, Mr. Jerry Voorhis. 

Mr. Vooruis. Thank you very much. 

The Cuarrman. Mr. Mason ? 

Mr. Mason. Mr. Voorhis, your statement and the honesty and sin- 
cerity that you have put into it almost convinces me to be a Christian 
on this program. 

However, you did stress particularly the false premise that you 
insisted that profits and patronage refunds were not one and the 
same thing. You stressed that pretty heavily. 

Mr. Vooruis. Yes, sir; I did. 

Mr. Mason. And the Treasury who joins the Commitee on Internal 
Revenue in dealing with that false premise stated this, and I quote: 

The cooperatives’ net margins are income to them regardless of patronage 
dividend contracts. 

Regardless of the contracts that have been entered into with the 
patrons, that is income to the co-op regardless of what you call it, and 
as such, of course, is subject to tax. 

Now, when this tax freedom was granted to the co-ops some 40 or 45 
years ago, at that time corporations were only paying about 2 percent 
corporation tax. 

o it was not very much of a handicap, so it was not bothered with, 
but when it got to be 70 percent, 52 percent plus the excess profit tax, 
then the difference was so great the co-ops all over the country grew 
by leaps and bounds because of this tremendous advantage they had. 

Now, you say there is nothing to stop corporations from reorgan- 
izing as Co-ops. 

Mr. Voornis. I did not say that, Mr. Mason. 

Mr. Mason. What is that? 

Mr. Voornis. That was not my point, but go ahead. 

Mr. Mason. That isthe way I understood it. 
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There is nothing to stop any business from organizing as a co-op 
and getting the advantage that the co-op has. If corporations did 
that, approximately $21 billion that they are now paying into the Fed- 
eral Treasury in this 52 percent corporation tax would be taken from 
the Treasury, we would not get it, and the Treasury would have to 
collect it somewhere else. 

Now, how do you explain that ? 

Mr. Vooruts. Well, where do you want me to start ? 

Mr. Mason. Start where ret we get the money if we take this 

Mr. Voornis. Mr. Chairman, I did not say that business had to or- 
pues as cooperatives. I said to the extent they pay patronage re- 

unds that no business was taxed on a patronage refund. My quick 
answer to your question, Mr. Mason, would be two-fold: 

In the first place it is not true that cooperatives are exempt from 
taxation. Cooperatives do pay taxes. They pay taxes in considera- 
ble amounts under the same laws as other businesses do. 

In the second place, if you have to get the revenue from some other 
oe than through business taxes, you would have to get it from in- 

ividuals, that is true, but I think a pretty good case can be made 
that business taxes are not such a good way—wait a minute—they are 
a good way to raise revenue, but I am not sure that their economic 
effect is good. 

So I am not going to be alarmed over a situation where you have 
such a broad distribution of the benefits of American industry that 
the people as a whole are capable of carrying a greater tax burden 
than they are capable of carrying now. 

However, may I point out that the biggest development of coopera- 
tives that has ever taken place in the whole world in any country of 
any size is in Sweden where they do 17 percent of the business. 

Mr. Mason. And pay taxes? 

Mr. Voornis. They pay taxes on the same basis that our coopera- 
tives do here, excepting that they get a lower rate of taxes than other 
corporations do and our co-ops don’t get that. 

I am only pointing this out to say that there are only a certain 
number of people that are going to take the trouble to organize this 
kind of business and carry it through. 

There is not the slightest reason to be fearful that it is going to take 
over the whole economy or anything like this. 

Indeed, if it gets up to 10 percent it would be miraculous in this 
country. I think its therapeutic effect in some fields would be good 
if it did that much business, but you don’t have to worry about coop- 
eratives taking over. 

Now, shall I answer the other questions Mr. Mason asked me? 

Mr. Mason. Certainly. 

Mr. Vooruis. I want to say I disagree with the report of the Treas- 
ury from which he read. I don’t see how it is possible for money 
that is owed by a business to somebody else to be declared the income 
of that business. 

Mr. Mason mentioned the “tax freedom” of cooperatives established 
40 years ago. That is not true, Mr. Chairman. The actual point 
about this thing was established, I guess, in the income-tax amend- 
ment to the Constitution. It is a question of what is income and 
what is not income. It did not take a statute to establish this situa- 
tion and you cannot find the statute. 
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The fact of the matter is that a patronage refund is a debt of a 
cooperative, is not income to it; this is not a matter of legislation. It 
is a matter of fundamental law. 

Then as to growth, many other witnesses have answered that. They 
have given figures to show that by and large the growth of the coop- 
erative business has been just about parallel with the growth of the 
other businesses in the economy. 

Mr. Mason. Mr. Voorhis, of course, you state that this is not income. 
You differ with the Treasury experts and you differ with our experts. 

Mr. Vooruis. Well, some of them, Mr. Mason. I think there are 
a good many of them that would agree with me. I would point out 
that a good many Congresses have, too, and I think Congresses are 
more important than experts. 

Mr. Mason. We sitting on this committee have got to at least give 
real consideration 

Mr. Vooruis. Indeed you have. 

Mr. Mason. To the opinion of our experts and the experts of the 
Treasury. 

Mr. Vooruts. Indeed you do, and there are many of them, including 
the main ones, that I have much respect for. 

But that statement you read I can only say I don't think it is true. 

The Cuarman. Mr. Eberharter will inquire. 

Mr. Exseruarter. Mr. Voorhis, I am delighted that you came here 
today. There is one thing I want to have you explain to me. 

You take the position that a corporation by contract owes its debt 
to a number of people, that that is the same as the cooperative owing 
a debt to patrons. 

Mr. Voornis. That is right. 

Mr. Exernarter. That is fundamental law; is it not ? 

Mr. Vooruis. I think so. 

Mr. Exseruarter. That is all. 

The Cuatrman. Mr. Reed. 

Mr. Reep. I have great admiration for Mr. Voorhis, I have known 
him for many years. 

Mr. Voornuts. Thank you very much. 

The Cuairman. Mr. Voorhis, may I inquire just momentarily. 

Could you either now or later, give information as to the type of 
cooperatives that belong to the Cooperative League of the United 
States. You mentioned REA cooperatives. Are they members of 
your organization ? 

Mr. Voornis. The National Association of Rural Electrification Co- 
ops is a member of the Cooperative League. 

The CuarrmMan. Do you have credit union members? 

Mr. Voornis. I want to make it plain that credit unions have their 
own witnesses and they are going to make their own testimony. 

The Cuarrman. I am asking whether or not these particular types 
of cooperatives belong to the Cooperative League of the United 
States ? 

Mr. Vooruts. The National Association of Credit Unions and the 
National Association of Rural Electric Cooperatives are both mem- 
bers of the Cooperative League. : 

The Cuarrman. And you do have some farmer cooperatives? 

Mr. Voornis. I would guess 80 percent of our members are farm- 
ers. That is, if you would trace it down from our member organi- 
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zations which are statewide and regionalwide organizations. If you 
trace it down to their membership probably 75 or 80 percent of our 
members are farmers. 

We have about a dozen regional farm supply cooperatives that are 
members of the Cooperative League, some of whom do some market- 
ing, though not very much. 

The Cuarrman. You mentioned that hardware wholesalers might 
be organized as cooperatives by retail-wholesale establishments. Are 
there cooperatives of that nature among your members # 

Mr. Voornis. No, they are not. We try to be of service to every 
kind of cooperative or mutual business, whether they are members 
or not of the league. 

In making my statement I want it understood that I am making it 
for the organization. I do not presume to commit any of the con- 
stituent members to it, although I don’t know of any disagreement. 

The Cuatrman. I was merely trying to get into the record the mem- 
bers that belonged to your organization. 

Without objection, you may place that in the record, 

Mr. Vooruis. Thank you, Mr. Chairman. 

(The information referred to is as follows. ) 


THE COOPERATIVE LEAGUE OF THE U. S. A. 
Chicago, Ill., January 30, 1958. 
Representative WILBUR MILLS, 
Chairman, House Ways and Means Committee, 
House Office Buildings, Washington, D. C. 

DEAR Mr. CHAIRMAN: At your request, I am herewith submitting information 
about the Cooperative League’s regular and associate member organizations, 
for inclusion in the committee record in connection with my testimony of January 
27, 1958: 


Association Cooperatives, Berkeley, Calif. 
Central Cooperatives, Inc., Superior, Wis. 
Central States Cooperatives, Waukegan, II1. 

“Colorado Rural Electric Association, Denver, Colo. 

*Cooperative Editorial Association, Chicago, Il. 

*Cooperative Institute Association, Ithaca, N. Y. 
Cooperative League of Puerto Rico, Roosevelt, P. R. 
Credit Union National Association, Madison, Wis. 

*Dairyland Power Cooperative, LaCrosse, Wis. 
Eastern Cooperatives, Palisades Park, N. J. 

Farm Bureau Cooperative Association, Columbus, Ohio 

*Farm Bureau Services, Lansing, Mich. 

*Farmers Cooperative Exchange, Raleigh, N. C. 
Foundation for Cooperative Housing, New York City 
Franklin Cooperative Creamery, Minneapolis 
Group Health Mutual, St. Paul 

*Indiana Statewide Rural Electric Cooperative, Indianapolis 

*Kansas Cooperative Council, Topeka 

*Michigan Credit Union League, Detroit 
Midland Cooperatives, Minneapolis 

*Minnesota Association of Cooperatives, St. Paul 
Mutual Service Insurance Companies, St. Paul 
National Cooperatives, Albert Lea, Minnesota 
National Rural Electric Cooperative Association, Washington, D. C. 
Nationwide Insurance Companies, Columbus, Ohio 

*Nebraska Cooperative Council, Lincoln, Nebr. 

New Cooperative Co., Dillionvale, Ohio 

*Ohio Rural Electric Cooperatives, Inc., Columbus, Ohio 

*Pacific Supply Cooperatives, Walla Walla, Wash. 

*Potomac Cooperative Federation, Washington, D.C. 


*Indicates associate member. 
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*South Dakota Association of Cooperatives, Aberdeen, S. Dak. 
*United Housing Foundation, New York City 
Utah Cooperative Association, Salt Lake City 
*Vermont Cooperative Council, Barre, Vt. 
*Wisconsin Association of cooperatives, Madison, Wis. 
Wisconsin Electric Cooperative, Madison, Wis. 


You will note that our membership includes— 


(1) the national organization of credit unions and the national federation 
of rural electric cooperatives; 

(2) the cooperatives’ national purchasing federation for consumer goods 
and farm supplies, and the rural electric cooperatives’ national purchasing 
federation for electric conductor and pole-line hardware; 

(8) three large life-, health-, fire-, and accident-insurance companies that 
go far beyond their responsibilities as mutuals to involve their policy owners 
in cooperative participation and control; 

(4) seven of the major regional farm-supply cooperatives, three of which 
also market farmers’ crops and livestock products; 

(5) all five regional consumer cooperatives; 

(6) twelve State associations of cooperatives, electric cooperatives, and 
credit unions; 

(7) the largest distributor of milk products in Minneapolis-St. Paul, which 
is cooperatively owned ; 

(8) the largest power-generating cooperative ; and 

(9) two New York City service federations of housing cooperatives. 


Thus, it will be seen that the Cooperative League includes in its membership 
a number of organizations from every kind of cooperative and mutual enterprise 
which serves its members with goods, services, or supplies, whether they be 
farmers, rural people, or city people. In only 1 or 2 cases does the league’s 
membership include all or nearly all of the cooperatives of any given kind. And, 
as will be seen, our membership does not include the large agricultural marketing 
cooperatives, as distinguished from the farm supply, electric, and other service 
cooperatives of farmers which we do have in membership. 

The national organization of cooperative-type health plans, Group Health 
Federation of America, is closely associated with the Cooperative League. Need- 
less to say, in the case of national organizations like Credit Union National 
Association and National Rural Electric Cooperative Association, the league does 
not presume to speak for them on legislative or public matters, unless specifically 
requested so to do, since they have their own national spokesman. 

Very sincerely, 
JERRY VoorHIs, Precutive Director. 

The Cuarrman. Our next witness is Mr. Horace R. Hansen. Will 
Mr. Hansen please come forward and give your name, address, and 


the capacity in which you appear, for benefit of the record? 


STATEMENT OF HORACE R. HANSEN, GENERAL COUNSEL, GROUP 
HEALTH FEDERATION OF AMERICA 


Mr. Hansen. Mr. Chairman, members of the committee, I am 
Horace R. Hansen, general counsel for the Group Health Federation 
of America. I have submitted a written statement, which I could not 
read within the time allotted, and I would like to have the privilege, 
if I may, of introducing it into the record. 

The Cuatrman. It will be included in the record, without objection, 
and you are recognized to proceed for 10 minutes in your own way. 

Mr. Hansen. Yes, and, in connection with that, Mr. Chairman, may 
T also have the privilege of introducing the two exhibits referred to in 
my statement, exhibit A being the list of organizations in the federa- 
tion and exhibit B being the implementing bill that we have in mind 
that we are supporting ? 


*Indicates associate member. 
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How You Can Help This Work 


he League’s services are widely available. 

Some of these services are for sale, or 
are paid for through conference fees. But 
financing of the League’s work as a whole is 
met by its members—organizations and indi- 
viduals who believe in cooperatives and want 
to see them extended. 

As a member of the League, your organi- 
zation will participate in the decision-making 
biennial Congress and in election by the Con- 
gress of the League’s board of directors. 

Thus, your organization will help to chart 
the course of U. S. cooperative development. 


How to Join The League 


eras or statewide cooperative wholesales 
or federations of cooperatives can join the 
League by applying for membership on the 
basis of 10 cents a year per individual member. 

Mutual insurance companies can join the 
League by paying dues on the basis of 5 cents 
per policyholder a year. 

National federations of cooperatives, credit 
unions, or mutuals, may become regular mem- 
bers upon payment of annual dues in an 
amount mutually agreed upon. 

State councils of cooperatives can become 
associate members upon payment of $50 a year 
dues. 

Local cooperative societies and other co- 
operative organizations can become associate 
members upon payment of $25 or more an- 
nual dues. 

You as an individual can join the League 
by becoming any of the following: 


Regular individual member $ 5.00 
Contributing individual member 10.00 
Sustaining individual member 25.00 
Life member 100.00 


As an associate member your organization 
or yourself will receive CO-OP REPORT, the 
magazine telling what the League is doing. 
Your opinion will be sought on important 
policy decisions taken by League board or 
Congress. 

But the main thing is—you will be actively 
supporting a work in which you believe. 
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The League’s management 
and business services depart 
ment provides a wide variety 
of services to all cooperatives 
on a fee basis. These serv- 
ices are specifically designed 
to aid cooperatives in man- 
agement and board relation- 
ships and development; spe- 
cialized staff assistance to man- 
agement in market analysis, 
sales forecasting, personnel pro- 
blems, site planning, office man- 
agement and related problems. 
Other types of services include 


LEGISLATIVE * 


In testimony before Congres- 
sional bodies and in contact with 
public officials, the staff and 
leadership of the Cooperative 
League presents cooperatives’ 
viewpoints on many matters af- 
fecting cooperatives and the 
general public welfare. Much of 
this work is done after consulta- 
tion with or in concert with 
representatives of other national 
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this work is done after consulta- 
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studies and recommendations 
relating to financial operations 
of cooperatives in the areas of 
analysis of overall capital struc- 
ture, preparation of financial 
plans, planning and controlling 
working capital, budget and in- 
ventory control, among others. 

Through the Cooperative Man- 
agement Development Program 
which the League helps to di- 
rect, long-range management 
training is carried forward with 
the aid of top industry consult- 
ants. 


PUBLIC RELATIONS 
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cooperative, farm, labor, veter- 
ans and other organizations, 
with whom the League main- 
tains constant contact. 

League staff members also 
speak and arrange for displays 
about cooperatives before meet- 
ings and conferences of many 
types of organizations, and are 
represented on the leadership 
of a number of national bodies. 
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But the main thing is—you will be actively 
supporting a work in which you believe. 
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TRAINING CONFERENCES FOR CO-OP PERSONNEL 


The League sponsors and 
conducts a varied program of 
training conferences for its 
member and other cooperative 
organizations to maintain pro- 
fessional standards of coopera- 
tive personnel at all levels. A 
folder describing these confer- 
ences is available without 
charge. Briefly, they cover 
these areas: 

Local Management: Sharing 
of experiences among managers 
of major rural and urban con- 
sumer cooperatives, technical 
counselling and discussion of 
common problems. 

Public Relations: Coordination 
among the public relations 
heads of regional and state co- 
operative organizations, with an 
annual conference in the na- 
tion’s capital at which broad 
problems are discussed and 
legislative contacts made. 

Organization and Education: 
Practical technical training, ex- 
change of experiences and ideas 


for those engaged in working 
with people and developing hu- 
man resources in cooperatives. 
Conducted in the summer with 
aid of a college or university. 

Editing: Technical training, 
workshops and criticism from 
leading practitioners, for edi- 
torial staffs of cooperative pub- 
lications. Conducted with the 
Cooperative Editorial Associa- 
tion at a school of journalism. 

Insurance: Exchange of in- 
formation and ideas among 
executives of cooperatively ori- 
ented mutual insurance firms in 
the League’s Insurance Confer- 
ence. 

Finance: Discussion of com- 
mon problems and_ programs 
among chief financial officers 
of major cooperatives. 

Health: The annual Group 
Health Institute of the Group 
Health Federation of America 
provides an interchange among 
leaders and staffs of cooperative 
and group health plans. 
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The League is a chief source—in some cases the only source— 
of information about aims, purposes and achievements of cooperatives “ iS 


in general and of specific types of cooperative here and abroad. 

Through its Cooperative News Service the League sends news 
and features about cooperatives and related subjects to the 3 million 
readers of cooperative publications in the U. S. as well as others 
abroad. The League is also the chief source of information for com- 
mercial press, radio and television and magazines about cooperatives 
here and abroad. 

The League publishes the Fact Book on Cooperatives, a summary 
of information about cooperatives in the United States, with recent 
developments. It produces and distributes many films and other 
visual aids dealing with cooperatives in general and specific types. 
A monthly Literature and Film Bulletin and a catalog of books, pam- 
phlets, films and other visual materials produced or distributed by 
the League are available on request. This material covers nearly 
every phase of cooperative thought and action. 

Also, the League publishes 10 times a year for its members and 
other subscribers a magazine, Co-op Report, describing developments 
in cooperatives, and many “how-to-do-it” manuals on various phases 
of cooperative development. 

The Group Health Federation of America publishes periodically 
an Information Letter, a Health and Welfare Newsletter and a Rural 
Health Newsletter. 
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INTERNATIONAL 


Through its international department and the Fund for Interna- 
tional Cooperative Development, the League aids and promotes devel- 
opment of co-ops overseas, especially in so-called underdeveloped 
areas. It also originally conceived CARE (the Cooperative for Ameri- 
can Remittances to Everywhere), and Murray D. Lincoln, president of 
the League, also has headed CARE from its inception. The League is 
the national U. S. member of the International Cooperative Alliance, 
world body of cooperatives. 
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Map above shows location of League members. 
Numbers on map correspond to numbers before 
names of members in list at right. 


The Cooperative League of the USA is a federation of consumer, 
supply and service cooperatives, both urban and rural. Its members 
are regional and state wholesale cooperatives and cooperatively ori- 
ented mutual insurance companies and national associations of var- 
ious types of cooperative and mutual organizations. It is estimated 
that some 12 to 13 million different families are members of one 
or more of the various organizations affiliated with the Cooperative 
League of the USA. 
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that some 12 to 13 million different families are member: 





members of one 





REGULAR MEMBER ORGANIZATIONS 


1. 


2. 


Associated Cooperatives, 
Berkeley, Cal. 

Central Cooperatives, Inc. 
Superior, Wis. 

Central States Cooperatives 
Waukegan, III. 

Cooperative League of Puerto 
Rico, Roosevelt, P. R. 

Credit Union National Asso- 
ciation, Madison, Wis. 
Eastern Cooperatives 
Palisades Park, N. J. 


. Farm Bureau Cooperative As- 


sociation, Columbus, 0O. 
Franklin Cooperative Cream- 
ery Ass’n, Minneapolis, Minn. 
Group Health Mutual 

St. Paul, Minn. 


10. 
11, 
12. 


13. 


14. 


15. 


16. 


17. 


Midland Cooperatives, Inc. 
Minneapolis, Minn. 

Mutual Service Insurance Cos. 
St. Paul, Minn. 

National Cooperatives 

Albert Lea, Minn. 

National Rural Electric Coop- 
erative Association, 
Washington, D. C. 
Nationwide Mutual Insurance 
Co., Columbus, O. 

New Cooperative Company 
Dillonvale, O. 

Utah Cooperative Association 
Salt Lake City, Utah 
Wisconsin Electric Cooperative 
Madison, Wis. 


REGIONAL ASSOCIATE MEMBER ORGANIZATIONS 


18. 


19. 


Farm Bureau Services 
Lansing, Mich. 

Farmers Cooperative Exchange 
Raleigh, N. C. 


20. 


Pacific Supply Cooperative 
Walla Walla, Wash. 


FEDERATIONS OF COOPERATIVES 


Colorado Rural Electric Association 
Denver, Colo. 

Cooperative Editorial Association 

Cooperative Institute Association 

Dairyland Power Cooperative 
LaCrosse, Wis. 

Indiana Statewide Rural Electric 
Cooperative, Indianapolis, Ind. 


Nebraska Cooperative Council 


Lincoln, Neb. 


Ohio Rural Electric Cooperatives, 


Inc. 


Potomac Cooperative Federation 


Washington, D. C. 


South Dakota Association of Co- 


oneratives 


Aberdeen. S. D 
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Pe LEAVE Oo FUARFVOE 


that some 12 to 13 million different families are members of one 


or more of the various organizations affiliated with the Cooperative 
League of the USA. 





THE LEAGUE’S PURPOSE 


The purpose and objective of the Cooperative League is 
the growth of cooperation and cooperative business enter- 
prise to a point where the people’s own business (accounting 
for perhaps 15% to 20% of important lines of commerce) 
can become an effective balance wheel of a just and truly 
free economy. Where cooperative business is strong enough 
to be an effective check on monopoly, there the small busi- 
ness man, the farmer, the worker, the professional man has 
a better living and breathes a freer air. Cooperation can be 
a protection against monopoly wherever it exists; a bul- 
wark against unhealthy inflation and disastrous deflation and 
depression, and an all-time alternative to and means of es- 
cape from Communism, Fascism, and all other forms of 
totalitarianism. 
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Murray D. Brynolf Peterson, Robert Neptune 
Lincoln, Board Chairman Vice-President 
President 


EXECUTIVE COMMITTEE 


Brynolf Peterson, Murray D. Lincoln 

Coseman Robert Neptune 
George Dunlap F. F. Rondeau 
Samuel F. Ashelman Mrs. Harold Robison 
J. K. Kyle A. J. Smaby 





Jerry Voorhis 
Executive Director 


oneratives. Aherdeen. S. D 
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FEDERATIONS OF COOPERATIVES 


Colorado Rural Electric Association Nebraska Cooperative Council 
Denver, Colo. Lincoln, Neb. 

Cooperative Editorial Association Ohio Rural Electric Cooperatives, 

Cooperative Institute Association Inc. 

Dairyland Power Cooperative Potomac Cooperative Federation 
LaCrosse, Wis. Washington, D. C. 


Indiana Statewide Rural Electric 
Cooperative, Indianapolis, Ind. 
Foundation for Cooperative 


South Dakota Association of Co- 
operatives, Aberdeen, S. D. 


Housing, New York, N. Y. Vermont Cooperative Council 
Kansas Cooperative Council Montpelier, Vt. 

Topeka, Kans. United Housing Foundation 
Michigan Credit Union League New York, N. Y. 

Detroit, Mich. Wisconsin Association of Coopera- 
Midland Cooperatives, District IX tives, Madison, Wis. 
Minnesota Association of Coopera- plus more than 100 local 

tives, St. Paul, Minn. cooperatives 


DIRECTORS REPRESENTING 
REGULAR MEMBER ORGANIZATIONS 





Samuel F. Ashelman, Eastern Cooperatives 

William Bergeron, Mutual Service Insurance Cos. 

Clay Cochran, National Rural Electric Co-op Association (alt.) 
Howard Custer, Credit Union National Association 

George Dunlap, Nationwide Mutual Insurance Co. 

Clyde Ellis, National Rural Electric Cooperative Association 
Charles Folda, New Cooperative Company 

Dr. J. A. Geddes, Utah Cooperative Association 

Perry Green, Nationwide Mutual Insurance Co. 

George W. Jacobson, Group Health Mutual 

J. W. Koski, Central Cooperatives, Inc. 

Frank Lair, Midland Cooperatives 

James Lewis, Farm Bureau Cooperative Association 

Murray D. Lincoln, Nationwide Mutual Insurance Co. 
Robert Neptune, Associated Cooperatives 

Brynolf Peterson, Central Cooperatives, Inc. 

Rafael Pol, Cooperative League of Puerto Rico 

ne Mrs. Harold Robison, Farm Bureau Cooperative Association 
it F. F. Rondeau, Mutual Service Insurance Cos. 

A. G. Rose, National Cooperatives 

Walker Sandbach, Central States Cooperatives 

Jerry Shea, Midland Cooperatives 

A. J. Smaby, Midland Cooperatives 

Holten Svendsen, Franklin Cooperative Creamery Association 
W. V. Thomas, Wisconsin Electric Cooperative 


coln 
e 
DIRECTORS REPRESENTING ALL ASSOCIATE 
bi MEMBER ORGANIZATIONS 
obison 


Charles Baker of Pacific Supply Cooperative 

Paul D. Grady of Farmers Cooperative Exchange 
J. K. Kyle of Wisconsin Association of Cooperatives 
C. E. Behre of Potomac Cooperative Federation 
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The CuatrmMan. Without objection, that will be included in the 
record, also. _ 
(The material referred to is as follows:) 


STATEMENT OF Horace R. HANSEN, GENERAL COUNSEL, GRoUP HEALTH FEDERA- 
TION OF AMERICA, ON Tax PoLicy CONCERNING NONPROFIT HEALTH ORGANIZA- 
TIONS AND HOSPITALS AND RECOMMENDATIONS FOR AMENDMENT OF THE 1954 
INTERNAL REVENUE CopbE, SECTIONS 170 (Cc) (INCOME Tax) ; 2055 (a) (Estate 
TAX ; AND 2522 (A) (Girr Tax) 


INTRODUCTION 


My name is Horace R. Hansen, of the law firm of Hansen, Hazen & Lynch, 
of St. Paul, Minn. I am appearing here as legal counsel for, and by authority 
of, the board of directors of the Group Health Federation of America (formerly 
the Cooperative Health Federation), which has its principal office at 343 South 
Dearborn Ave., Chicago, Ill. Mr. Jerry Voorhis, former Member of Congress 
from California, is its chief executive officer. The federation is composed of most 
of the important lay-sponsored, prepayment medical- and hospital-care plans 
now operating in this country, as shown in exhibit A. These organizations 
operate hospital and medical facilities on a nonprofit basis, and are suffering un- 
necessary handicaps in their operations by reason of interpretations of the 1954 
code, which may easily be correctd by clarifying amendments. 


THE PROBLEMS 


We are not concerned with income-tax exemption for nonprofit hospitals and 
medical clinics. Those entitled to exemption are now getting it. Our concern is 
with the deductibility for donors of gifts to these organizations, under the 
income-, estate-, and gift-tax sections of the 1954 code. 

Under these sections, there are first- and second-class exemptions. The dis- 
tinction between them is blurry, hairsplitting, and illogical when applied to 
nonprofit health organizations. 

The first-class exemption goes to so-called charitable organizations (under 
sec. 501 (c) (8)), and gifts to these are tax deductible by donors. The second- 
class exemption goes to so-called social welfare organizations (under sec. 501 
(c) (4)), and gifts to these are not tax deductible by donors. 

The arbitrary distinction between them can readily be illustrated by the ex- 
perience of the Ford Foundation, which recently offered sizable cash gifts to 
health organizations in our federation which are operating hospitals and medi- 
cal clinics. These gifts could not be transferred by the Ford Foundation or ac- 
cepted by these nonprofit health organizations precisely because of the existence 
of these first- and second-class exemtpions. 

For example, a so-called conventional hospital ordinarily enjoys a first-class 
exemption under section 501 (c) (3), even though in practice it cannot qualify 
as a truly charitable organization by the classical tests. It qualifies for the gift 
only because of its classification as “charitable,” under a fiction which has as its 
reference point tradition rather than logic. 

On the other hand, an equally nonprofit hospital, but having a second-class 
exemption under section 501 (c) (4) as a social-welfare type organization, can- 
not qualify for the gift, because it would not be deductible by the Ford Founda- 
tion or by any other donor. 

It is obvious that a hospital having second-class tax status will receive little 
or no gifts and endowments and will thus suffer handicaps in maintaining its 
facilities. Such an arbitrarily imposed handicap makes no sense when we con- 
sider that both types of hospitals are absolutely nonprofit, both offer the same 
kind of services, both cost about the same to operate, both charge about the same 
(whether on a fee-for-service or prepayment basis), both contribute to the social 
well-being of the community, and both are treated alike for grants under the Hill- 
Burton Act. 

A bed patient would not be able to distinguish between the two types, and, in 
fact, our federation cannot distinguish between the operations of organizations, 
with whom it has contact, having different tax classification. The Internal Rev- 
enue Service attempts to draw distinctions between hospitals for first- and second- 
class tax treatment on such superficialities as whether the hospital organization 
is operated by a functional or an active membership, whether its services are paid 
by fees for service or by prepayment, and, particularly, whether its patients come 
mainly from its membership or the public. The primary and logical considera- 
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tions—that both types are devoted exclusively to curing illness and preserving 
health on a nonprofit basis—has become lost in the preoccupation of the Internal 
Revenue Service and the courts with form rather than substance. 

The difficulty probably arises from the awkward wording in sections 501 (c) 
(3) and 501 (c) (4) and the fact that in other types of organizations a distinc- 
tion is logically justified. For eaxmple, no one doubts that the Red Cross is 
charitable and that an automobile club is not. But in the case of nonprofit hos- 
pitals and medical-care organizations devoted to promoting health, tax exemp- 
tion should be granted on the basis of the obvious contribution to the common 
good, and not denied in some cases because of the form used in making the con- 
tribution. The hospitals now having first-class exemptions are under a cloud 
because in most cases their charity work is insignificant and their tax status is 
open to challenge. Those having second-class exemptions compare their opera- 
tions and find that they do as much or more charity work and still suffer dis- 
crimination. 

It is high time to clear away the underbrush of rulings and decisions, the 
fiction of what is charitable, and to make our national policy in these cases 
simple and clear. 

THE POLICY QUESTION INVOLVED 


An important rationale of tax exemption and deductibility is that it is good 
policy for the Government to encourage useful social activity for the common 
good, and to encourage self-help in areas where there is frequent call for Gov- 
ernment help. This can be fruitfully applied in the field of health care. Most 
of the proposals before Congres in this field call for aid by use of Treasury 
money. Here is an opportunity to furnish incentives for promotion of health 
on a nonprofit, self-help basis by the simple device of clarifying the tax laws 
and increasing deductibility of gifts for this purpose. 

Under our recommendation the only tax money the Treasury would lose would 
be on gifts by donors who would otherwise probably keep their money in their 
pockets. When we consider that the type of donor we are contemplating would 
be giving to some other organization having a first-class exemption, there would 
be small, if any, loss to the Treasury. 

By way of encouraging self-help, the Government for many years has granted 
first-class exemption to cementery associations and societies for prevention to 
cruelty to animals. Is it not as much in the public interest to promote people’s 
health as to bury them, or as socially important to care for sick people as it is 
to protect animals? We propose that the same Sections of the income, gift, and 
estate tax laws now granting first-class exemptions for these worthwhile activi- 
ties, should also include organizations for the promotion of health on a nonprofit 
basis. 

The overriding consideration is to encourage more and more voluntary effort in 
providing needed health facilities and health services to more people. Deducti- 
bility of gifts to nonprofit health organizations would bring in dollars from many 
sources—dollars ultimately saved to the Government. 

In providing this encouragement, we should not be concerned with the fictious 
and artificial distinctions now clouding our tax laws and rulings in this field. 
We should not be concerned with whether the trustees are elected by stock or 
membership votes, whether the bills are paid before or after service is rendered, 
whether there are 3 instead of 10 charity beds available, or whether the larger 
number of patients comes from the membership or the public. These are matters 
of forms and methods. The matters of substance are the nonprofit character 
and the devotion of the organization to serving people’s health needs, and these 
should be the only criteria. 

Under such criteria, it would not matter whether a hospital received its pa- 
tients primarily from a membership group or from the public at large. Some hos- 
pitals are ideally organized by existing groups such as religious denominations, 
cooperatives, farm and labor organizations—on a membership basis. With a 
nucleus to start from, these may be easier to organize than some that are formed 
on a communit-wide basis. The former may or may not have voting memberships 
open to the public, and may or may not give preference to its members over 
the public when beds are limited, while the latter may be controlled by a mu- 
nicipality or voting stock held by major contributors and be open to the public. 
It would hardly matter to a sick person how the hospital corporation was organ- 
ized if he is a bed patient in either type, or is rejected by both because both are 
filled. 

Both types are desirable. The former has a loyal membership to assure sol- 
vency, and the latter has other virtues. It should not matter to tax authorities 











GENERAL REVENUE REVISION 2049 


what kind of motivations build health facilities or what form they take, so long 
as there are motivations. 


SUMMARY 


Deductions to donors under income, gift, and estate tax provisions should be 
allowed for gifts to nonprofit hospital and/or medical care organizations, re- 
gardless of whether they are classified for tax exemptions under section 501 (c) 
(3) as charitable or under section 501 (c) (4) as social welfare in character. 
The present criteria for determining such character has become confusing and 
needs clarification. The fiction that conventional hospitals are charitable under 
present-day methods of operation is an unsound and precarious basis for first- 
class tax exemption and this cloud should be removed. It should be the policy 
of the Government to encourage the creation of more health facilities and serv- 
ices by any voluntary sponsorship, so long as it is truly nonprofit. 

The Federal Government should not have criteria which is more restrictive 
for deductibility of gifts than for granting of Treasury money under the Hill- 
Burton Act to the same hospital organization. 

These objectives of clarification and encouragement can be accomplished by 
amending sections 170c (income), 2055 (a) (estates), and 2522 (a) (gifts), by 
adding to each a new section to include organizations operating facilities for fur- 
nishing hospital and/or medical services and which are tax exempt as nonprofit 
under either section 501 (c) (3) or (4). 

A draft of a bill providing such amendments, patterned after S. 2700 of the 
last session of Congress, is submitted herewith as exhibit B. 


ExuHIsit A 
Group HEALTH FEDERATION OF AMERICA, 343 SourH DEARBORN Sr., CHIcago, ILL. 
REGULAR MEMBERS 


AFL Medical Service Plan, 1326 Vine Street, Philadelphia, Pa. (55,000) 

Arrowhead Health Center, 56th and Grand, Duluth, Minn. (5,000) 

Cc. U. & C. Health Services Society, Broadway at Quebec, Vancouver, British 
Columbia. (100,000) 

Civic Medical Center, 20 East Jackson Boulevard, Chicago, Ill. (1,250) 

Community Health Association, Hoopa, Calif. (500) 

Community Health Center, Two Harbors, Minn. (4,000) 

Community Hospital-Clinic, Elk City, Okla. (5,000) 

Cooperative Health Association, Post Office Box 7305, Kansas City, Mo. (4,500) 

Cooperative Medical Services Federation of Ontario, 50 Sheppard Avenue Hast, 
Willowdale, Ontario. (125,000) 

Cumba Cooperative Health Services, 159 Bay Street, Room 618, Toronto, Ontario. 
(67,000) 

Farmers Union Health Association, 3617 Silverton Road, Salem, Oreg. (100) 

Group Health Association, 1641 South Kingshighway, St. Louis, Mo. (500) 

Group Health Association, 2500 Como Avenue, St. Paul, Minn. (163,300) 

Group Health Association, Inc., 1025 Vermont Avenue NW., Washington, D. C. 
(22,300) 

Group Health Association of Denver, 1765 Ulster, Denver, Colo. (300) 


Group Health Cooperative of Puget Sound, 200 15th Avenue North, Seattle, Wash. 
(41,480) 


Group Health Plan, 2500 Como Avenue, St. Paul, Minn. (1,000) 

Health Insurance Plan of Greater New York, 625 Madison Avenue, New York, 
N. Y. (515,000) 

Hi-Plains Hospital, Hale Center, Tex. (500) 

Labor Health Institute, 1641 South Kingshighway, St. Louis, Mo. (14,740) 

Nationwide Insurance, 246 North High Street, Columbus, Ohio. (1,119,850) 

Rip Van Winkle Clinic, 454 Warren Street, Hudson, N. Y. (300) 

South Plains Hospital-Clinic, Main at Seventh Street, Amherst, Tex. (None) 


Southern Oregon Health Service, Post Office Box 407, Grants Pass, Oreg. 
(14,000) 


For information on regular and associate membership, or requests for in- 
formation about or assistance in the formation of voluntary, prepayment, group 
practice, democratically controlled health plans, write to the Group Health 
Federation of America, 343 South Dearborn Street, Chicago, III. 
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ASSOCIATE MEMBERS 


Amalgamated Laundry Workers Health Center, Inc., 230 East 34th Street, New 
York, N. Y. 
Amalgamated Meat Cutters and Butcher Workmen of North America, 2800 North 
Sheridan Road, Chicago, Ill. 
Bellaire Clinic, 4211 Noble Street, Bellaire, Ohio 
Celo Laboratories, Celo, N. C. 
Central Cooperatives, Inc., Box 1000, Superior, Wis. 
Chicago Metropolitan Area Joint Council No. 1, Building Services Employees 
International Union, 318 West Randolph Street, Chicago, II. 
Cooperative League of the U. 8S. A., 343 South Dearborn Street, Chicago, Ill. 
East Bay Cooperative Medical Group, 1414 University Avenue, Berkeley, Calif. 
Eastern Cooperatives, Inc., 141 West Ruby Avenue, Palisades Park, N. J. 
Group Health Credit Union, 115 15th Avenue North, Seattle, Wash. 
Group Health Dental Cooperative, 115 15th Avenue North, Seattle, Wash. 
Group Health District I, care of Dorothy I. Schiager, secretary-treasurer, 113 4th 
Street SE., Minneapolis, Minn. 
Group Health District IV, care of Norman Hanson, secretary-treasurer, 312 Davis 
Avenue, Detroit Lakes, Minn. 
Group Health District V, care of Mrs. Mabel A. Hansen, secretary, Rush City, 
Minn. 
Group Health District VII, care of Ralph O. Cooper, Junior College, Virginia, 
Minn. 
Group Health District VIII, care of Ernest Swanson, secretary-treasurer, Good- 
ridge, Minn. 
Group Health District IX, care of Mrs. Clifford Mealy, secretary-treasurer, Box 
154, Poplar, Wis. 
Group Health Employees’ Health Group, 2500 Como Avenue, St. Paul, Minn. 
Group Health Mutual, Inc., 2500 Como Avenue, St. Paul, Minn. 
Hospital Benefit Assurance, First Street at Willetta, Phoenix, Ariz. 
Hotel & Restaurant Employees, local 84, 315 Providence Building, Duluth, Minn. 
Hotel & Restaurant Employees & Bartenders International Union, 525 Walnut 
Street, Cincinnati, Ohio 
Industrial Health Service, 704-714 Medical Arts Building, Portland, Oreg. 
International Association of Machinists, 1300 Connecticut Avenue NW., Wash- 
ington D. C. 
Maple Cooperative Association, Maple, Wis. 
Michigan Credit Union League, 16340 Hamilton, Dertoit, Mich. 
Midland Cooperatives, Inc., 739 Johnson Street NE., Minneapolis, Minn. 
Minnesota Association of Cooperatives, 2651 University Avenue, St. Paul, Minn. 
Montreal Firemen’s Health Cooperative, 1474 St. Catherine Street, East Mon- 
treal, Quebec 
Municipal Credit Union, 3d Floor Municipal Building, New York, N. Y. 
Novia Scotia Cooperative Union, Antignoish, Nova Scotia 
Peninsula Cooperative Health Group, Post Office Box 234, Station A, Palo 
Alto, Calif. 
Range Cooperative Federation, Virginia, Minn. 
San Diego Health Association, 328 Maple Street, San Diego, Calif. 
Sidney Hillman Health Center, 16 East 16th Street, New York, N. Y. 
Springfield Rural Urban Clinic, 1025 South Seventh Street, Springfield, Ill. 
Tri-County Community Hospital Association, Deer Park, Wash. 
Union Eye Care Center, 343 South Dearborn Street, Chicago, Ill. 
Union Health Center, ILGWU, 925 North Broad Street, Philadelphia, Pa. 
Union Health Service, Inc., 109 North Wabash Avenue, Chicago, Ill. 
United Automobile Workers, 8000 East Jefferson, Detroit, Mich. 
United Steelworkers of America, Local 1938, Virginia, Minn. 
Warehouse & Distribution Workers Union, Local 688, 1641 South Kingshighway, 


St. Louis, Mo. 
Wisconsin Association of Cooperatives, 109 West Main Street, Madison, Wis. 


For information on regular and associate membership, or requests for in- 
formation about or assistance in the formation of voluntary, prepayment, group 
practice, decromatically controlled health plans, write to the Group Health Fed- 
eration of America, 343 South Dearborn Street, Chicago, Ill. 
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EXHIBIT B 


Proposed drafts of alternative bills, in connection with testimony of Group 
Health Federation of America, by Horace R. Hansen, General Counsel. 


(First Version) 


A BILL To provide deductions for gifts to nonprofit voluntary hospital and health 
organizations 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 170 (c) of the Internal Revenue 
Code (relating to income tax deductions for charitable contributions) is amended 
by inserting at the end thereof the following new paragraph: 

“(6) Organizations which operate regularly facilities for the furnishing 
of hospital and/or medical services and which are exempt under section 501 
(c) (4). For the purposes of this paragraph, benefits received under plans 
operated by such organizations shall not be considered net earnings inuring 
to the benefit of any private shareholder or individual. No deduction shall 
be allowed under this paragraph for payments by individuals for benefits 
under such plans.” 

Sec. 2. That section 2055 (a) of the Internal Revenue Code (relating to estate 
tax deductions for transfers for charitable uses) is amended by inserting after 
subparagraph (4) thereof the following new subparagraph: 

“(5) Organizations which operate regularly facilities for the furnishing 
of hospital and/or medical services and which are exempt under section 501 
(c) (4). For the purposes of this paragraph, benefits received under plans 
operated by such organizations shall not be considered net earnings inuring 
to the benefit of any private shareholder or individual.” 

Sec. 3. That section 2522 (a) of the Internal Revenue Code (relating to gift 
tax deductions for charitable gifts) is amended by inserting after subparagraph 
(4) thereof the following new subparagraph : 

“(5) Organizations which operate regularly facilities for the furnishing 
of hospital and/or medical services and which are exempt under section 
501 (c) (4). For the purposes of this paragraph, benefits received under 
plans operated by such organizations shall not be considered net earnings 
inuring to the benefit of any private shareholder or individual.” 


(Second Version) 


A BILL To provide deductions for gifts to nonprofit voluntary hospital and health 
organizations 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 170 (c) of the Internal Revenue 
Code (relating to income tax deductions for charitable contributions) is amended 
by inserting at the end thereof the following new paragraph: 

“(6) Civie leagues or organizations which are not organized for profit, 
which are operated exclusively for the promotion of social welfare, net earn- 
ings of which are devoted exclusively to charitable, educational, or social 
welfare purposes and which operate regularly facilities for the furnishing 
of hospitals and/or medical services. For the purposes of this paragraph, 
benefits received under voluntary health plans operated by such leagues or 
organizations shall not be considered net earnings inuring to the benefit of 
any private shareholder or individual. No deduction shall be allowed under 
this paragraph for payments by individuals for benefits under such plans.” 

Sec. 2. That section 2055 (a) of the Internal Revenue Code (relating to estate 
tax deductions for transferring for charitable uses) is amended by inserting 
after subparagraph (4) thereof the following new subparagraph : 

“(5) Civie leagues or organizations which.are not organized for profit, 
which are operated exclusively for the promotion of social welfare, net 
earnings of which are devoted exclusively to charitable, educational, or 
social welfare purposes and which operate regularly facilities for the fur- 
nishing of hospital and/or medical services. For the purposes of this 
paragraph, benefits received under voluntary health plans operated by such 
leagues or organizations shall not be considered net earnings inuring to the 
benefit of any private shareholder or individual.” 

Sec. 3. That section 2522 (a) of the Internal Revenue Code (relating to gift 
tax deductions for charitable gifts) is amended by inserting after subparagraph 
(4) thereof the following new subparagraph : 
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“(5) Civie leagues or organizations which are not organized for profit, 
which are operated exclusively for the promotion of social welfare, net 
earnings of which are devoted exclusively to charitable, educational, or 
social welfare purposes and which operate regularly facilities for the fur- 
nishing of hospital and/or medical services. For the purposes of this para- 
graph, benefits received under voluntary health plans operated by such 
leagues or organizations shall not be considered net earnings inuring to the 
benefit of any private shareholder or individual.” 

Mr. Hansen. The Group Health Federation, Mr. Chairman, rep- 
resents most of the important consumer-sponsored direct service medi- 
cal care plans in the country which are hospitals and medical clinics. 

Our proposal here has nothing to do with the income tax of these 
organizations, but has to do merely with the deductibility of gifts to 
these organizations made by donors. 

Now, this proposal is along the line of H. R. 1162 introduced by 
Mr. Keogh in this session, but it is not so far reaching as that proposal 
and is limited to organizations which actually operate regularly 
facilities for the furnishing of hospital and/or medical services, and 
which are themselves exempt under 501 (c). 

Now, the need for this clarifying amendment that we have in mind 
as to the deductibility of gifts to donors are, first, to remove the cloud 
from the deductibility of these gifts to conventional hospitals now 
tenuously and illogically granted on the basis that they are charitable, 
and, second, to grant the same deductibility as regards all hospital and 
medical organizations operating on a nonprofit basis. In other words, 
to remove the artificial distinction between such organizations on the 
existing basis that one is charitable and the other is social welfare in 
character. 

Now, to illustrate, hospital A is granted charitable exemption under 
501 (c) under the income-tax law. Gifts to it are deductible to the 
donor. This is a first-class type exemption. 

On the other hand, hospital B, which includes many of the type 
that we have in our organization, is supported by a direct member- 
ship. It is operated as a nonprofit organization and it is tax exempt. 
But gifts to it are not deductible to the donor. 

As we see it, the regulations of the Treasury and the rulings of 
IRS are so inconsistent and illogical in making the distinction between 
hospitals A and B that this distinction should be removed by clarify- 
ing amendment. 

Our position is that so long as both hospitals A and B meet the 
requirement for their own exemption from income taxes, why not in- 
clude the gifts to be deductible to donors. 

Now, the Hill-Burton Act, which gives Federal Treasury money to 
hospitals, makes no such distinction. In other words, a grant, an 
outright grant of 45 percent of the cost of construction of a hospital, 
is made on the basis of mere tax exemption of the hospital itself and 
not as to whether or not it is exempt as a charitable or social welfare 
organization. We think it is inconsistent for the Government that 
makes no distinction in the case of Hill-Burton that makes no distine- 
tion in the case of Hill-Burton money to be making an artificial dis- 
tinction so far as deductibility of gifts to donors are concerned under 
the tax laws. 

Now, one of the purposes of tax exemption, of course, is to encourage 
self-help where otherwise people might ask for Government help. 
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In two of these areas, for instance, the societies for the prevention 
of cruelty to animals and cemetery associations, both have first-class 
exemptions. In other words, a gift made to those is deductible to the 
donor. 

Our point is, is it not just as important to provide for people’s health 
as to bury them? And is it not just as socially important to protect 
people’s health as to protect animals? 

We think that it is inconsistent for the Government to take the posi- 
tion that just merely because an organization is supported by a mem- 
bership paying prepayment dues, that gifts to it should not be deducti- 
ble. After all, it is completely nonprofit and existing solely for the 
purpose of providing health care to its members and to members of 
the public. 

Now, we think the distinction between these two is rational. I have 
made the technical discussion of that in my printed statement, and I 
shall not go into it at this time. 

In summary, our position is that deductions to donors under income, 
gift and estate tax provisions should be allowed for gifts to nonprofit 
hospital and/or medical care organizations, regardless of whether they 
are classified for tax exemption under section 501 (c) (3) as charitable, 
or under section 501 (c) (4) as social welfare in character. 

The present criteria for determining such character has become 
confusing and needs clarification. The fiction that conventional 
hospitals are charitable under present-day methods of operation is an 
unsound and precarious basis for first-class tax exemption and this 
cloud should be removed. It should be the policy of the Government 
to encourage the creation of more health facilities and services by any 
voluntary sponsorship, so long as it is truly nonprofit. 

The Federal Government should not have criteria which is more 
restrictive for deductibility of gifts than for granting of Treasury 
money under the Hill-Burton Act to the same hospital organization. 

These objectives of clarification and encouragement can be accom- 
plished by amending section 170c, income, 2055 (a) estates, and 2522 
(a), gifts, by adding to each a new section to include organizations 
operating facilities for furnishing hospital and/or medical services, 
and which are tax exempt as nonprofit under either section 501 (c) 
(3) or (4). 

Thank you very much. 

The Crateman. Mr. Hansen, we appreciate your appearance and 
the information you have given the committee. 

Are there any questions ? 

Mr. Enermarter. Mr. Chairman ? 

The Crarrman. Mr. Eberharter will inquire. 

Mr. Esvernarrer. Mr. Hansen, these group insurance organizations 
are nonprofit ? 

Mr. Hansen. They are tax exempt as to income taxes as far as they 
are personally concerned. 

Mr. Esernarrer. They are organized in the first instance for what 
reason ? 

Mr. Hansen. For the sole purpose of providing health care to the 
membership and in most cases also to the public in the area. 

Mr. Enernarter. Is it a form of insurance? 

Mr. Hansen. No, it is not. 
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Mr. Exsernarter. They pay a fee over a certain percentage of in- 
come to have protection in the group insurance organization, do they 
not ¢ 

Mr. Hansen. The nature of the plan is that a group of people, let us 
say the members of a cooperative, may put their capital together and 
build a health center which may have some hospital beds and some 
clinical] facilities, and then they pay monthly dues to this organization, 
for which they receive hospital and medical care on a direct service 
basis. This is not like Blue Cross or insurance indemnity plans. 

Mr. Esernarter. It is not the same as the Blue Cross organizations 
or other organizations? 

Mr. Hansen. That is true. The Keogh bill, H. R. 1162, now intro- 
duced in this session, is broad enough to cover not only the direct 
service facilities I discussed, but also the indemnity type plans, like 
Blue Cross and nonprofit insurance plans. 

Our proposal is that this treatment, tax treatment, should extend 
only to those who operate regularly actual facilities for the furnishing 
of hospital medical care like hospitals and clinics. 

~— Exsernarter. Thank you. I just wanted to clear it up for the 
record. 

The Cuarrman. Are there any further questions? 

Tf not, again we thank you, Mr. Hansen. 

Mr. Hansen. Thank, you Mr. Chairman. 

(The following letter was received by the committee :) 


C/H/A Community HEALTH ASSOCIATION, 
8143 East Jefferson Avenue, 
Detroit, Mich., January 29, 1958. 
Mr. Leo Irwin, 
Clerk, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 


Dear Mr. Irwin: Nonprofit organizations providing hospital and medical care 
are confronted with certain problems as a result of provisions of the Internal 
Revenue Code of 1954 which govern the deductibility for donors of gifts to these 
organizations. 

These provisions as interpreted by the Internal Revenue Service effectively 
preclude grants by tax-exempt foundations or trusts to assist in the establish- 
ment or maintenance of some nonprofit health associations which operate for 
the benefit of the public, and at the same time facilitate such grants to other 
health organizations which have virtually the same purpose and function. 

Under the income, estate and gift tax sections of the 1954 code there are two 
classes of exemption. The first class of exemptions includes so-called chari- 
table organizations (under sec. 501 (c) (3)), and gifts to these are tax de- 
ductible by donors. The second class includes so-called social welfare organiza- 
tions (under sec. 501 (c) (4)), and gifts to these are not tax deductible by 
donors. Some health organizations are placed under the first class and others 
under the second. 

The distinction between the two classes is neither clear nor logical when 
applied to nonprofit health organizations. For example, a so-called conven- 
tional hospital will ordinarily be tax exempt under section 501 (c) (3) while 
another equally nonprofit hospital, which provides care for an equal or greater 
number of charity patients, may be placed under section 501 (c) (4). Both 
of these hospitals make the same kind of contribution to the well-being of 
society and both have the same status for grants under the Hill-Burton Act. 

In distinguishing between the two classes of hospitals the Internal Revenue 
Service considers a number of factors which have no logical connection with 
the matter. These factors include such things as the nature of the membership 
of the organization, the method of charging for its services, and whether its 
patients come mainly from its membership or from the general public. These 
considerations overlook the fact that both types operate in the public interest, 



































































ANP PS TPP ERRNO 


CLOT EE 


GENERAL REVENUE REVISION 2055 


are equally nonprofit and exist solely for the treatment of illness and preserva- 
tion of health. 

Under the 1954 code, also, an unincorporated nonprofit association, which 
exists to provide medical and hospital care for the public on a prepayment basis, 
will ordinarily be classed under section 501 (c) (4), while a nonprofit incor- 
porated hospital which works closely with the association (perhaps even to the 
extent of having the same board of directors) in making hospital care avail- 
able to its subscribers, might be classed under section 501 (c) (3). It is illogical 
that 1 of 2 such affiliated nonprofit organizations should be permitted to re- 
ceive grants from foundations on a tax-exempt basis while the other may not. 

In the case of nonprofit organizations devoted to the preservation of health 
and care of illness, tax exemption should be granted on the basis of the obvious 
eontribution to the welfare of society, and not denied in some cases because 
of the form used in making the contribution. We should not be concerned 
with the method of electing the trustees, with whether the bills are paid before 
or after service is rendered, with the precise number of charity beds avail- 
able, or with the proportion of patients coming from the membership and from 
the general public. The important matters are the nonprofit nature and the 
devotion of the organization to serving people’s health needs. These two con- 
siderations should be the only criteria. 

These criteria can be established by amending the Internal Revenue Code of 
1954 so as to provide that deductions shall be allowed donors for gifts to non- 
profit hospitals and/or medical care organizations which are classified for tax 
exemption either under section 501 (c) (8) or section 501 (c) (4). The re- 
quired amendments would affect sections 170 (c) (income), and 2055 (a) (es- 
tates), and 2522 (a) (gifts), in the form of a new section added to each to in- 
clude such organizations. 

These recommended amendments would mean little or no loss in tax revenues. 
The type of donor primarily affected by these amendments will in any case make 
gifts to organizations to which such gifts can be made on a tax-deductible 
basis. 

Passage of such amendments would insure that the sections of the income, 
gift, and estate tax laws now granting exemption for gifts to nonprofit organiza- 
tions will cover nonprofit health organizations on a logical basis. It would 
also eliminate the situation in which criteria are more restrictive for de- 
ductibility of gifts than for the payment of grants under the Hill-Burton Act 
to the same organization. 

Yours sincerely, 4 
F. D. Mort, M. D., Hwvecutive Director. 


STATEMENT OF HENRY A. BUBB, LEGISLATIVE COMMITTEE CHAIR- 
MAN, UNITED STATES SAVINGS AND LOAN LEAGUE 


Mr. Buss. Mr. Chairman and gentlemen, I am Henry A. Bubb of 
Topeka, Kans. I appreciate this opportunity to testify as chairman 
of the legislative committee, United States Savings and Loan League, 
which represents 90 percent of all the savings and loan assets in the 
United States. 

The Cuarrman. Mr. Bubb, can you complete your statement in the 
10 minutes allotted to you? 

Mr. Buss. Yes, sir. I would appreciate it, Mr. Chairman, if the 
long statement could be filed in the record. I will try to skip some 
of the short statement to get it in. 

The Cuarrman. I have your short statement. Where is the long 
statement ? 

Mr. Buss. It was filed last Thursday with the committee. 

The Chairman. How voluminous is it? 

Mr. Buss. Seventeen pages. 

The Cuarman. Without objection, it will be included in the record. 

(The statement referred to is as follows :) 
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STATEMENT OF HENRY A. BUBB, LEGISLATIVE COMMITTEE CHAIRMAN, UNITED 
STATES SAVINGS AND LOAN LEAGUE, RE SAVINGS AND LOAN TAXATION 


The United States Savings and Loan League’ appreciates the opportunity to 
file this statement in connection with the general tax hearings conducted by the 
Committee on Ways and Means of the House of Representatives during the 
month of January 1958. 


Description of savings and loan business 

The first savings and loan association in the United States was formed in 1831 
and its purpose then, as now, was to provide savings facilities and to lend money 
on the security of homes. Today there are 6,000 savings and loan associations 
with assets of approximately $48 billion. Thus, the average savings and loan 
association has $8 million in assets and employs between 8 and 10 persons. 
These institutions are truly an example of small business. Some 22 million 
Americans having savings accounts in savings and loan associations. One-half 
of these accounts are small accounts of less than $900. 

Savings and loan associations are the largest single source of mortgage credit, 
each year over the past decade having made between 35 and 40 percent of all 
of the home loans in the country. In 1957 the ratio was 38 percent. The vast 
majority of these loans are conventional loans—not insured or guaranteed by 
the FHA or VA. In 1956, 84 percent of loans by savings and loan associations 
were uninsured and only 16 percent were guaranteed by the FHA or VA. 


Taz provisions 

For many years savings and loan associations were exempt from Federal 
income taxation. In 1951 the Revenue Code was amended to subject associations 
to the full corporate income tax provisions. Exactly like other corporate tax- 
payers, savings and loan associations are permitted to deduct business expenses 
and the cost of money. Like other financial corporations, they are permitted 
a reserve for bad debts which is set under section 593 as an amount not to exceed 
12 percent of total savings. Thus, savings and loan associations must (@) dis- 
tribute their net earnings to the savers where it is subject to full taxation, or 
(bd) place it in a reserve solely for the absorption of losses, or (c) pay the regu- 
lar corporate income tax up to 52 percent. It should be emphasized that no earn- 
ings may be retained for purposes other than meeting losses except after the pay- 
ment of taxes, regardless of the amount or percentage of reserves held by the 
association. As is demonstrated later in this statement, the present tax provi- 
sions produce a larger tax revenue per dollar of savings and loan assets than is 
produced per dollar of commercial bank or life insurance assets. 


Adequate reserves are essential to the safety of the savings and loan business 


Since approximately 85 percent of their assets are invested in mortgage loans, 
the solvency of the savings and loan associations is largely dependent on the 
soundness of its loans and its ability to absorb the losses which will inevitably 
occur in this form of long-term lending. Unlike short-term commercial loans 
and personal loans where losses occur over a fairly regular pattern, there are 
virtually no losses on real-estate loans in times of prosperity and very heavy 
losses in times or recession or depression. It is imperative that adequate reserves 
be developed during the good times to meet the heavy losses which occur during 
bad times. 

Determination of the reserves ncessary to meet future losses involves essentially 
an estimate of probable losses on real-estate loans, which in turn is dependent on 
a wide variety of factors such as the national income, local economic conditions, 
trends in residential preferences, trends in population shifts, etc. Because sav- 
ings and loan associations invest in home loans in their own locality, it is possible 


1The United States Savings and Loan League, founded in 1892. is the nationwide trade 
association for the savings and loan business. The league membership consists of over 
4,400 savings and loan associations (also known as building and loan associations, co- 
onerative banks. and homestead associations). with total assets amounting to over 
90 percent of all savings and loan assets in the country. The league membership is a 
true cross section of the savings and loan business, with both Federal and State chartered 
institutions, insured and uninsured institutions, and the very largest associations as well 
as the small part-time associations, The league headquarters office is at 221 North 
LaSalle Street. Chicago, Ill., and its Washington office is at 425 13th Street NW., Washing- 
ton. D.C. Prineinal officers are: Josenh Holzka, president, Staten Island N. Y.: C. R. 
Mitchell, vice president, Kansas City, Mo.: Henry A. Bubb, legislative chairman, Topeka, 
Kans.: Norman Strunk, executive vice president, Chicago, [ll.; and Stephen Slipher, 


manager of Washington office, Washington, D. C. 
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for an individual association in a town hit by disaster, or by major unemployment, 
to suffer losses even in generally prosperous times. Obviously there is no way 
of accurately predicting all of these factors which bear on mortgage losses. It 
follows that one must analyze past experience and/or rely on the best estimates 
of experts in the field. 

Past history shows that thousands of the Nation’s building and loan associa- 
tions underestimated the need for reserves in the past depression and became 
insolvent and were liquidated with losses to the savings public. Specifically, some 
2,094 associations were reported as failed during the depression and an inde- 
terminable number were otherwise liquidated and merged with loss to the public 
or long delay in repayment of savings. In the year 1933 alone, associations with 
assets of $215 million failed with estimated loss of $44 million. 

An analysis of the losses of savings and loan associations which failed 
from 1930 to 1940 shows that the losses sustained by these associations during 
the first 7 years of the period exceeded the total of all of the reserves held by 
associations at the beginning of the period. 

While it may be impossible to determine scientifically what reserve is re- 
quired to survive a depression, it is incontestable that the reserves have been 
insufficient in all of the previous depressions, with great economic and financial 
consequences. History shows it is clearly more likely that management will 
underestimate the need for reserves rather than overestimate. 

An idea of the magnitude of the losses on real estate loans is gained from a 
paragraph in a study of the Home Owners’ Loan Corporation: 

“The average capital loss was computed by the HOLC at $1,698 per property, 
which was 42 percent of the original amount loaned on these properties, 38 
percent of the total amount loaned when the property was acquired, and 33 
percent of the net investment in the property at time of sale. In New York 
State the average loss per property was $3,360 * * *; in New Jersey the loss 
averaged about $3,000 * * * loss, as a percentage of the total net investment 
at the time of sale, was highest in these 2 States—42 percent and 41 percent, 
respectively. The lowest average loss was in the State of Washington— 
$600; loss was not more than one-fifth of the total net investment at the time 
of sale in California, Delaware, the District of Columbia, Illinois, Minnesota, 
New Mexico, and Washington.” ” 

The above, of course, refers to the losses taken by the Home Owners’ Loan 
Corporation on the loans on which the borrowers defaulted to the Corporation 
and which the Corporation had to foreclose. The aggregate losses of the Home 
Owners’ Loan Corporation were $336,562,852 on a total of $198,215 defaulted 
loans which the Home Owners’ Loan Corporation foreclosed. The Corporation 
made 1,017,821 loans for a total amount of $3,093,451,321.2 The losses of the 
Home Owners’ Loan Corporation were thus approximately 11 percent of the total 
amount of loans made. 

In addition, considering the depression losses in the home mortgage business 
as measured by the experience of the Home Owners’ Loan Corporation, it is 
necessary to add to the 11 percent figure mentioned above, the writedown on 
loans taken over by the Home Owners’ Loan Corporation. The following is 
quoted from page 70 of the Sixth Annual Report of the Federal Home Loan 
Bank Board: 

“In many instances, the mortgage debts originally owed by HOLC borrowers 
were scaled down in the process of refinancing. In all, it is estimated that 
this reduction was in the neighborhood of $200 million or about 7 percent of the 
original debt.” 

The record of the Home Owners’ Loan Corporation indicates, thus, that the 
total losses in the mortgage business was approximately 18 percent. 

Prof. John Lintner, of Harvard University, after 3 years of research on mutual 
savings banks, determined that the savings banks of Massachusetts between 
1931 and 1945 foreclosed on mortgages of over $1.5 billion with a resulting loss 
of 27.2 percent of the total principal amount foreclosed.*| He computed that 
this was a loss of approximately 17.4 percent on the average mortgage portfolio 
outstanding during that period. Another 4.4 percent loss was taken on loans 
not actually foreclosed. 


2Historv and Policies of the Home Owners’ Loan Corporation, Harriss, p. 120. 

’ Final Report to the Congress of the United States Relating to the Home Owners’ Loan 
Corporation. March 1, 1952, p. 3. 

4 John Lintner, Mutual Savings Banks in the Savings and Mortgage Markets, p. 304. 
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To quote directly from Lintner: 

“These losses on mortgages alone were substantially larger than the entire 
current operating expenses of al lthe banks in the State for the entire 15-year 
period, and these net losses on mortgages alone were larger than the stated 
book surplus of all the banks together on October 31, 1930.” ° 

At another point in his study, Lintner comments again on the inadequacy 
of reserves : 

“The inadequacy of such available provision is shown by the fact that the 
net losses over and above these reserves absorbed in the following 5 years aver- 
aged nearly 35 percent, and the $10.8 million in the reserve at the end of 1940 
was less than one-seventh of the additional net losses of $76.6 million remaining 
to be taken in the following 5 years. The inadequacy of the reserve provision is 
further shown by the fact that in 1939 and in each succeeding year through 1944 
the losses charged off at the time of sale on the properties sold during the year 
were larger even after crediting all profits and recoveries, than the balance 
in the foreclosure reserve account at the beginning of the year.” ° 

In another study it has been shown that the average loss by commercial 
banks on foreclosed loans over a full 27-year period (1920-47) was 23.5 per- 
cent of the original loan amount and 20.6 percent of the investment at fore- 
closure.’ It should be noted that bank loans are a smaller percent to value 
than savings and loan loans, and a large percent of bank loans are commercial 
loans. 

It is clear from these and other studies that very substantial losses occurred 
on real estate loans in the last depression. An examination of lending practices 
indicates that the same decline in the economy would produce even greater 
losses under today’s lending practices. Savings and loan associations now 
make conventional loans of up to 75 to 80 percent of value for 25-year ma- 
turities ; whereas the predepression practice was about 60 to 65 percent of value 
with 11-year maturities. The potential loss is tremendously greater under 
present practices. For example: Assume that foreclosure was necessary 2 
years after making a loan on a $10,000 property and that the property produced 
a net of exactly $5,000. A 65 percent, 11-year loan would show a loss of about 
$600 and an 80 percent 25-year loan would show a loss of $2,700, or about 4%4 
times as great. In other words, there is a leverage which causes a slight in- 
erease in loan percentage to very substantially increase the loss potential. It 
should be noted that the high percentage long-term loans are used primarily 
because of the competition of the very liberal FHA and VA loans. Without these 
high percentage loans, there would be fewer houses built and the economy of 
the country would suffer. 

The paramount importance of adequate reserves has long been recognized by 
State and Federal law and State and Federal supervisors. All institutions 
insured by the Federal Savings and Loan Insurance Corporation (representing 
90 percent of all savings and loan assets) are required by regulation to make 
annual allocations to reserves until reserves equal 12 percent of savings. It 
is the belief of both the supervisors and the United States Savings and Loan 
League that a 15 percent requirement would be more in keeping with prudent 
finance and in the future it may be desirable to amend the Revenue Code to 
permit associations to accumulate reserves up to 15 percent before taxation. It 
should be recognized that in a mutual institution all accumulations in reserves 
belong to the mutual savers, and there is no possibility of profit for individual 
stock holders. 


Home financing would be seriously affected by tavation of reserves 


Any reduction in the allowable reserve for savings and loan associations or 
limitation on the deduction for dividends, would necessarily adversely affect 
the associations’ home financing service. This would occur for two reasons: 
First, the associations’ sole source of revenue is interest on home loans and to 
meet increased costs (taxation) interest rates would have to be increased. 
Secondly, it would decrease the dividend which could be paid to the savers, 
thus retarding the savings inflow with the result that a smaller volume of funds 
would be available for lending on homes. The adverse effects of this diminution 
of home financing are extremely significant. The Congress has repeatedly 
recognized that good housing and an adequate level of home building are of 
major importance to the economy and the national welfare. Obviously it is 





5 Ibid., p. 304. 
¢ Thid., 290-29 
* Carl Pig 3h0- 201 Commercial Bank Activities in Urban Mortgage Financing, p. 67. 
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undesirable to weaken in any manner the home financing ability of savings and 
loan associations who are the largest source of home financing and who, in 
1957, accounted for nearly 40 percent of all of the home loans in the Nation. 
Most associations feel that a goal of at least 15 percent reserves is prudent, 
and Federal and State supervisors have long urged the accumulation of 15 
percent reserves. If additions to reserves are not permitted before taxes, the 
net amount of addition to reserves becomes only about one-half of the gross alloca- 
tion. Associations in this position might well choose the alternative of re- 
ducing risk rather than increasing reserves. This would mean that fewer 
homes would be built due to a shortage of high percentage mortgage funds, 
which in turn would place a larger financial burden on the Federal Government. 

It is well known that the prolonged high level of home construction has 
served as one of the major supports of our national economy in the post-war 
period and that the reduction in home building in 1957 was the cause of con- 
siderable concern to the Congress and to all persons interested in a high level 
economy. A look at the record makes it clear that had it not been for the 
savings and loan home lending volume holding up in 1957, the drop in home 
building would have reached alarming levels and may well have triggered a 
national recession. For instance, the level of FHA and VA loans for the first 
8 months of 1957 was some 28 percent and 35 percent respectively below that 
of 1956. Commercial banks, which have alternative forms of investments 
to home lending, showed a 19 percent decline during this period, but savings 
and loan lending was within 5 percent of the 1956 levels. 


Any decline in the ability of savings and loans to attract savings and advance 
funds for home building will, in a very direct sense, be costly to the Federal 
Government 


This is due to the fact that the various direct Federal expenditure programs 
are called upon heavily whenever there is a shortage of private mortgage money 
available. During the past few years billions of dollars have been expended 
through the Federal National Mortgage Association, Public Housing Administra- 
tion and the Veterans’ Administration (through direct loans to veterans) in an 
effort to meet the home financing needs of our country. The cost to the Federal 
Government of making up a deficit in home financing is infinitely greater than 
any estimated increase in tax revenue which could be brought about by changing 
the tax provisions with respect to savings and loan association reserves or 
dividends. 


Consequences to the national economy and the Federal Government should re- 
serves in savings and loan associations prove inadequate 

Any change in the tax law which results directly or indirectly in lesser alloca- 
tions to reserves and therefore a smaller accumulation of reserves, will have the 
following effects of importance to the Federal Government. 

A. Adverse effect on general economy in recession or depression.—Lack of re- 
serves is virtually the only cause of savings and loan failure and it follows that 
the smaller reserves accumulated, the more of such institutions will become in- 
solvent in depression. Failure of a financial institution tends to spread panic 
in the public, undermine public confidence, and in general creates a further 
depression-type psychology. Anything that would tend to undermine general 
confidence in the economic conditions would have the most dire effect on the Fed- 
eral Government The Federal Government provided for the establishment of 
the Federal savings and loan associations, the Federal Savings and Loan Insur- 
ance Corporation and the Federal home loan bank system in the heart of the 
depression of the 1930’s for the sole purpose of providing credit for home building 
and buying necessary to assist in general business recovery. Certainly the con- 
tinuation and effective functioning of these instrumetalities in the next depres- 
sion will be equally vital. Thus it is important that these institutions be per- 
mitted to accumulate sufficient in reserves so that their functioning in the next 
depression will not be impaired. With adequate reserves, savings and loan asso- 
ciations can provide vitally needed funds for home building and buying. 

B. Direct cost to the Federal Savings and Loan Insurance Corporation and the 
Treasury.—Some 90 percent of the assets of the savings and loan business are 
represented by institutions insured by the Federal Savings and Loan Insurance 
Corporation, and when the reserves of such associations are deficient, the Insur- 
ance Corporation must make up the difference. A substantial number of such 
deficiencies would exhaust the reserve of the Insurance Corporation which in 
turn has a “pipeline” to the Treasury (Public Law 576, 1950) in the amount of 
$750 million. As a practical matter, leaders in Congress have frequently stated 
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that regardless of the present law, the Federal Government has a moral obliga- 
tion to make good on insured accounts in banks and savings and loan associations, 
In a very real sense the cost of inadequate reserves would be borne by the United 
States Treasury. 

©. Treasury revenue during the depression would be substantially reduced.— 
It is obvious that if inadequate reserves cause savings and loan failures, it will 
adversely affect Federal tax revenue during a depression. On the other hand, 
if associations are able to continue to function through a depression, they will 
continue to pay dividends which produce tax revenue. Furthermore, associations 
with adequate reserves can promptly absorb losses from the reserves rather than 
from current income and therefore will be able to continue substantial dividends 
during a depression. In the last depression, reserves were inadequate and the 
bulk of losses had to be absorbed from reserves and current income, which meant 
that dividends to savers were severely restricted. 

These points are well shown in the case of commercial banks who were taxable 
during the 1920’s. Had these banks been allowed, before taxes, to allocate a 
reasonable proportion of income to a loss reserve sufficient to cover depression 
losses, the banks could have paid income taxes throughout the depression from 
1930 to 1940. Since this was not done, thousands of banks failed and paid 
no further income taxes and the remainder of the banks charged depression losses 
against current income and paid very little income tax from 1930 to 1940. The 
Government would have received more total revenue, and a good portion of it 
in the 1930’s when it was most needed, had its tax law encouraged rather than 
discouraged reserve accumulation. 


Proposal to limit dividend deduction is unfair and undesirable 

From time to time it is proposed, as in H. R. 8737, to permit the deduction of 
only those dividends, or portion of dividends, which are 3 percent or less. Under 
this proposal an association paying 314 percent or 4 percent, as the majority 
are now doing, would be disallowed a deduction on the portion of the dividend 
over 3 percent and would thus be taxed on the upper portion of the dividend. It 
is well known to the committee that no other corporation taxpayer is required to 
pay tax on the cost of interest. Commercial banks have always been allowed a 
full deduction on the interest paid to their depositors. 

In addition to this all-important precedent, such a limitation would have the 
undesirable effect of reducing dividends and discouraging savings. Savings are 
not only a prime weapon against inflation, but as has been stated before, are 
the sole source of funds for the home financing done by savings and loans. 

The proposal to limit dividend deduction has the further disadvantage that it 
in reality attempts to achieve a supervisory objective through the taxation 
process. While it is true that commercial banks are limited to a 3 percent 
interest rate, the limitation is totally unrelated to taxes and is no valid 
precedent. If it is desirable to set a ceiling on dividends paid by savings and loans 
(and we do not think it is desirable or practical), then such limitation should 
be obtained through supervisory legislation rather than taxation. 


Savings and loans are producing a substantial volume of tax revenue 

As indicated before, total Treasury revenue produced by the savings and loan 
business is a combination of direct taxes and taxes paid by the receivers of divi- 
dends. Because of the general trend toward higher rates, dividends paid by 
savings and loan associations have increased not only in rate, but in total dollar 
volume, so that the total tax produced has materially increased in recent years. 
The dollar volume of dividends paid in 1951 was $361,870,000 as compared to an 
estimated $1,200,000,000 in 1957. Assuming an average income tax level of only 
20 percent (the lowest bracket) for the holders of savings accounts, the tax 
revenue from this source has increased from $72,374,000 in 1951 to $240 million 
in 1957, or an increase of 333 percent in just 6 years. 


Taz revenue produced by savings and loan associations compares favorably with 
other financial institutions 

The total tax revenue produced by savings and loan associations for every 
$1,000 of year-end assets actually exceeds the total Federal income tax pro- 
duced per $1,000 in assets by commercial banks and life insurance companies. 
The following table, based on official figures, indicates a total Federal tax 
receipt of $5.02 per $1.000 of savings and loan assets, $4.87 per $1,000 in com- 
mercial banks, and $3.06 per $1,000 of assets of insurance companies. 
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Comparative tax analysis of insured commercial banks, life insurance companies, 
and savings and loan association members of the Federal Home Loan Bank 


System, year 1956 
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Total, Federal income taxes...............2-- 206, 943, (000 0054, 600, 000: _ 288, 584, 000 
Total, Federal income tax for every $1,000 of year- oe = a ae 
end assets.......-.- tale Stigkeedua 5. 02 4. 87 3. 06 

\ 











1 Owned by shareholders in stock companies. 
3 Estimate is based on minimum tax rates for year 1956. 


Source: FHLB Board ‘Members’ Combined Financial Statements, 1956,” FDIC “Annual Report, 
1956,’’ Institute of Life Insurance, ‘Life Insurance Fact Book, 1957,’’ pp. 52, 43, 61. 


Many commercial bank organizations support the present savings and loag tax 
provisions 

While some commercial bank representatives have been critical of the savings 
and loan tax formula, they by no means represent the thinking of all or even 
most commercial bankers. On the contrary, the position of a number of banking 
organizations and individual spokesmen would indicate a feeling that the savings 
and loan tax provisions are proper and that the only change needed is an ad- 
justment in the commercial bank tax provision. 

One of the strongest statements supporting the present savings and loan tax 
provisions comes from the Reserve City Bankers Association. In a statement 
filed with the Senate Banking Committee, the Reserve City Bankers Associa- 
tion requested an increase in the reserve for bad debt allowance for commer- 
cial banks and added the following: 

“The alternative congressional course of reducing reserves allowed mutual 
savings banks and savings and loan associations would not appear to be in the 
public interest as the reserve ratios, at least in relation to loans, would not ap- 
pear excessive in relation to possible losses in any future depression.” 

It should also be noted that an advisory committee to the Senate Banking 
Committee on Recodification of Financial Laws filed a report on all phases of 
banking and savings and loan law, including taxation, but did not recommend 
any change in the savings and loan tax sections. This is significant because 
on the committee there were 20 commercial bankers and only 3 savings and 
loan or mutual savings bank representatives. Obviously the commercial bank 
representatives could have recommended a change in savings and loan taxes had 
they thought there was merit in such a change. Subsequently, the chairman 
of the advisory committee, Kenton Cravens, president of the Merchantile Trust 
Co., St. Louis, Mo., said in a speech on November 25, 1957: 

“It is well to remember that the period of greatest growth for savings and 
loan associations has been the years of postwar expansion, and these associa- 
tions are undoubtedly going to need all the reserves possible if a sharp collapse 
in business should occur * * *, Remember that savings and loan institutions 
have become such an important segment of our financial community that we 
simply cannot stand a high percentage of failures, whether or not the institu- 
tions are insured. A large number of failures would undoubtedly have dire 
consequences and a chain reaction could set in. 

“* * * Unfortunately, some of the commercial bankers forget that the real 
objective is adequate reserves and want to achieve a competitive parity with 
savings associations by reducing their allowable reserves. Personally, I cannot 
think of a more unsound approach to the problem. I am convinced, however, 
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that the great preponderance of the Nation’s farsighted bankers know that the 
only real answer to the problem is congressional approval of higher allowable 
bank bad debt reserves.” 

Another prominent banker, Mr. Gaylord Freeman, vice president of the First 
National Bank of Chicago, has repeatedly spoken out in defense of the present 
savings and loan tax section and in favor of a change in commercial bank taxa- 
tion. Typical of his speeches is one reproduced in the Commercial and Financial 
Chronicle of February 23, 1956. He said, in part: 

“In considering tax legislation, as in considering anything else, we must ask 
ourselves what will make our banks safer and bring our stockholders a larger 
return, not how we can best smack down a competitor. On this basis, if we 
are to seek more equitable tax revision we would be much better advised to 
strive for an increase in the reserves allowed to commercial banks than to seek 
a reduction in the reserves allowed to the loan associations.” 

It is also significant that the American Bankers Association has never, to our 
knowledge, endorsed the work of the bankers tax equality committee or other 
groups seeking to change the taxes of savings and loans and has not endorsed 
H. R. 8737 (to cut savings and loan reserves to 5 percent and limit dividend de 
ductions to 3 percent) although the bill was introduced some 7 months ago. 


SUMMARY 


In summary, then, we strongly urge the committee to make no change in the 
present tax provisions, particularly no change which would restrict the oppor- 
tunity for savings and loan associations to accumulate reserves and to pay ade- 
quate dividends to their savers. The home financing needs of this Nation are 
great and urgent and any legislation which adversely affects savings and loan 
associations, the largest single source of home financing credit, will have dire 
results both to the general economy and to the Federal Government. 

Our institutions are providing sizable tax revenue at present, which revenue 
equals or exceeds that provided by other financial institutions. Present tax pro- 
visions, wisely we believe, look beyond the immediate year and seek to insure 
that a strong, useful home financing system will be available in bad times and 
good times alike. It is far more important to have a productive, healthy home 
financing and private savings system than it is to seek a small increase in tax 
revenues on a year-to-year basis. 


Mr. Buss. The first savings and loan association was formed in 1831 
and its purpose then, as now, was to provide savings facilities and to 
lend money on homes. We have never branched into any new fields 
of business. Today there are 6,000 associations, with assets of $48 bil- 
lion. The average association has $8 million in assets and employs 9 
persons, a true example of small business. 

Some 22 million Americans have savings accounts in our associa- 
tions, one-half of which accounts are less than $900. 

Tax provisions: In 1951 the tax exemption of savings and loans was 
repealed and they were subjected to the full corporate income-tax pro- 
visions. Like other taxpayers, savings and loans are permitted to 
deduct business expenses and the cost of money. Like other financial 
corporations, they are permitted a reserve for bad debts which is set 
under section 593 as an amount not to exceed 12 percent of total 
savings. 

Thus, associations must : 

(a) Distribute their net earnings to the savers where it is subject to 
full taxation; or 

(6) Place it in a reserve solely for the absorption of losses; or 

(c) Pay the regular corporate income tax up to 52 percent. 

No earnings may be retained for purposes other than meeting losses 
except after payment of taxes, regardless of the amount or percentage 
of reserves held by the association. Contrary to the implication of 
previous testimony, no funds can be placed in surplus or undivided 
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profits except after taxation. Even the funds placed in loss reserves 
are taxable if they are distributed. 

Adequate reserves are essential to the safety of the savings and loan 
business. Since 85 percent of their assets are invested in mortgages, 
the solvency of the savings association is dependent on the soundness 
of its loans and its ability to absorb the losses which inevitably occur 
in this form of long-term lending. 

The need for adequate reserves can be indicated by the fact that 
because of weak reserves, some 2,094 associations were reported as 
failed during the depression and many others were liquidated or 
merged with loss to the public or long delay in repayment of savings. 

The HOLC figures show losses of approximately 11 percent of the 
total amount of loans, plus a 7 percent write-down prior to foreclosure 
for a total loss of 18 percent. 

A Harvard study shows that foreclosures on mortgages by savings 
banks of Massachusetts between 1931 and 1945 resulted in a loss of 
27.2 percent of the principal amount, 17.4 percent on the average 
mortgage portfolio during that period. 

The regulations of the Federal Savings and Loan Insurance Cor- 
poration require all insured savings and loan associations to make 
annual allocations to reserves until reserves are equal to 12 percent 
of savings. 

Adverse consequences of taxing savings and loan reserves. Ad- 
verse effect on home financing: 

Any reduction in the allowable reserve or limitation on the deduc- 
tion for dividends would necessarily adversely affect the associations’ 
home financing service. This occurs for two reasons: 

First, the associations’ sole source of revenue is interest on home 
loans and to meet increased costs, such as added taxation, interest 
rates would have to be increased. 

Secondly, it would decrease the dividend which could be paid to 
the savers, retarding the savings inflow and reducing the funds avail- 
able for home lending. 

The Congress has repeatedly recognized that good housing and an 
adequate level of home building are of major importance to the na- 
tional welfare. Obviously it is undesirable to weaken in any manner 
the home financing ability of savings and loan associations which 
are the largest source of home financing and which, in 1957, accounted 
for nearly 40 percent of all of the home loans in the Nation. 

The reduction in home building in 1957, which caused considerable 
concern to the Congress, would have been much more alarming had it 
not been that savings and loan home lending volume held up very 
well. 

The level of FHA and VA loans for the first 10 months of 1957 was 
some 24 percent and 36 percent, respectively, below that of 1956. 
Commercial banks, with alternative forms of investments, showed a 
23 percent decline in home lending, but savings and loan lending was 
only 4 percent below 1956 levels. 

Decrease in savings and loan lending would increase Federal ex- 
penditures in housing: Any decline in savings and loan lending would 
also result in a direct increase in Federal expenditures, because the 
various Federal housing programs are called upon more heavily when- 
ever there is a shortage of private mortgage money. 
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During the past few years, billions of dollars have been expended 
through the Federal National Mortgage Association, Public Housing 
Administration, and the Veterans’ Administration, through direct 
loans to veterans, in an effort to meet the home-financing needs of our 
country. The cost to the Federal Government of making up a deficit 
in home financing is many times greater than any estimated increase in 
tax revenue which could be brought about by changing the tax provi- 
sions of savings and loans. 

Other consequences of reducing reserves in savings and loans 
through taxation: Lack of reserves is the only cause of savings and 
loan failure, and such failures undermine public confidence and create 
a depression-type psycholog 

Furthermore, 90 percent o the assets of the business are insured by 
the Federal Savings and Loan Insurance Corporation, and when the 
reserves of such associations are deficient, the Insurance Corporation 
must make up the difference. The Insurance Corporation, in turn, has 
a oo to the Treasury, Public Law 576, 1950, in the amount of $750 
million 

Proposal to limit dividend deduction is unfair and undesirable: 
From time to time it is proposed, as in H. R. 8737, to permit the deduc- 
tion of only those dividends which are 3 percent or less. Under this 
proposal, an association paying 314 percent or 4 percent, as the major- 
ity are now doing, would be taxed on the upper portion of the dividend. 

It is well known to the committee that no other corporation taxpayer 
is required to pay tax on the cost of interest. Commercial banks have 
always been allowed a full deduction on the interest paid to their 
depositors. 

Such a limitation would have the undesirable effect of reducing divi- 
dends and discouraging savings, the prime weapon against inflation 
and the sole source of funds for the home financing done by savings and 
loans, the largest suppliers of home credit. 

The proposal to limit dividend deduction has the further disadvan- 
tage that it in reality attempts to achieve a supervisory objective 
through the taxation process. While it is true that banks are limited 
toa 3] percent interest rate, the limitation is totally unrelated to taxes 
and is no valid precedent. 

Savings and loans are producing a substantial volume of tax reve- 
nue: The total Treasury revenue produced by the savings and loan 
business is a combination of direct taxes and taxes paid by the receivers 
of dividends and has rapidly increased. 

Assuming an average income tax level of only 20 percent, the lowest 
bracket, for the holders of savings accounts, the tax revenue from this 
source has increased from $72 million in 1951 to $240 million in 1957, 
or an increase of 333 percent in just 6 years. Total estimated tax 
revenue from banks from 1951 to 1956, the latest figures available, 
increased from $691 million to $1.054 billion, an increase of 52 percent. 

Tax revenue produced by savings and loan associations compares 
favorably with other financial institutions: The total tax revenue pro- 
duced by savings and loan associations for every $1,000 of assets actu- 
ally exceeds the total Federal tax produced per $1,000 in assets by 
commercial banks and life insurance companies. 

The following table, based on official figures for 1956, indicates a 
total Federal tax receipt of $5.02 per $1,000 of savings and loan assets, 
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compared to $4.87 for commercial banks, and $3.06 for insurance 
companies. 
(The table referred to is as follows :) 


Comparative tax analysis of insured commercial banks, life insurance companies, 
and savings and loan association members of the Federal Home Loan Bank 
System, year 1956 


All insured All life 





| All savings and | 
| loan association | commercial | insurance 
| membersof | banks companies 
FHLB System 
Total assets $41, 179, 751, 000 | $216, 114, 792, 000 | $96, 011, 000, 000 
Total interest and dividends 1, 009, 367, 000 1, 423, 000, 000 | 142, 920, 000 
Total Federal income taxes (direct taxes plus esti- | | | 
mated taxes by savers and stockholders at 20 per- | 
cent tax rate) 206, 943, 000 1, 054, 600, 000 293, 584, 000 
Total, Federal income tax for every $1,000 of year- | | 
end assets 5. 02 | 4. 87 3. 06 


Mr. Buss. Many commercial bank organizations support the pres- 
ent savings and loan tax provisions: W hile some commercial bank 
representatives have been critical of the savings and loan tax formula, 
they by no means represent the thinking of all or even most com- 
mercial bankers. 

On the contrary, many banking organizations feel that the savings 
and loan tax provisions are proper and that the only change needed is 
an adjustment in the commercial bank tax provision. 

A statement filed with the Senate by the Reserve City Bankers As- 
sociation requesting an increase in the reserves for bad debt allow- 
ance for commercial banks said, as follows: 

The alternative congressional course of reducing reserves allowed mutual 
savings banks and savings and loan associations would not appear to be in the 
public interest as the reserve ratios, at least in relation to loans, would not ap- 
pear excessive in relation to possible losses in any future depression. 

An advisory committee to the Senate Banking Committee on Recodi- 
fication of Financial Laws, composed almost entirely of commercial 
bankers, filed a report on all phases of banking and savings and loan 
law, including taxation, but did not rec ommend any change i in the 
savings and loan taxes. 

The chairman of the committee, Kenton Cravens, of a St. Louis, Mo., 
bank, said in a speech on November 25, 1957: 

* * * Unfortunately, some of the commercial bankers forget that the real ob- 
jective is adequate reserves and want to achieve a competitive parity with sav- 
ings associations by reducing their allowable reserves. Personally, I cannot think 
of a more unsound approach to the problem. I can convinced, however, that 
the great preponderance of the Nation’s farsighted bankers know that the only 
real answer to the problem is congressional approval of higher allowable bank 
bad debt reserves. 

Comment on other views: Now for a few comments on the testi- 
mony and arguments of bankers who are opposed to our tax provisions, 
One of their spokesmen before this committee last Thursday, Mr. Roth 
of New York, in response to a question by Representative For and, ad- 
mitted that an investment of $4,000 in the stock of his bank in 1940 
was worth $1,256,000 by 1954. 

I was in the savings and loan business in 1940. If I had had $4,000 
in my savings and loan in 1940, it would have been worth $6,068 in 
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1954, a mere pittance compared to the million and a quarter value 
of the bank stock. The explanation is very simple. 

In savings and loan associations, the people who put up the money, 
the savers, get the earnings; currently about 314 percent. In Grae. 
ing, the people who put up most of the money, the demand depositors, 
get nothing; the savings depositors get a modest rate, and the earn- 
ings are funneled to the stockholders. 

You have heard the arguments that because of tax provisions, sav- 
ings and loan associations are pulling the savings away from the com- 
mercial banks. Let me cite figures to the contrary. 

In 1955, savings and loan associations gained $4.96 billion in sav- 
ings; banks gained $1.58 billion in savings. 

In 1957, the associations gained $4.94 billion and banks gained 
$5.35 billion. 

While the savings growth in our institutions was showing a slight 
drop, the savings increase in banks more than tripled. The tax pro- 
visions for both institutions were unchanged during that period. It 
: ee then, that factors other than taxes caused this spectacular 
shift. 

Here again there is no secret. For years the banks were indifferent 
to savings, paid little or no return to time depositors, and devoted only 
minor promotional effort to thrift. Last year they increased their 
interest rates and advertising. It is interest rates and promotion 
that cause changes in relative competitive gains, not taxes. 

Summary: In summary, then, we strongly urge the committee to 
make no change in the present tax provision, particularly no change 
which would restrict the opportunity for savings and loan associa- 
tions to accumulate reserves, to pay adequate dividends and to carry 
on their services. 

Thank you very much. 

The Cuatrman. Are there any questions of Mr. Bubb? 

Mr. Eberharter will inquire. 

Mr. Esernarrter. Mr. Bubb, I assume that you read the testimony 
of Mr. Roth last week before this committee, and the interrogation 
made by Mr. Keogh of the committee. 

Br. Buss. Yes, sir; I have. 

Mr. Esernarrer. There was one statement he made which startled 
me. 

He said that mutual savings banks, and I think he included build- 
ing and loan associations, had an accumulation amounting to, in effect, 
$2,000 million that really belonged to nobody. 

I just wondered what he meant by that. I think he put it in terms 
of $2 billion undivided reserves and so forth. He probably means 
that nobody owned it and that mutual savings were not compelled to 
pay it out in dividends. 

What did he mean by that ? 

Mr. Buss. I don’t know what Mr. Roth meant by that statement. 
It certainly does not apply to savings and loans, I assure you. 

Mr. Exsernarrer. Do you think it might apply to some extent to 
mutual savings banks? 

Mr. Buss. I doubt it very much. They are next, though, and you 
might ask them that question. 

Mr. Exsernarter. I think I will do that. Maybe Mr. Keogh can an- 
swer it. ' 


PT 


+ ee ene reer 








GENERAL REVENUE REVISION 2067 


The Cuarrman. Are there any further questions ? 

Mr. Kerocu. Mr. Chairman ? 

The Cuarrman. Mr. Keogh will inquire. 

Mr. Kroeu. I would like to clarify a point, Mr. Bubb. 

The fact of the matter is that under the provisions of the 1951 act, 
which imposed a tax on your type of organization and mutual savings 
banks, the only tax-free credit you could make to reserves was a re- 
serve for bad debts; is that not correct ? 

Mr. Buss. That is correct. 

Mr. Krocu. So if I am the head of either one of those types of in- 
stitutions, and my surplus and reserve for bad debts do not equal 12 
percent of my deposit liability, 1 would have to pay tax on any amount 
I credited to surplus, would I not? 

Mr. Buss. That is correct. 

Mr. Krocu. Would you say that one of the reasons for that type 
of provision is to enable those types of institutions to accumulate 
in exactly the same way as commercial banks accumulate their re- 
serves for losses, a reserve which, in the opinion of the informed peo- 
ple in those industries and in the supervising agencies, is deemed nec- 
essary for the protection of the depositors of this organization ¢ 

Mr. Buss. That is correct; yes, sir. 

Mr. Kroeu. And since the average loans made by these types of 
institutions are generally long-term mortgages, it is not practicable 
to apply a rule like the 5-year experience losses in the commercial 
banks ¢ 

Mr. Buse. That is correct, and that comes from our experience in 
the big depression of the thirties. 

Mr. Krocu. Now, the only other question I would like to ask you, 
Mr. Bubb, is, in reference to page 8 of your statement, when you com- 
pare the gain in savings, you say banks gained $1.58 billion in 1955 
and $5.35 billion in 1957. 

By that word “banks,” do you mean just commercial banks? 

Mr. Buss. Yes, just commercial banks. 

Mr. Kroeu. I thought you did, but I wanted to make certain that 
you were not pitting yours against banks generally. 

Mr. Buss. No. I happen to be a director of a commercial bank, 
myself. I was just trying to bring out here that for many, many 
years the banks did nothing to attract thrift or to get savings accounts. 
I was trying to show here that the taxation treatment of the two has 
nothing to do with the competitive thing that you hear all the time 
between a few bankers and some savings and loan people. The min- 
ute they started after savings and started advertising and paying a 
decent return on them, they got the savings. 

Mr. Kroeu. I am rather delighted to hear you admit that in addi- 
tion to being connected with the savings and loan industry, you are 
also a director of a commercial bank. 

In your experience, have you ever heard of the existence of captive 
commercial banks? 

Mr. Buss. Yes, I have, sir. 

Mr. Kroeu. In what connection ? 

Mr. Buss. I have heard it discussed by the members of our staff 
there in Topeka. I don’t know a lot about it; I will be honest with 
you. 
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Mr. Krocu. Do you know any commercial banks that are captives 
of any savings and loan association ? 

Mr. Buss. Not in our area; no, sir. 

Mr. Krocu. Anywhere? 

Mr. Buss. No,I don’t. There are no savings and loans that I know 
that own any commercial banks anywhere. 

You see, a savings and loan cannot own the stock of a commercial 
bank or anything else, so far as that is concerned. 

Mr. Krocu. The fact of the matter is that the historic philosophy of 
the commercial banks’ business on the one hand and the mutual types 
of savings banks and savings and loan associations on the other hand 
are so entirely different that it is illogical to attempt to apply the same 
rules to both. 

Is that not correct ? 

Mr. Buss. That is correct ; yes, sir. 

Mr. Krocu. Thank you very much. 

The Cuatrman. Mr. Jenkins will inquire. 

Mr. Jenxrins. Is it true that the building and loan companies have 
been expanding and increasing ? 

Mr. Buss. Yes, sir. 

Mr. Jenkins. Practically all over the Nation ? 

Mr. Buss. Yes, sir. 

Mr. Jenkins. How does their business compare with reference to 
the banking business, especially the small banks ? 

Would there be any competition between them and the building 
and loan as to whether the building and loans are the same as the 
bank? 

Mr. Buss. I think the figures will show that the savings and loans 
have been a service to the banks as well as building and loan. 

Mr. Jenxins. That has been my observation in my section of the 
country. We have a large number of what we call building and loan 
companies. 

I have never known any of them to even approach bankruptcy. 

Mr. Buss. You have a very, very good showing in Ohio, Mr. Jen- 
kins. Some other States are not as fortunate as Ohio. 

Mr. Jenkins. In what respects? 

Mr. Buss. In the last depression, I mean, with failures. 

Mr. Jenkins. There must be some difference in the setup of build- 
ing and loans in some States as against other States. 

Mr. Buss. That is true. 

Mr. Jenxtns. The banks, of course, in the United States would be 
controlled by the Federal Government in all States. 

Mr. Buss. The Federal savings and loans are the same in every 
State, but State-chartered savings and loans differ as to the States. In 
some States they call them building and loans, some cooperative banks, 
some homestead associations, but Federal savings and loans are the 
same from Maine to California. 

Mr. Jenkins. They have a sliding scale as far as interest they pay; 
they pay whatever the market will pay ? 

Mr. Buss. It depends on the area, the supply and demand of money 
in the area more or less sets the rate. 

Mr. Jenxtns. That is not controlled by the State government or 
Federal Government ? 

Mr. Buss. No, sir. 
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Mr. Jenkins. That being the case, the building and loan has a sort 
of homey attitude; they belong to the people and they operate accord- 
ingly. At least that has been my observation of a good many. 

Mr. Buss. That is correct, sir. 

The Cuarrman, Mr. Mason will inquire. 

Mr. Mason. Mr. Bubb, you made the statement that if the tax situa- 
tion was changed that would affect mutual savings and building and 
loan associations. Then it would naturally, I mean that they would 
pay out less dividends, less interest, than they are now paying. 

Would that not be true of the commercial banks? 

If their taxes were increased, would they not have to cut down on 
the interest they pay ? 

Mr. Buss. Let me answer that this way, Mr. Mason. 

I would say no, because most of the money the commercial banks 
get, they don’t pay anything for. That is their commercial deposits. 
The commercial banks in the city in which I live, a town of about 
100,000, Topeka, Kans., only about 10 percent of their deposits are in 
savings accounts. They get the rest of their money for nothing. 

Mr. Mason. Of course, if the depositor wants his money available 
and puts it in the active account so that he can be withdrawing against 
it all the time, that is one thing. But if he wants to invest it in 
savings, put it in savings, then that is a different thing entirely. And 
if their taxes were increased, they would have to pay less interest than 
they are paying on their savings account, and of course your mutual 
savings or building and loan would have to pay smaller dividends as 
well, would they not? 

Mr. Buss. That is true. Of course, I am not here asking that the 
commercial banks tax rate be increased. 

Mr. Mason. No, but you are saying that you, as a competitor for 
them, should not have your tax rate put the same as their tax rate. 

Mr. Buss. We are not a competitor for the commercial banks. 

Let us look at this thing a little bit differently. We are supplying 
40 percent of the home loan mortgage credit in this country. 

You just stated a minute ago that the demand deposits were for 
those that wanted their money right away, that they were not sup- 
posed to pay anything on it. In savings, it is a different thing. We 
try to get longtime funds and loan it out on mortgages. 

The place for the commercial bank, at least out in my area, is for 
the corporations to put their money in, the people who want demand 
deposits to make short-time term loans, commercial paper, consumer 
credit loans and that type of business. We have a very small area of 
conflict. 

Mr. Mason. You then do not consider that you are a competitor of 
commercial banks, even if they think you are? 

Mr. Burs. They do not all think we are, because in my town we live 
side by side together. I am connected with both of them and we look 
upon one another as friends, believe it or not. We are not ashamed to 
walk down the street with one another. 

Mr. Mason. That is not true in my section. 

Mr. Krocn. Mr. Chairman, may I reluctantly impose on the com- 
mittee to direct one final question to the witness? 

The CuarrmMan. Mr. Keogh. 

Mr. Krocn. Mr. Bubb, do I make a correct statement when I say 
this, that to the extent that Congress might reduce the allowable 
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reserves to the mutual savings banks and savings and loan associations 
below the percentage required by the supervisory agency, whether 
State or Federal, we will in effect be requiring those institutions to 
make up the reserves above our maximum out of taxpaid funds? 

Mr. Buss. That is correct. 

Mr. Krocu. Which is entirely different from the treatment accorded 
to commercial banks in their setting up of the reserve requirements 
for their reserves against losses ? 

Mr. Buss. That is correct, Mr. Keogh. 

Of course, taxation is no place to put supervision anyway and that 
is what it amounts to when you try to set a rate of 3 percent and every- 
thing over that you pay a tax on. 

Mr. Krocu. Would you not say, as a matter of fact, that the 12 
percent now allowed in the code for these mutual types of institu- 
tions was deemed to be the minimum that would be required by the 
regulatory agencies? 

Mr. Buss. That is true, the regulatory agencies wanted 15 percent. 
So I would say 12 percent is the minimum. 

Mr. Krocu. That is about the average ? 

Mr. Buss. Yes, sir. 

Mr. Krocu. Thank you very much. 

Mr. Buss. Thank you. 

The Cuarrman. Are there any further questions of Mr. Bubb? 

If not, we thank you, sir, for your statement and the information 
you have given us. 

The CuHarrman. The next witness is Mr. Edward P. Clark. 

Please give your name, address, and the capacity in which you 
appear. 


STATEMENT OF EDWARD P. CLARK, PRESIDENT OF THE ARLING- 
TON FIVE CENTS SAVINGS BANK, ARLINGTON, MASS., ACCOM- 
PANIED BY FRED N. OLIVER, GENERAL COUNSEL, AND JOHN T. 
SAPIENZA, ASSOCIATE GENERAL COUNSEL, OF THE TAX COM- 
MITTEE FOR THE MUTUAL SAVINGS BANKS 


Mr. Crark. My name is Edward P. Clark. I am president of the 
Arlington Five Cents Savings Bank in Arlington, Mass. I appear on 
behalf of the country’s more than 500 mutual savings banks and their 
depositors. We are ean the opportunity of appearing before you. 

The Cuatrman,. Mr. Clark, can you complete your statement in the 
10 minutes allotted to you, sir? 

Mr. Criark. I cannot complete the statement within the 10 minutes. 
We have a full statement of our views which I ask be received for the 
record. 

The Cuatrman. Without objection it will be included in the record. 

(The document referred to follows :) 


STATEMENT OF EpwarpD P. CLARK ON BEHALF OF MuTuAL SAVINGS BANKS 
COMMITTEE ON TAXATION, RE SEcTIONS 591 AND 593 OF THE INTERNAL REVENUE 
CopE OF 1954 


My name is Edward P. Clark. I am president of the Arlington Five Cents Sav- 
ings Bank in Arlington, Mass. I appear on behalf of the mutual savings 
banks’ committee on taxation, a committee of mutual savings bankers formed 
to advise mutual savings banks on Federal tax matters and to represent them 
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on such occasions as this. Substantially all of the country’s mutual savings 
banks, more than 500 in number, are represented by our committee. 

We appreciate the privilege of presenting to you the views and position of the 
mutual savings banks on sections 591 and 593 of the 1954 code. We strongly 
urge you to take no action on any bill which would amend the provisions of 
these sections. ; 

Before stating our views, I should like to give you a brief description of our 
industry, its primary functions, and the provisions of sections 591 and 593. 


MUTUAL SAVINGS BANKS 


A mutual savings bank is a mutual institution without stock or stockholders, 
which is operated solely for the benefit of its depositors. Its basic purpose 
is to stimulate and encourage thrift, particularly among people of modest 
means. Its primary function is to take in the deposits of thousands of in- 
dividuals and invest them in safe and productive channels. Its principal service 
to the community is to help provide the capital funds essential to economic 
progress. A very important function is to provide mortgage financing for 
homes. 

The first two mutual savings banks in this country were organized in Boston 
and Philadelphia in 1816 by public-spirited citizens who wanted to provide 
savings and investment facilities for the workingman. They furnished the 
initial guaranty funds without profit to themselves. From that day to this, 
mutual savings banks have been operated solely for the benefit of depositors, 
and without profit to anyone else. 

Today there are 520 savings banks in 17 States. Most of them are located 
in the New England and Middle Atlantic States. Their funds, however, have 
become an important source of residential housing credit elsewhere in the 
Nation, particularly in the Southern, Southwestern, and Western parts of our 
country. 

At the end of October 1957, mutual savings banks had assets of nearly $35 
billion and deposits of over $31 billion. Some of those who seek to change our 
tax status have referred to these totals as evidence that our depositors are not 
people of small means. The fact, however, is that the mutual savings bank has 
been and still is principally the depositary of people in the lower-income groups.’ 

Deposits of business corporations are not accepted by most savings banks. 
The amount which will be accepted from any one depositor is usually limited 
by law or regulation. On July 1, 1957, the average account was $1,431.26, 
representing in most instances the first line of defense of the depositor against 
adversity. On that day the mutual savings banks had 21,591,082 savings ac- 
counts, of which more than 2,400,000 were held by schoolchildren. 

Savings banks are operated by trustees and officers under strict State control 
and supervision. The trustees and officers have no personal interest in, and 
under the applicable laws can derive no personal profit from, the earnings 
of the banks. All of the earnings after expenses are distributed or credited 
annually as interest or dividends to depositors, except for amounts required 
for necessary reserves. 

Investments of mutual savings banks are ordinarily limited by law to first 
mortgages, public obligations, and high-grade corporate bonds. Despite prudent 
management, these involve substantial risks of loss and can depreciate greatly. 
as we know from the last great depression and from more recent experience. For 
this reason, savings banks must have adequate reserves to absorb expected 
losses. Since they have no capital stock for a cushion, and no stockholders on 
whom they can call for additional funds, they must accumulate these reserves 
out of earnings in advance of losses. Moreover, losses are usually concentrated 
in a few years of a long traditional cycle. Reserves must be built up in good 
years to meet the large losses which we know will occur in the depression years 
of the cycle. 

The primary economic and social purposes which mutual savings banks serve 
are important not only to the savers but to the economy as a whole. We will 
look briefly at the promotion of thrift and the stimulation of home financing in 
turn. 





1 Data contained in the annual Federal Reserve survey of consumer finances show that 
at the opening of 1957 more than one-third of holders of savings accounts had incomes of 
less than $3,000 per year and almost two-thirds had incomes of less than $5,000. 





| 
| 


2072 GENERAL REVENUE REVISION 


PERSONAL SAVINGS AND INFLATION 


During the last few years inflation has been the country’s No. 1 economic 
problem. If a continuing high rate of economic growth over the years is to be 
financed without inflation, the investment demands of business, Government, and 
individuals must be matched by a corresponding flow of savings. As stated in 
mid-1957 in a report of the Joint Economic Committee,’ prepared by a subcom- 
committee of which the chairman of this committee was chairman, and of which 
Mr. Curtis, another member of this committee, was a member: 

“The basic problem is an inadequate level of savings out of current in- 
come * * *, Fiscal and monetary policies should be directed toward encour- 
aging a higher level of voluntary real savings under the present conditions of 
inflationary pressure.” [Emphasis added. ] 

The 1957 Economic Report of the President in a section titled, “Improving 
Private Financial Facilities and Promoting Thrift,” * also confirms the importance 
of personal savings in fighting inflation: 

“If a vigorous rate of economic growth is to be realized without recourse to 
inflationary finance, the supply of savings must be sufficiently high to meet the 
heavy demands for funds for private, State, and local undertakings. The Federal 
Government is releasing funds for such purposes by a budgetary surplus and 
reduction of its debt. But the individual occupies a strategic position in the 
savings process.” [Emphasis added.] 

The importance of personal savings and of strong financial institutions was 
emphasized in the 1958 Economic Report of the President (p. iv). Although 
business activity has declined somewhat in months, there can be no doubt that 
in the decade ahead, when the safety of the United States, even in the absence 
of active hostilities, may depend upon defense expenditures of unprecedented 
magnitude, inflation will continue to be a menace not only to the citizen’s living 
standards but to the cost of the defense program. Encouragement of individual 
thrift continues therefore, to be essential to the national welfare. The President 
has made clear this is not the time to raise taxes. Certainly this is not the time 
to raise taxes on personal savings. 

The emphasis laid in the President’s report on the vital role of individuals 
and the importance of personal savings is well deserved. In recent years per- 
sonal savings have accounted for roughly one-third of the economy’s gross pri- 
vate savings. If business depreciation charges are eliminated in order to deter- 
mine a net savings figure, personal savings have accounted in recent years for 
about two-thirds of the economy’s entire net savings. 

The remarks of Secretary Robert B. Anderson before the Advertising Council 
in New York on December 2, 1957, are in point in this connection. He said in 
part as follows: 

“A singular aspect of a competitive and dynamic economy results from the 
willingness of free people to save and invest a part of their earnings. 

“Let us look at savings, first historically and then to gage some measure of its 
importance to our productive system and to our way of life. 

J * * * * = * 


“These figures on the growth of our economy during the past century, and in 
recent years, are often taken more or less for granted. We tend to forget that 
this phenomenal expansion had to be financed primarily from savings—by di- 
verting part of the business and personal income stream from current spending 
into savings and investment channels. In the 12 postwar years which I previ- 
ously mentioned—1946 through 1957—almost one-third of the total flow of sav- 
ings—about $175 billion—represented personal savings alone. The millions of 
individual decisions to save and invest which lie behind this total constitute a 
basic source of our economic power. 

“The product of saving is by no means exclusive to the field of materialistic 
productivity. It is translatable as well into all forms of better living. 

“As a further result of personal savings, home ownership has increased tre- 
mendously in the past decade, and nonfarm ownership has increased by almost 
17 percent in just the past 4 years. Last year, 60 percent of the total dwelling 
units in use were owner-occupied. Three-fourths of all families—or technically 
speaking, spending units—surveyed by the Federal Reserve this spring had accu- 
mulated liquid assets or marketable securities. These assets mean increased 
security for families and individuals. 


2 Fiscal Policy Implications of the Economic Outlook and Budget Developments, H. Rept. 
No. 647, Tune 26, 1957, pp. 4—5. 
8 Pp. 49-50. 
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“Savings mean opportunities for better education. They provide for increased 
travel and for leisure time. As man learns to work more efficiently, to utilize 
new and expanding sources of energy, to create better machines for productivity, 
he channels more of the total of human energy into the real purposes of human- 
kind: inventiveness, creativeness and the use of his intellectual competence in 
the fields of the arts and the philosophies.” 

In considering the savings and investment practices of individuals, we must 
distinguish upper income groups, who are generally acquainted with a wide range 
of investment alternatives, from people of modest means. For many reasons— 
in particular the lack of knowledge and the small amount of funds involved— 
personal funds of these people are not as likely to find productive outlets, and it is 
here that mutual savings banks perform highly valuable social functions. They 
encourage small savings which otherwise might not have been made. They mo- 
bilize these small savings and direct them into useful investments. The best 
measure of the importance of this contribution to the economy is the steady, year 
by year growth of funds administered by these banks. During the period since 
1950, savings banks have received and directed more than $11 billion of net new 
personal savings into productive investment channels. This accomplishment has 
substantially eased the inflationary pressures of the period. 

If the mutual savings banks are to continue to perform this function, they must 
be able to assure their depositors that new funds entrusted to them will continue 
to earn fair rates of return. Above all, they must be able to assure depositors 
that their savings will be safe—that they will continue to be protected by ade- 
quate loss reserves. 

HOME FINANCING 


A vital economic and social purpose served by mutual savings banks is home 
financing. 

Approximately 66 percent of the deposits of savings banks are invested in 
mortgages secured by real estate, most of it residential property.* The savings 
banks and the savings and loan associations are clearly the major source of home 
financing. Between them they have furnished the funds for nearly 50 percent 
of the home mortgages in the United States and have made possible the spectacu- 
lar growth in home construction and ownership in the last 10 years. Without 
them we could not have had the 1 million or more housing units started annually 
to which we have become accustomed in the last decade. If there had not been 
this growth in residential building, we would not have had the high level of 
prosperity we have enjoyed in recent years. 

The importance of new mortgage loans to our economy cannot be exaggerated. 
The drying up of supplies of mortgage money in 1930’s is generally regarded as a 
major factor in explaining the anemic character of the recovery before World 
War II. The relatively low levels of construction even in the best years of 1937 
and 1939 were a major reason why general business conditions were unsatis- 
factory and unemployment high in those years. Expenditures on new construc- 
tion tend to produce a multiplied effect upon total business activity. Had the 
savings banks and the savings and loan associations had more adequate reserves 
in the 1930’s, and thus been able to lend more freely, they would have stimulated 
new construction. This in turn would have had a magnified impact on business 
activity. Taxable incomes would have been increased, as would Treasury 
revenues. This lesson from the 1930’s underscores the vital importance of home 
financing and the advance provision of adequate reserves for expected mortgage 
losses both to our people and to our economy today and in the future. 


TRANSFER OF CAPITAL TO SOUTH AND WEST 


The mutual savings banks of the Northeast have also become in recent years an 
important mechanism for transferring low-cost capital to the sections of the 
country where capital is needed for home building. The savings which they 
generated in the heavily populated and old established industrial centers have 
been channeled through the instrumentality of the FHA or VA loan to the South 
and West. On December 31, 1955, of a grand total of $17.4 billion of savings 
bank mortgage investments, almost $3 billion were on properties in the 31 States 


According to estimates published in the November Federal Reserve Bulletin, the 
mutual savings banks on September 30, 1957. held a total of $18.8 billion in mortgages 
on residential property, out of a total of $20.8 billion mortgage loans held by them. 
$4.6 billion of the residential loans were FHA loans, $7.7 billion VA loans, and $6.5 billion 
were conventional. 
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where there are no mutual savings banks, including Arkansas, California, 
Florida, Georgia, Louisiana, and Texas.® This process has been facilitated by 
the legislatures of the savings bank States, which have to a considerable extent 
relaxed the restrictions heretofore imposed on out-of-State mortgage lending. 


TAX POSITION OF SAVINGS BANKS 


Prior to 1952, mutual savings banks were exempt from income tax. This long- 
standing exemption was based on the worthy social purposes they served. In 
1951, in searching for additional sources of revenue to help finance the Govern- 
ment during the Korean conflict, Congress repealed the exemption of mutual 
savings banks and the similar exemption of building and loan associations and 
savings and loan associations. 

The legislative debates and committee reports make it clear that Congress 
understood the mutual character of our institutions and deliberately made pro- 
vision for the reserves required by them for the protection of their depositors. 
Mutual savings banks compute their gross income like other corporate tax- 
payers. They deduct operating expenses and interest or dividends to depositors. 
‘Thus far they are treated like most other corporate taxpayers, including com- 
mercial banks. The only significant difference is the way in which they determine 
deductible additions to reserves under section 593 of the 1954 code. As I shall 
show, this difference is based upon good reason and fully justified. But first, I 
should like to summarize the provisions of sections 591 and 593 and their proposed 
amendment by a bill, H. R. 8737, which was introduced in the House last summer 
and referred to your committee. 


SECTIONS 591 AND 593 


Section 591 is applicable to mutual savings banks, cooperative banks without 
capital stock organized and operated for mutual purposes and without profit, 
and domestic building and loan associations, including Federal savings and loan 
associations. It provides that, in computing taxable income, these institutions 
may deduct amounts paid or credited to depositors or account holders, if such 
amounts are withdrawable on demand subject only to customary notice of in- 
tention to withdraw. 

Section 593 provides that, in the case of each of these institutions, the reason- 
able addition to a reserve for bad debts may be the lesser (1) of its taxable 
income for the year, computed before the deduction for additions to bad debt 
reserve, or (2) the amount by which 12 percent of total deposits or withdraw- 
able accounts at the end of the year exceeds the sum of surplus, undivided 
profits, and reserves at the beginning of the year. In brief, Congress recognized 
that all of the surplus, undivided profits, and reserves of a mutual savings 
bank, a cooperative bank, or a savings and loan association are solely for the 
protection of depositors or account holders and must come from earnings. 
There is no other source. 

It must be remembered that section 593 does not really grant to savings banks 
the right to accumulate tax-free reserves of 12 percent of deposits, as it is 
sometimes loosely said to do. Most savings banks already had accumulated 
surplus and undivided profits of that order before they became subject to in- 
come tax. As to those banks, section 593 merely permits maintenance of the 
reserve ratio which prudent trustees had established before tax considerations 
had entered into their thinking. 

Confusion exists between these acumulated capital funds and bad debt re- 
serves. Certain commercial bankers imply that mutual institutions enjoy a 
bad debt reserve of 12 percent of deposits while comercial banks are limited 
to about 1 percent of deposits. This is not the case. The capital funds of com- 
mercial banks at the end of September, 1957 (capital stock, surplus, undivided 
profits, and reserves other than bad-debt reserves) amounted to 9.1 percent of 
deposits. Assuming that bad debt reserves amounted to 1 percent of deposits, 
the total amount available to a commercial bank to absorb losses was 10.1 per- 
eent. Mutual savings banks on the same date had surplus, undivided profits, 
and reserves of 9.9 percent of deposits. These figures are based on book values 
shown in the Federal Reserve Bulletin of November 1957. Since they reflect 


5 As of November 80 last, the total of outstanding loans had risen to approximately $21 
billion. The proportions in various geographical areas are substantially unchanged. 
Exact figures are not available, but the loans in nonsavings bank States would 
be on that date about $3.6 billion. 


presumably 
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write-offs which are made under banking law and practices but are not recog- 
nized for tax purposes, the 10.1 percent and 9.9 percent should both be in- 
creased by about 1 percent to place them on a tax basis. 

The deduction granted to mutual institutions is one for additions to bad debt 
reserves, which show in published reports as capital accounts, but the additions 
can be used only to absorb losses. The deduction granted to commercial banks 
is for a reserve against loans, which does not usually appear in published re- 
ports. In banking practice, there has never been any thought that the measure 
of an adequate reserve against loans and the measure of an adequate ratio of 
capital to deposits should be calculated in the same way. 

The use of the term, “bad debt reserve,” in the 1951 law, and the measure- 
ment of the deduction by reference to capital accumulated in prior years, had 
led certain commercial bankers to confues the issue. Commercial bankers can 
improve capital ratio, tax free, by the sale of stock. Under present tax law, 
mutual savings banks can improve their capital ratio before tax only by locking 
up earnings in a bad debt reserve. The deduction for such additions is essential 
to their survival; but that such a deduction has been allowed should not obscure 
the fact that actually the tax law puts a very severe limitation on the right of 
a mutual institution to accumulate necessary capital. 

This bill would revise sections 591 and 593 in a way which would cause great 
harm to our institutions. It would limit deductions under section 591 to 3 
percent of the withdrawable accounts. Although mutual savings banks have 
savings deposits, which are not merely withdrawable accounts, it appears from 
the explanatory statement in the Congressional Record of July 16, 1957, that the 
limitation is intended to apply to both savings deposits and withdrawable 
accounts. Section 593 would be revised to reduce allowable reserves from 12 
to 5 percent of deposits or withdrawable accounts. 

I should note in passing that these proposed amendments are the same as those 
suggested by L. Shirley Tark at the hearings before the Senate Finance Com- 
mittee on H. R. 8800 in April 1954, except that at the time he would have limited 
the deduction for interest or dividends to 21%4 percent instead of 3 percent. Mr. 
Tark presented these proposals on behalf of the bankers’ committee for tax 
equity, a committee of the National Tax Equality Association. 


WHY MUTUAL SAVINGS BANKS OPPOSE H. R. 8737 


A. Proposed reduction of reserves from 12 to 5 percent of deposits is unsound 
and dangerous 

Proponents of H. R. 8737 have referred to certain State laws which require 
building and loan associations to set up reserves of 3 to 5 percent of withdraw- 
able accounts, and concluded that a reserve of 5 percent would be adequate. On 
the basis of this incomplete evidence, the bill would reduce the allowable re- 
serve funds of mutual savings banks and savings and loan associations from 
12 to 5 percent of deposits and withdrawable accounts. Incidentally, this is the 
evidence cited by Mr. Tark in his statement to the Senate Finance Committee 
in 1954. 

These State laws, and all other State laws and evidence of loss experience, 
were before Congress in 1951 where the 12 percent reserve figure was adopted. 
On the basis of all of the evidence, Congress decided that retained earnings 
of 12 percent of deposits or withdrawable accounts were essential for the 
safety of mutual savings banks and savings and loan associations. 

The legislative debates on the provisions now constituting section 59 make 
it clear that Congress was greatly concerned with the safety of these institu- 
tions and the savings entrusted to them. The Senators instrumental in the adop- 
tion of the reserve provisions stated repeatedly they wanted to be sure that the 
savings banks and savings and loan associations had adequate reserves before 
having to pay tax. Evidence that deposits and withdrawable accounts have 
grown in the last 5 years and reserve ratios have diminished does not prove 
that the 12 percent should be reduced to 5 percent, as Mr. Tark argues. To 
the contrary, it shows that deposits have grown faster than reserves and that 
larger reserves are needed to keep pace with the growth of deposits. 

The fact that 5 years of high business activity have not tested the need for a 
12 percent reserve is no ground for believing it is too high. The business cycle 
is not dead. Only after a major downswing of the business cycle, such as dur- 
ing the 1930’s, can any conclusions be drawn as to the adequacy of savings bank 
reserves. The only valid experience available proves that 12 percent of deposits 
is the minimum margin needed to protect depositors. Supervisory authorities 
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responsible for the safety of mutual savings banks and savings and loan asso- 
ciations are of the opinion that 12 percent of deposits is the minimum safety 
eushion. 

The book reserves of all mutual savings banks in the United States on De- 
cember 31, 1929, were 11.5 percent of deposits. The 11.5 percent was not 
enough. The banks could not absorb all losses with reserves, but had to reduce 
drastically interest rates paid on savings and use current income to offset a 
substantial portion of the losses sustained. 

A survey of the traditionally conservative mutual savings banks in Massachu- 
setts discloses that they had a loss of about 17.4 percent of mortgage loans during 
the last depression.*® 

The bank supervisors of New York, Massachusetts, and Connecticut advised 
Members of Congress, when this subject was under discussion in 1951, that re- 
tained earnings of at least 13 to 15 percent of deposits were required in order to 
provide adequate protection for depositors. These supervisors have jurisdiction 
over three-fourths of the mutual savings banks in the United States. 

The Federal Savings and Loan Insurance Corporation requires its member 
institutions to build up to a reserve of 12 percent of withdrawable accounts for 
the protection of account holders. 

The Association of Reserve City Bankers, a commercial bank organization, 
agrees that 12 percent of deposits is not an excessive reserve for mutual institu- 
tions in view of possible losses in any future depression. In a recent memoran- 
dum to the Senate Committee on Banking and Currency, it said: 

“The alternative congressional course of reducing reserves allowed mutual 
Savings banks and savings and loan associations would not appear to be in the 
public interest as the reserve ratios, at least in relation to loans, would not appear 
excessive in relation to possible losses in any future depression.” (Hearings 
before Senate Committee on Banking and Currency, 84th Cong., 2d sess., Novem- 
ber 9 and 10, 1956, p. 113.) 

Nor can it be said that 12 percent is too high in view of the character of savings 
banks’ asset holdings today. The major components are mortgages and Govern- 
ment bonds. 

Mortgages.—Several considerations of major consequence indicate that losses 
on present mortgage portfolios are likely to be at least as large as those in the 
1930's, even with regular amortization of loans and with FHA insurance and VA 
guaranties on part of the portfolios. 

The savings banks’ average mortgage today is substantially larger in relation 
to the appraised value of the property than in the 1920’s and also has a longer 
maturity. These two factors of higher loan-value ratio and longer maturity 
indicate that should there be a depression, losses on recent loans, even with 
ve of principal, are likely to be as great as or greater than those in the 

a 

In addition, both the proportion of loans getting into foreclosure and the rates 
of loss on loans in the foreclosure account are likely to be much greater on loans 
made in the peak years just prior to the onset of the depression than on loans 
made during earlier years. The evidence of the past is conclusive on this point.® 
On single-family loans, for instance, the fraction of foreclosed loans coming from 
the 1927-29 period was 3 times as large as that from the 1922-23 period. In addi- 
tion, the net losses taken on these loans were half again as great. Viewing the 
current situation against these facts, it should be noted that the proportion of 
loans in the present mortgage portfolios of savings banks put on the books within 
the preceding few years is even higher than it was in 1929. Savings banks’ mort- 
gage portfolios in 1929 were only 27 percent larger than at the end of 1925; in 
contrast, loans of this kind at the end of 1956 were more than 75 percent larger 
ee at the end of 1952, and the rate of increase during the past year continued 

ign. 

Moreover, real estate prices have been rising with no serious interruptions 
for a period of 25 years; in contrast the real estate inflation which culminated 
in 1929 ran for only 7 years, following the substantial readjustments of 1921 and 
1922. Real estate prices are now at a far higher peak in relation to their level 


® Lintner, Mutual Savings Banks in the Savings and Mortgage Market (1948), p. 394. 

7In the 1920’s savings hanks generally made 60 percent unamortized loans. Today 
they often make 80-percent loans (uninsured »nd unguaranteed) with an amortization 
period of 20 to 25 years. Amortization may offset the added-risks of either hicher loan- 
value ratios or longer maturities, hut not both together. Cf. Lintner, Our Tremendous 
Mortvage Debt. Harvard Business Review, January 1949, p. 104. 
wee aaa Mutual Savings Banks in the Savings and Mortgage Market (1948), pp. 
ot1I—O80”7 
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in the preceding trough than was the case before the last depression. Judg- 
ing by the cost of construction of residential properties, real estate prices are 
currently almost 25 percent higher than in 1948, 85 percent higher than at the 
end of the war, nearly 175 percent higher than in 1939, and about 250 percent 
higher than in 1932 when the almost uninterrupted movement began.’ Costs 
of other types of construction have increased even more, recently. In contrast, 
prices in 1929 were only 16 percent higher than in 1922, the previous low at the 
start of the upswing. 

The crucial question, of course, is how far prices will drop in any decline, 
not how far or how long they have risen. It is not inevitable that a decline 
will match the preceding rise; in fact, a number of considerations indicate, in 
the present instance, that a future price decline will not match the rise. Never- 
theless, the combination of a general increase in initial loan-value ratios, longer 
maturities, and a much greater concentration of lending at the possible peak 
of the market after a tremendous increase in prices emphasizes the fact that 
large losses will probably be incurred on mortgage portfolios in another serious 
real estate depression. 

Another factor reinforces this conclusion. One of the major causes of de- 
fault and subsequent loss on mortgage loans has been the borrowers’ excessive 
other obligations.” To be sure, the characteristic second mortgages of the 
1920’s were largely eliminated by transferring the risks of the added credit to 
savings banks under their first mortgage liens. Unfortunately, no reliable data 
are available on second mortgages, but they are known to have increased in 
recent years, suggesting that many homeowners may now be in dangerously ex- 
tended positions. One measure of the importance of other debt obligations of 
individuals is provided by the amount of consumer credit outstanding. Debt 
of this kind has grown rapidly in recent years; by mid-1957, for example, the 
total amount outstanding was twice as large as at the end of 1950. Of par- 
ticular interest, it is much higher now in relation to personal income after 
taxes than it was in 1929; 13.7 percent versus 7.7 percent. Installment credit, 
a component of total consumer credit, has grown even more dramatically. In 
1929 it amounted to 3.8 percent of personal income after taxes, whereas it is 
now 10.6 percent. 

The business of long-term mortgage lending inevitably requires considerable 
assumption of risk of change in business conditions. Our duty to the com- 
munity requires us to take business conditions as we find them and to make 
housing credit available even at times when real estate values are high. Our 
duty would not be discharged by holding the savings entrusted to us entirely 
in the form of cash and Government bonds. We have weathered many depres- 
sions. Our record for safety in previous depressions indicates that our judg- 
ment of the extent to which we could balance the need for liberal mortgage 
credit against the need for safety has been sound. Congress has since then 
limited our discretion to retain earnings as a protective reserve. We ask only 
that Congress do not limit it further. We believe that our portfolios will with- 
stand depression, notwithstanding the potential losses which exist on many of 
the mortgages we hold, if our discretion to keep our reserves at adequate levels 
is not further limited. 

Other investments.—Substantial losses may also be expected on other invest- 
ments. At the end of 1956 savings banks held 26.6 percent of deposits in United 
States Government bonds; and 14.1 percent in other securities." Large losses 
were incurred in securities investments in the depression of the 1930’s. We 
need not speculate as to the recurrence of such losses. The recent drop in Govern- 
ment bonds and other securities underscores the essential need of adequate re- 
serves to offset the losses which would be inevitable in case of forced liquidation. 
Savings banks on July 30, 1957, held about $4% billion of United States Govern- 
ment long-term bonds bearing a coupon rate of 24% percent. Many of these were 
purchased at par or above during World War II and in the immediate post-war 
years. On July 31, 1957, these bonds were selling on the average about 13 
percent below par. It will be seen that substantial losses would have been sus- 
tained if a sudden demand should have forced hurried liquidation at that time. 


®E. H. Boeckh & Associates’ Index of Residential Construction Costs, as reported in 
Survey of Current Business, September 1957, and 1955 edition, Business Statistics, supple- 
ment to SCB, p. 39. 

1° See, for instance, Howard D. McDougall, Foreclosure Experience on Home Mortgage 
Loans in a Sevings Bank, 1948-54, a thesis in the graduate school of banks, Rutgers 
University, 1955. 

11 Since these percentages are stated in terms of deposits rather than assets, they will 
exceed 100 percent when added to the 66 percent for mortgage loans. 
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SUMMARY 


Savings banks must be encouraged to promote thrift (and thus combat in- 
flation) and to provide funds for homes, both in the States in which they are 
located and in the South, the West, and other areas in which they have been 
furnishing low-cost money for home financing. In order to perform these func- 
tions, savings banks must have adequate reserves to insure the safety of existing 
and new deposits. Any reduction in the allowable 12 percent reserve figure 
would retard the growth of these institutions and threaten their existence. 

It must be remembered, also, that new deposits must be safeguarded equally 
with those of long standing. Both must be margined by reserves created out 
of the earnings on the old deposits. Otherwise the savings bank must either 
refuse new deposits or reduce the interest paid depositors, either of which actions 
will choke off the flow of new personal savings into capital formation and housing 
construction. 

The average surplus funds of all mutual savings banks is well above 5 percent. 
It is doubtful whether any single bank has a surplus under 5 percent If the 
Curtis bill were enacted, it would mean that no savings bank could make any 
further tax-free additions to a bad debt reserve under section 593 of the Internal 
Revenue Code until its surplus declined below 5 percent. This is, of course, 
unfair and discriminatory treatment, but the point to be emphasized is that the 
imposition of such treatment today on mutual savings banks would seriously im- 
pair, if not destroy, their power to accommodate further growth. 

During the first 11 months of 1957, the regular deposits of the mutual savings 
bank increased $114 billion. The surplus funds remained about constant during 
this period. This means that with the tax-free additions to a bad debt reserve 
now permitted under the law, the savings banks were just able to margin their 
growth by about the same amount that their exising deposits were margined 
as of the beginning of 1957. It is quite obvious that if in 1957 the Curtis bill 
had been in effect it would not have been possible for the savings banks to add 
to their bad debt reserve more than 48 percent of the amounts actually added in 
1957. The other 52 percent would have been paid in taxes. At the same time, 
prudent management of the savings banks would have required the banks to 
restrict their deposit inflow in order to prevent dilution of surplus. The banks 
could have accommodated prudently only about half the growth which they 
actually sustained. Since the interest credited in 1957 constituted more than 
half of the net growth, it would have been necessary literally to close the door 
on further new deposits in order to maintain a prudent surplus position, had 
the Curtis bill been in effect in 1957. Thus, the net effect of the Curtis bill would 
be to discourage—not encourage—growth of savings. 


NO PREJUDICE TO COMMERCIAL BANKS 


The impression which has grown up among some commercial bankers that 
the provisions in the present law have a prejudicial effect upon their operations 
and place them at a competitive disadvantage is erroneous. 

Different businesses —Commercial banks and savings banks conduct substan- 
tially different businesses. Mutual savings banks are generally restricted to 
the savings business. They accept savings from individuals and invest them in 
long-term first mortgages, Government bonds, and high-grade corporate bonds. 
They were originally organized because commercial banks were not interested 
in savings. Thus, commercial banks are in a sense invading the field of the 
mutual savings banks when they compete for thrift deposits. In any event, 
the receipt of individual savings is for many commercial banks a smal] part 
of their business. The bulk of their operations are in other fields. They create 
money in the form of demand deposits, make short-term loans to individuals 
and to business, finance domestic and foreign trade, and do a myriad of other 
kinds of banking business. Their funds, including those received from savings 
depositors, are usually invested quite differently from those of mutual savings 
banks. Accordingly, their need for reserves is very different from the need of 
mutual savings banks. 

It is interesting to note at this point that a commercial bank having capital, 
surplus, and reserves exceeding 12 percent of deposits may nevertheless, in com- 
puting its income tax, deduct additions to bad debt reserves. In this respect, 
it is more favorably treated than a savings bank whose surplus and reserves 
exceed 12 percent of deposits, since the Treasury has denied such a deduction 
to savings banks so situated. 
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Different institutions —Commercial banks and mutual savings banks are dif- 
ferent types of institutions, one of which has stockholders, and the other of 
which has not. Because it has stockholders, a commercial bank will always pay 
more corporate tax than a mutual savings banks. It gets the same deduction 
as a mutual bank for interest paid to depositors. But it must also provide for 
its stockholders; and for each dollar of dividend paid to its stockholders, the 
commercial bank must pay a dollar of income tax. This additional tax payment 
arises from the nature of the commercial bank as a stock corporation. It is 
a burden from which a mutual institution is free by its nature, and not be- 
cause of any difference in reserve provisions in the Internal Revenue Code. The 
reserve provisions of the respective institutions have nothing to do with the 
difference in corporate tax. Asa matter of fact, a substantial number of mutual 
savings banks are over 12 percent, and have no deduction for additions to bad 
debt reserves. They still pay less corporate tax because they do not pay divi- 
dends to stockholders. 

In this connection, we should point out that Congress has recognized the 
difference between stock and mutual corporations by providing different tax 
treatment, not only for mutual savings banks, but also for farmers’ cooperatives 
and mutual fire and casualty insurance companies. Regulated investment com- 
panies are also taxed differently from ordinary stock corporations. (See secs. 
§21-22, 821-22, 851-55.) 

Comparable tax burdens.—Though commercial banks pay more corporate in- 
come tax than mutual banks, the mutuals and their depositors furnish the 
Treasury with approximately the same revenue per $1,000 of assets as the 
commercial banking industry. The attached exhibit I shows revenue of $4.86 
generated per $1,000 of assets in the savings banks industry in 1956 as com- 
pared with $4.87 in the commercial banks industry. 

In 1956 savings banks paid out 68.11 percent of their gross earnings as in- 
terest to depositors. In the same year, insured commercial banks paid out 
only 15.1 percent of their gross earnings as interest to depositors and cash 
dividends to stockholders. These figures show that mutual savings banks 
place a much higher percentage of their current earnings in the tax stream 
than commercial banks. Commercial banks place net retained earnings in 
free surplus, which can be used to pay dividends to stockholders or to increase 
the value of stock which can be disposed of at capital gains rates. In addition, 
they can distribute stock dividends which are not taxable in the hands of their 
stockholders. In contrast, no savings bank depositor can derive any capital 
gain from retained earnings. The sole function of these earnings is to protect 
savings. 

No competitive disadvantage.—Much has been said about the competitive 
disadvantage of commercial banks in obtaining savings accounts, but the follow- 
ing table, based on the Federal Reserve Bulletin of November 1957, at page 
1245, shows that they have not lost ground in the savings fleld : 


Savings deposits in— Dec. 30, 1950 Sept. 25, 1957 | Percentage 

increase 
RE AION WOE, 5 Siiccaicncaaksasectansmandaubind $20, 009, 000,000 | $31, 190,000, 000 55. 88 
I eee cadeeaen 36, 503, 000, 000 55, 420, 000, 000 51. 82 


In this connection it should be noted that many large commercial banks evinced 
little interest in savings deposits in the early 1950's. 

When commercial banks have actively sought savings, their deposits have 
grown at a much faster rate than those in mutual savings banks. The follow- 
ing table, also based on the Federal Reserve Bulletin of November 1957, page 
1245, illustrates the faster rate of growth of deposits in commercial banks during 
the first 9 months of 1957 after they increased their interest rate on savings 
deposits to 3 percent: 





Savings deposits in— Dec. 31, 1956 Sept. 25, 1957 | Percentage 

increase 
Biabhal GHVANET DORN osc cin scan ch wcccbsndiabcdoed $30, 001, 000,000 | $31, 190, 000, 000 3. 96 
COTO Tien site init tcnthiontaseccmngueccopane 50, 908, 000, 000 55, 420, 000, 000 8. 86 











| 
| 
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This and the preceding table are further proof that the reserve provisions of 
Savings banks do not affect in any significant fashion the ability of commercial 
banks to compete with mutual savings banks for savings deposits. It should be 
added that when commercial banks seek savings, they have definite advantages 
over mutual savings banks, such as a complete range of banking services under 
one roof. Several surveys have shown that convenience is more important to 
savers than a slight difference in interest rate. 

B. Proposed 3-percent ceiling on deduction for interest or dividends to depositors 
is inequitadle 

We respectfully submit there is no sound basis for placing a ceiling on the 
deduction of savings banks’ payments to depositors. Amounts paid by mutual 
savings banks on deposits have always been regarded as interest for Federal tax 
purposes, and are taxed to the recipient as such, even though in section 591 and 
in some States the amounts paid are sometimes referred to as “dividends” (I. T. 
1461, C. B. 1922-I-2, p. 148; I. T. 3076, C. B. 1987-1, p. 116). In Income Tax 
Ruling 3076, the then Bureau of Internal Revenue held that “distributions made 
by such a blank (mutual savings bank) on the basis of amounts standing to the 
credit of depositors constitute interest and not dividends.” 

No similar ceiling has been placed by the Internal Revenue Code on the deduc- 
tion of interest payments by other taxpayers. All, including railroads, indus- 
trial corporations, individuals, are allowed to deduct interest payments without 
limitation, and there is no good reason for any deviation from the general rule 
in the case of the banking industry. Savings banks should have the same right 
as all other taxpayers to deduct interest on deposits in full. The depositor 
in a mutual savings bank is a creditor and the savings bank is a debtor. 

If mutual savings banks are limited to a deduction of 3 percent or any other 
amount, they would be handicapped in their efforts to stimulate savings by in- 
dividuals. The thrifty individual of small income and capital should be al- 
lowed to receive whatever interest his chosen savings medium can safely pay. 
Any limitation on the payments which savings banks can make bears hardest 
on the saver of small means. 

Limiting the deduction of mutual savings banks for interest paid to depositors 
to 3 percent, as proposed in H. R. 8737, would constitute a restraint of competi- 
tion for savings deposits. The same would be true if the figure were above or 
below 3 percent. The Internal Revenue Code should not be used for regulatory 
purposes; it is not a suitable vehicle for the regulation of interest rates in the 
savings industry. If any ceiling on interest paid by mutual savings banks or 
any other banks is desirable, it should be set by supervisory bank officials, and 
then only in an emergency. Certainly it should not be done in the Internal 
Revenue Code under the guise of a revenue measure. 

In any event, it is unthinkable that any ceiling should be placed on interest 
payments by savings banks at the same level as commercial banks. This would 
not be a proper limitation against the small saver. Traditionally, as shown in 
the attached exhibit II, the savings banks have paid higher interest rates than 
commercial banks, and for a very good reason. All of their earnings, except 
those retained for loss reserve, are paid as interest to the depositors, whereas 
a part of the earnings of the commercial bank are appropriated for the benefit 
of the stockholders. 

It has been suggested that in lieu of a specific 3-percent limitation the Curtis 
bill should provide that the deductible amount of interest of a savings bank 
should be limited to the interest rate which the Federal Reserve Board permits 
commercial banks to pay on savings deposits. This would be cbjectionable for 
the following reasons: 

(1) It would place in the hands of the Federal Reserve Board, which has no 
responsibility for the supervision of savings banks, the indirect power to limit 
the interest rate payable by savings banks, since the Board’s action with respect 
to commercial bank rates would make it impossible for savings banks to pay a 
rate in excess of that fixed by the Board without first paying a 52-percent tax 
on the excess. This would be entirely unfair since the determination made by 
the Federal Reserve Board would necessarily be based primarily on its concern 
for the condition of member banks and general monetary conditions and would 
not involve any consideration of the ability of savings banks to pay a higher 
rate of interest. 

(2) The Federal Reserve might reduce the ceiling rate because it believed that 
the rates paid by commercial banks were excessive in view of conditions pre- 
vailing in the short-term investment market. Conditions in the long-term market 
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might still justify the payment of a higher rate by savings banks and yet they 
would be prohibited from passing on in full to the depositor the amount of 
interest to which the depositor was entitled. 

(3) The proposed legislation here involved is tax legislation. To a large 
extent the objective of the proponents of the Curtis bill is to make drastic changes 
in the relationship among commercial banks, savings banks, and savings and 
loan associations and their relationship to the economy. Any action designed 


to affect such relationships should certainly not be taken without consideration 
by the House Banking and Currency Committee. 


CONCLUSION 


We respectfully submit, for the reasons above stated, that if mutual institu- 
tions are required to rebuild necessary reserves for depositor protection only 
after payment of 52-percent income tax, and even more if they are not permitted 
to deduct interest paid to depositors in full, a long step will have been taken 
toward their destruction. We also believe that they fill an important place in 
the economy by providing maximum security and return to the first-line savings 
of the citizen, providing long-term housing credit, and mobilizing true savings 
for long-term investment and capital formation. The last is particularly im- 
portant to the future of the United States. 

We therefore urge that no change be considered in either section 591 or section 
593 of the Internal Revenue Code. 


EXHIBIT I 


Comparison of tax revenues per $1,000 assets of insured mutual savings banks 
and commercial banks for 1956 








Insured mutual Insured commer- 
savings banks cial banks 
Total assets, Dec. 31, 1956____. é ; $25, 282, 000, 000.00 | $216, 145,000,000 00 


Interest to savings depositors 609, 000, 000. 00 806, 000, 000. 00 
Dividends to stockholders_ . de peesn 0 617, 000, 000. 00 
| 


Total interest and dividends.__-_. 609, 000, 000. 00 1, 423, 000, 000. 00 


Federal income taxes: 
Estimated taxes paid by savings depositors and stock- 

holders ! 7 ; | 

| 


. 122, 000, 000. 00 285, 000, 000. 00 
Taxes by institutions. 


1,000, 000 00 770, 000, 000. 00 


123, 000, 000. 00 1, 055, 000, 000. 00 
4. 86 4. 87 


Total Federal income taxes d 
Total Federal income tax per $1,000 of year-end assets--- 








1 Estimated tax liability is based on minimum tax rate for 1956, 


Source: Annual Report of the Federal Deposit Insurance Corporation for 1956. See tables 107, 108, 115, 
All amounts have been rounded off to the nearest million. 


ExuHIsitT II 


Comparison of average interest rates on savings deposits paid by mutual savings 
banks and insured commercial banks, 1935-56 











| | 
Mutual Insured | Mutual Insured 
| savings commercial savings jcommercial 
banks banks | banks banks 
1935. ..- 2. 60 2.01 || 1946... 1.7 . 84 
1936. - 2. 53 | L722 eet as. 1. 83 . 87 
1937 2. 43 1.62 |} 1948... 1. 87 | .90 
1938 2. 36 1.55 || 1949... | 1. 97 91 
1939 2. 26 1.43 || 1950__- 2.07 94 
1940 2.12 | 1.30 |} 1951__- 2. 19 1. 03 
1941 2. 05 1.20 || 1952 2. 48 | 1.15 
1942 2. 02 1.10 || 1953 _- | 2. 59 | 1. 24 
1943 1. 93 .93 || 1954 2. 47 1. 32 
1944 1. 85 . 87 1955 2. 75 1, 38 
1945 1. 80 . 87 1956 2. 85 1. 58 


Sources: Annual Reports of the Federal Deposit Insurance Corporation and National Association ¢ 
Mutual Savings Banks. 
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Mr. Crarx. I have with me Fred Oliver, general counsel of the Tax 
Committee, and Mr. John Sapienza, associate counsel of the Tax 
Committee for Mutual Savings Banks. 

The Cuarrman. You are recognized, Mr. Clark, for 10 minutes. 

We strongly urge you to take no action which would reduce our 
allowable reserves for losses or limit our deduction for interest to 
savings depositors. 

Mutual savings banks have no stock or stockholders. They are 
operated solely for the benefit of their depositors. They do not engage 
in a general banking business, as do commercial banks, and are not 
obliged to use part of their earnings as dividends to stockholders. 

Savings banks are operated under strict State supervision. All 
earnings are distributed annually to depositors except for amounts 
required for necessary reserves. 

All distributions to depositors are taxable. 

For more than 100 years, our principal function has been to pro- 
mote thrift and encourage personal savings. As the President in- 
dicated in his economic report, personal savings are vital to the future 
of our country. We now have savings deposits of more than $31 
billion in some 21 million separate accounts. More than 2,400,000 of 
our accounts are held by schoolchildren. The average deposit on July 
1, 1957, was $1,431.26. 

Another important function of mutual savings banks has been to 
provide home financing. On September 30, 1957, we had about 60 
percent of our assets, or $20.8 billion in mortgage loans, mostly resi- 
dential. We have furnished funds for homes not only in our own 17 
States, principally in the Northeast, but in the South and West as 
well. As of November 30, 1957, we held about $3.6 billion in mortgage 
loans in non-savings-bank States. These States include Arkansas, 
California, Florida, Louisiana, and Texas. 

The $31 billion plus of savings deposits must be protected against 
the losses which are inevitable in poor times. Since mutual savings 
banks have no stockholders, they must protect these deposits by re- 
taining a portion of their earnings as surplus, undivided profits and 
reserves. To do any good, these moneys must be accumulated in ad- 
vance of losses. The importance of retained earnings to the savings 
banks and their depositors is a vital point on which they differ from 
all stock corporations. It is also the only point on which their tax 
treatment is in any way different from that of stock corporations. 

When Congress repealed the exemption of mutual savings banks in 
1951, it recognized that the safety of the depositors, savings and the 
continued existence of these mutual institutions depended on their 
ability to accumulate adequate surplus as reserves. Accordingly, it 
provided that if their total surplus, undivided profits and reserves 
were less than 12 percent of deposits, they might add any or all of their 
taxable income to a bad debt reserve until the surplus, undivided 
profits and reserves equaled 12 percent of deposits. 

These tax deductible additions to bad debt reserves can be used only 
for losses. If used for other purposes, they become subject to tax. 
When total surplus, undivided profits and reserves equal or exceed 
12 percent of deposits, no further earnings may be retained without 
payment of tax. 

H. R. 8737 would reduce the 12 percent to 5 percent. The record of 
the 1930’s shows that at least 12 percent is necessary. 
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In 1929 the mutual savings banks had book reserves of 11.5 percent. 
They survived only because they were able to reduce interest rates to 
depositors faster than their earnings declined so that a substantial por- 
tion of the losses could be met from current income. In some instances 
interest to depositors was reduced from 41% and 5 percent to 1 percent. 
This is bad because interest is needed by depositors during tough times. 

There is a mistaken impression that the bad debt reserve allowance 
of mutual savings banks gives them an advantage over commercial 
banks in competing for savings deposits. This is not the case. 

Amounts placed in bad debt reserves can be used only to protect 
deposits against losses. They cannot be used to pay more interest 
to depositors and thus attract more deposits. 

The real complaint of commercial banks is that they pay more cor- 
porate income tax than mutual institutions. But this is not the result 
of the mutual’s reserve provisions. The reason commercial banks pay 
more corporate tax than mutual banks is that they have stockholders. 

For every dollar they pay in dividends to stockholders they have to 
pay a dollar in tax. This corporate tax burden will not be reduced 1 
cent by changing the 12-percent figure to 5 percent. 

As a matter of fact, a substantial number of mutual savings banks— 
51 out of 128 in New York State alone—have more than 12 percent 
in surplus, undivided profits and reserves accumulated long prior to 
1951. The Internal Revenue Service has ruled that institutions in their 
situation are not entitled to a bad debt reserve, and cannot have a 
deduction for additions to bad debt reserves. To that extent the com- 
mercial banks have a tax advantage over them. Even so, they pay less 
corporate tax than commercial banks, because they distribute the bulk 
of their earnings as interest to depositors and do not pay dividends 
to stockholders. 

Though commercial banks pay more corporate income tax than mu- 
tual banks, the mutual and their depositors furnish the Treasury with 
the same revenue per $1,000 of assets as the commercial banking indus- 
try. The attached exhibit 1 shows revenue of $4.86 generated per 
$1,000 of assets in the savings bank industry in 1956 as compared to 
$4.87 in the commercial bank industry. 

In 1956 savings banks paid out 68.11 percent of their gross earnings 
as interest to depositors. In the same year insured commercial banks 
paid out only 15.1 percent of their gross earnings as interest to de- 
positors and cash dividends to stockholders. These figures show that 
mutual savings banks place a much higher percentage of their current 
earnings in the tax stream through their depositors than commercial 
banks through their depositors and stockholders. Commercial banks 
place net retained earnings in free surplus, which can be used to pay 
dividends to stockholders or to increase the value of stock which can be 
disposed of at capital-gains rates. No savings bank depositor can 
derive any capital gain from retained earnings. The sole function 
of these earnings to protect the savings. 

Mutual savings banks must margin new deposits by 12 percent in 
order to protect them. A bank whose deposits have increased by $2 
million must be able to set aside $240,000 for their protection. Other- 
wise, the safety of all existing deposits will be diluted, and the trustees 
would likely decide under these circumstances to limit the acceptance 
of new deposits. This would have the effect of reducing funds avail- 
able for home financing everywhere, and particularly in non-savings- 
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banks States, including Arkansas, California, Florida, Georgia, 
Louisiana, and Texas, in which mutual savings banks have in recent 
years invested approximately $3.6 billion. 

Congress determined in 1951 that 12 percent surplus, undivided 
profits and reserves were required as a total reserve to protect deposi- 
tors. Since then there has been no test of the adequacy of such re- 
serve. In New York State the minimum statutory reserve is 10 per- 
cent of deposits; to this must be added other reserves determined by 
the supervisory authorities and trustees to be necessary. In Massa- 
chusetts the minimum statutory reserve is 7144 and the maximum 1514 
percent of deposits. The supervisors in the principal savings banks 
States advised Congress in 1951 that surplus, undivided profits and 
reserves of 13 to 15 percent of deposits are required. These authorities 
are in the best position to determine what constitutes adequate re- 
serves. Such reserves can only be accumulated through retained 
earnings. 

In addition to exhibit 1 showing a comparison of probable revenues 
from the two industries, I have several other exhibits attached to my 
statement, all of which are very important. 

Exhibit II is intended to correct an important misunderstanding, 
to wit, the confusion between adequacy of a bad debt reserve and ade- 
quacy of a bank’s capital. Some commercial bankers imply that 
mutual institutions are allowed a bad debt reserve of 12 percent of 
deposits while commercial banks are allowed only 1 percent. It is 
erroneous to say that mutual savings banks have a 12 percent bad-debt 
reserve. When these banks became taxable in 1952, the surplus, un- 
divided profits and reserves constituted part of the 12 percent. 

If a savings bank’s surplus, undivided profits and reserves exceed 
12 percent, it is fully taxable. 

If they are under 12 percent, the bank can retain tax free only 
such earnings as are added to qualified bad debt reserves and then 
only until the total of its surplus undivided profits and reserves equal 
12 percent of deposits. 

Exhibit ITI compares the growth of savings deposits of mutual and 
commercial banks from December 30, 1950, to September 26, 1957. 
It shows there has been no great disparity in the growth of savings 
accounts during that entire period. Exhibit IV, dealing with the 
period December 31, 1956, to September 25, 1957, shows that the 
growth of savings deposits in commercial banks has greatly exceeded 
that in mutual savings banks. There is no factual basis for the charge 
that commercial banks have been handicapped by our reserve pro- 
visions in the competition for savings. 

H. R. 8737 would also limit the deduction of mutual savings banks 
for interest paid to depositors to 3 percent. Today all taxpayers, 
including individuals and business corporations, are allowed to deduct 
in full interest paid, and there is no reason for any deviation from 
this general rule in the case of the banking industry. 

Mutual savings banks are required by law in most States to pay out 
all earnings to depositors, except amounts required for reserves. If 
any ceiling on interest paid by banks is desirable, it should be set by 
the supervisory officials, and then only in an emergency. 

Traditionally mutual savings banks have paid more interest than 
commercial banks. This is shown in exhibit V, a table of interest 
rates paid by mutual savings banks and commercial banks from 
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1935 to 1955, inclusive. This is because they do not have to appropri- 
ate any income for stockholders. 

Exhibit V contains pertinent information which will enable the 
committee to evaluate the statements which Mr. Arthur T. Roth pre- 
sented to this committee on January 23, 1958, relative to the taxation 
of mutual savings banks. 

We, therefore, urge that no action be taken by your committee on 
H. R. 8737 or any other similar proposal. 

(The exhibits accompanying the statement are as follow:) 


Exuzrsit I 


Comparison of taw revenues per $1,000 assets of insured mutual savings banks 
and commercial banks for 1956 


Insured mutual Insured commer- 


savings banks cial banks 
Weteh wees: Thee: Gh, GG oc kcnctiidatiendandisinddeecweesa $25, 282, 000, 000.00 | $216, 145, 000, 000. 00 
SORE 00 GAVIA COON ce ccd cnsccsceccnncdconccuavnsnns 609, 000, 000.00 806, 000, 000. 00 
DT Oe I iiiicnincdkdettewastnedcesetsanaetedeen 0 617, 000, 000. 00 
Total interest Gial Git itetbes..wiin sce cckadkcssnsiucd 609, 000, 000. 00 1, 423, 000, 000. 00 
Federal income taxes: wai 
Estimated taxes paid by savings depositors and stock- 
BET cca cle tots ocrnautita cise adn wieie ieee aiklaeoaeah lenis es 122, 000, 000. 00 285, 000, 000. 00 
I eS 0 cs cnahnbteeabiiniadinnaaneecana 1, 000, 000. 00 770, 000, 000. 00 
Matel Feterel Weaee CONOR. ci dct cndsnctcmcscecasdicsens 123, 000, 000. 00 1,955, 000, 000. 00 
Total Federal income tax per $1,000 of year-end assets__-. 4. 86 4. 87 


1 Estimated tax liability is based on minimum tax rate for 1956, 


Source: Annual Report of the Federal Deposit Insurance Corporation for 1956. See tables 107, 108, 115. 
All amounts have been rounded off to the nearest million. 


Exursir II 


Capital accounts as a percentage of deposits, commercial banks compared with 
mutual savings banks as of Sept. 30, 1957 


(There has been much misunderstanding about the so-called bad-debt reserves of mutual savings banks. 
The bad-debt reserve so called of 12 percent for the mutual savings banks is in fact the entire capital fund 
which has been accumulated by them for years by way of surplus and undivided profits. The so-called 
bad-debt reserve, which is an incorrect designation, should be compared with the capital accounts of com- 
mercial banks plus their bad-debt reserve in the following table.) 





























All commercial banks Percent Mutual savings banks Percent 
Capital, surplus, undivided profits, and re- 110 | Surplus, undivided profits, and reserves 111 
serves other than bad-debt reserves, ap- (includes bad-debt reserves), approxi- 
proximately. mately. 
Adjusted to include commercial banks’ bad- DT oe os eaeeienaliimaed ere eee aeCdeaaaa 0 
debt reserve of about 1 percent of de- 
posits. 
Ng ca a sak tal cil ae DE hi aca thcedcnntetelbOnnaioss dieses beanaannsd ll 
Adjusted to include suggested additional 4 3 eR REM IRE EY wioeagaet ed 0 
percent of deposits for commercial banks. 
a ic a TU hacia Miceli dicted tania iain tia te eile 1 
Total allowance of tax-free capital and 15 | Ceiling on tax-free accumulation of sur- 12 
reserves. plus, undivided profits and reserves 
under present law. 





1 The above figures are derived by calculating the ratio of capital accounts to deposits of commercial banks, 
as shown in the Federal Reserve Bulletin of November 1957, and the ratio of surplus, undivided profits and 
reserves to deposits of mutual] savings banks, as shown in reports of the National Association of Mutual 
Savings Banks. The figures so derived, 9.1 and 9.9 percent, respectively, were then adjusted upward by 
about 1 percent in each case to allow for the higher valuation placed upon bank assets under Treasury regu- 
lations than in published bank statements, which by banking law and tradition include writeoffs which 
are not recognized for tax purposes. 
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It is perfectly apparent that if the commercial banks obtain an orthodox bad- 
debt reserve of 5 percent of deposits (which would be an increase from about 1 to 
5 percent), they would not be subject to taxation for some years until this maxi- 
mum accumulation has been reached, except such amount as might become due 
as they appropriate earnings to pay cash dividends to their stockholders. 


Exursit III 


Comparison of growth of savings deposits in mutual savings banks with 
commercial banks from Dec. 30, 1950, to Sept. 25, 1957, inclusive 


(Much has been said about the competitive disadvantage of the commercial banks in obtaining savings 
accounts but the table below shows that they have not lost ground in the savings field. In the early 1950’s 
many large commercial banks evidenced little interest in savings deposits.) 











Savings deposits in— Dec. 30, 1950 Sept. 25, 1957 | Percentage 

increase 
Mutual savings banks. ...............--.----- ....----| $20,009, 000,000 | $31, 190, 000, 000 55. 88 
iin etic rete annen sss. nt enc 36, 503, 000, 000 55, 420, 000, 000 51. 82 


Source: Federal Reserve Bulletin, November 1957, p. 1245, 


ExHrsit IV 


Comparison of growth of savings deposits of mutual savings banks and 
commercial banks from Dec. 31, 1956, to Sept. 25, 1957 


(This table illustrates that during recent months, after many commercial banks raised their interest rate 
to 3 percent, the savings accounts in commercial banks increased at a much faster rate than those in mutual 
savings banks.) 














Savings deposits in— Dec, 31, 1956 Sept. 25, 1957 | Percentage 

increase 
Mutual savings banks...........-....-------- __....-} $30,001, 000, 000 | $31, 190, 000, 000 3.96 
lice nah om mitts palneniiions 50, 908, 000, 000 55, 420, 000, 000 8. 86 


Source: Federal Reserve Bulletin, November 1957, p. 1245. 
EXHIBIT V 


Comparison of interest rates on savings deposits paid by mutual savings banks 
and insured commercial banks, 1935-56 











[Percent] 

| Mutual | Insured _ || Mutual Insured 
savings | commercial savings |commercial 

banks banks banks banks 
Ss excocintneeaiatirdedine itso 2. 60 SE = é 1. 74 | 0. 84 
Ss chins thevcileinatnsh ntentensn dpesenvinn 2. 53 1.72 \| un teal aniined 1.83 | . 87 
ik. ss ine 2. 43 1. 62 1948__. 1.87 | . 90 
1938....- ra 2. 36 1. 55 iinet winnie anata 1.97 | .91 
a aie 2. 26 2S eee 2.07 | 94 
1940_..- 2.12 SD Ti eis ciiciccmcnsunses 2. 19 | 1, 03 
Reka ous 2. 05 I ; 2. 48 1,15 
1942__ 2.02 1.10 1 PEG wnln.a ie ine: Skeinass earns 2. 59 1. 24 
SE icikentataieontei 1.93 08 || 1964. ...-.<.-.-4+------- | 2. 67 1. 32 
at carn tnd ioipdcdens 1. 85 EE Ee Bena a Rnerdietiniiegmerine 2.75 1. 38 
iii sakicckcaoct 1. 80 | SU Ms cote idn wiedasca | 2. 85 1. 58 

1] | 





Sources: Annual Reports of the Federal Deposit Insurance Corporation and National Association of 
Mutual Savings Banks. 


Exuisit VI 


STATEMENTS AND TESTIMONY OF ARTHUR T. ROTH 


Mr. Arthur T. Roth, president of the Franklin National Bank of Long Island, 
which advertises itself as “the dominant bank” of Greater Long Island, testified 


before this committee on January 23, 1958, as the self-appointed representative of 
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the commercial banks. Mr. Roth’s testimony is part of a New York legislative 
struggle over a proposed amendment to the banking laws to allow savings banks 
to have branch offices in the suburbs, which, if successful, would break down 
the protective wall of his quasi-monopoly. Mr. Roth filed with this committee 
large excerpts of a report of the New York State Bankers Association (in the 
drafting of which he had an important part) submitted to the New York State 
Legislature. We do not desire to trouble this committee with a recapitulation of 
the arguments which have raged in Albany for the past few years. We therefore 
direct this appendix principally to the points in Mr. Roth’s verbal statement. 


COMPARISON OF TAXES PAID 


Mr. Roth has dramatically, with the aid of an artistically prepared graph, 
pointed out that his bank paid more in Federal tax in 1955 than all insured 
mutual savings banks, and has related this figure to deposits. This comparison is 
misleading. In the first place, he has compared the savings deposits of mutual 
savings banks with the combined savings and demand deposits of his bank. 
Franklin National paid no interest on the demand deposits and made most of its 
taxable profits through the use of the interest-free demand deposits. In the 
second place, his bank paid taxes because it retained earnings for stockholders. 
Mutual savings banks have no stockholders. Franklin National’s payments of 
interest to savings depositors, like those of the mutual savings banks, were 
made before tax. 

In evaluating Mr. Roth’s figures as to the taxes paid by the Franklin National 
Bank and the mutual savings banks, it should be noted that in 1955 the insured 
mutual savings banks paid out $536,256,000 in interest to depositors, which at 
20 percent would have produced from the depositors $107,251,000 in taxes, while 
the Franklin National paid no cash dividends to stockholders and only $3,573,620 
as interest on deposits, which at 20 percent would have produced $714,724 in tax 
from the depositors. As a proportion of assets, Franklin National generated in 
1955 $7 in tax per $1,000 of assets, while the insured mutual savings banks gen- 
erated $4.62 per $1,000. Although the tax generated by the Franklin National 
exceeds that of the mutual savings banks, the difference in revenue realized by 
the Treasury from the two operations is nowhere as large as Mr. Roth would have 
this committee believe. 

Franklin National kept large sums out of the tax stream by paying nominal 
amounts of cash to its stockholders, $2.85 per share for the entire period from 
1950 to 1957, inclusive. During the same period it distributed very large stock 
dividends which were not taxable in the hands of its stockholders. These stock 
dividends were as follows : 


Percent Percent 
1000. 5... Mio eee OS 13004... .sck..;~ccsnsceeee 4.9 
WOR eee. 60 1 1008... ccc okt cman 3. 87 
1062. 2... .. chee. ee ES eee 80. 23 
WB ce nnndnseacaad eet SOE... cttbnailwcaihlid 2.5 


Moreover, in 1955 there was a stock splitup of 2 shares for 1. 


-arenthetically, it should be added that these facts make it obvious that Mr. 
Roth’s bank has suffered no competitive disadvantages by reason of the reserve 
provisions of the mutual savings banks. 


OUT-OF-STATE LENDING 


In fighting the mutual savings banks in New York State, Mr. Roth has seized 
on every issue he could use to protect his quasi-monopoly. He has objected 
strenuously to the savings banks’ sending New York savings funds to Southern 
and Western States for home loans. He has favored restrictions against out-of- 
State lending by New York savings banks. Two charts on this subject pre- 
sented by Mr. Roth to the New York Legislature are attached. 
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“FLIGHT” MONEY 


(OUT-OF-N. Y. STATE LOANS BY SAVINGS BANKS 
INCREASING AT ALARMING RATE) 


% OF THE TOTAL MORTGAGE 
PORTFOLIO OF N.Y. STATE 
IN 1955 6 omen 


ARE MORTGAGE LOANS 
OUTSIDE OF 
N. Y. STATE N. Y. STATE 


~ 30.8” 


- 26.7” 


«= 23,5” 


« 19.7” 
- 13.7% 
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“FLIGHT” MONEY 


PERSONAL INCOME 


+60% NEW YORK STATE’S 
ECONOMY SUFFERS 
BECAUSE OF 
FLIGHT MONEY 






5 FASTEST 
GROWING STATES, 
1950-1955 


RESERVE INEQUALITY 
TAX INEQUALITY 
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The Cuarrman. Are there any questions of Mr. Clark? 

Mr. Keogh will inquire. 

Mr. Keocu. Mr. Chairman, I would like to ask Mr. Clark this 
general question: Did you hear the questions I put to Mr. Bubb and 
the answers he gave to them? 

Mr. Crark. Generally. 

Mr. Krocn. Well, generally, if the same questions were put to you, 
would you give generally the same answers as he gave ? 

Mr. Ciark. Yes. 

Mr. Krocu. Now on page 4 you have said in the first full para- 
graph on that page: 

Amounts placed in bad debt reserves can be used only to protect deposits 
against losses. They cannot be used to pay more interest to depositors and thus 


attract more deposits. 

Asa matter of fact, even a mutual savings bank that does not have 
reserves for losses, surplus and undivided profit equaling 12 percent 
of its deposit liability, might transfer from the reserve for losses to 
its surplus some of that reserve, but that transfer would then be 
fully taxable, would it not ? 

Mr. Crark. Yes, sir. 

Mr. Krocn. So on page 7, whether the bank has reached the 12 per- 
cent minimum or not, any credits out of earnings to surplus or undi- 
vided profits come within the provisions of existing law. 

Mr. Crarx. Yes, sir. 

Mr. Kroeu. And are therefore taxable at the full corporate rates. 

Mr. CuarK. Yes, sir. 

Mr. Krocu. Now when you say the supervisory agencies testify to 
the Congress that the reserve should be from 13 to 15 percent, you 
are talking about the agencies that are charged primarily with super- 
vising the soundness, solvency, and stability of the mutual types of in- 
sititutions, are yon not? 

Mr. Crark. Yes, sir. 

Mr. Kroeu. Thank you very much. 

The Cuareman. Mr. Clark, did I understand you in answer to Mr. 
Keogh’s question say that if moneys are transferred from your re- 
serve for bad-debt account into your surplus account that those 
moneys will then be subject to tax? 

Mr. Crark. That is correct. 

The Cuarrman. Is it true that under the law as it now stands there 
is no tax applicable to a mutual savings bank until the total of both the 
surplus plus the reserve for bad debt exceeds 12 percent of the deposits 
of the institution ? 

Mr. Crark. No, sir. It is my understanding that all savings banks 
are required to pay taxes but that among the things they may deduct 
from their income in determining the amount of tax due is the 
amount which they credit specifically to the bad debt reserve. 

The CHarrman. Explain sections 591 and 593 of the code for the 
record. 

Mr. Crarx. Mr. Mills, that is a question of the existing statute. 
I wonder if you would permit counsel to answer that ? 

The CrarMan. Yes. 

Mr. Saprenza. Mr. Mills, that is a misunderstanding of the law as 
it stands today and it is a comon misunderstanding. The law pro- 
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vides that these banks must compute their gross income, just as every 
other corporation. They then take certain deductions just as every 
other ee and those deductions are covered in other sections 
of the code. 

Then you come to 2 sections, section 591 and section 593. Under 
section 591 there is a deduction for any interest paid to depositors. 
Under section 593 there is a deduction for additions to bad-debt re- 
serves. If you will look at section 593, Mr. Chairman, you will find 
that is the reasonable addition to bad-debt reserve that 1s deductible, 
and that cannot be any less than the amount determined by the bank 
as the reasonable addition for such year, subject to the limitation that 
the deduction cannot exceed the balance of the taxable income of the 
bank and subject to the further limitation that if the addition brings 
a bank over 12 percent, only that amount that brings it up to 12 per- 
cent is deductible. 

So it is only by putting the money in a bad-debt reserve that the 
bank gets a deduction from gross income. 

The Cuatrman. The impression that the question of the taxability 
of a mutual savings bank depends upon whether the combination of 
surplus plus reserve for bad debt exceeds 12 percent, is not true then 
under existing law? 

Mr. Saprenza. Your impression is correct, to the extent that if a 
bank has less than 12 percent it then may make additions to bad-debt 
reserves to the extent of its taxable income to bring it up to 12 percent. 
Mr. Chairman, there are banks under 12 percent that do not put the 
full amount of their taxable income in the bad-debt reserve and they 
have to pay a tax on that. 

he Cuarrman. I do not want to pursue the question any further, 
but I had understood that until a mutual-savings bank actually at- 
tained a position of having as much as 12 percent of its deposits in 
both its surplus account and its reserve for bad-debt account, that it 
could put its so-called earnings or excess over its distribution to the 
people who deposit in either account without having to pay a tax. 

Mr. Saprenza. That is not right, sir. The Treasury regulations 
make it clear that the bank under 12 percent gets the deduction only 
to the extent that the money is put in a bad-debt reserve. If the money 
is taken out of the bad-debt reserve or if the bank goes off the bad-debt- 
reserve method, the funds put into the bad-debt reserve for which 
the bank got a deduction become fully taxable. 

The CHarrman. Even though they are transferred to surplus and 
the combination of the 2 does not exceed 12 percent. 

Mr. Saprenza. That is right. 

Mr. Kroou. May I ask Mr. Sapienza this question: Once a mutual- 
savings bank reaches that 12 percent, then it no longer has a deduction 
for any further additions to its reserve against bad debts; does it? 

Mr. Sarrenza. That is correct, Mr. Keogh, and the Treasury has 
ruled in effect that all of the mutual-savings banks which were over 
12 percent at the time the exemption was repealed are not allowed 
to havea bad-debt reserve at all. 

The CuHatrman. I appreciate your statement. I understand the 
point made by Mr. Keogh. I appreciate your setting the record 
straight. 

Are there any further questions ? 
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If not, we thank you, Mr. Clark, and those associated with you at 


the witness stand, for your appearances and the information given 
the committee. 


Mr. Cuark. Thank you, Mr. Chairman. 


(The following memorandum was subsequently submitted to the 
committee :) 


MeMorANDUM Re Sratrurory FRAMEWORK FOR THE TAXATION OF SAVINGS AND 
LOAN ASSOCIATIONS 


Savings and loan associations and mutual savings banks are subject to the 
full corporate income tax provisions. They compute their gross income like other 
corporate taxpayers. They deduct operating expenses and the cost of money. 
Like other financial institutions, they can deduct for additions to bad-debt 
reserves. Thus far they are treated like most other corporate taxpayers, in- 
cluding commercial banks. The only significant difference is the way in which 
they determine additions to bad-debt reserves. 

In the case of savings and loan associations and mutual savings banks reason- 
able additions to reserves for bad debts are determined under section 593 of the 
1954 code. The section provides these institutions can deduct the amounts 
they determine are reasonable, subject to two limitations. First, the amount of 
the reserve addition cannot exceed taxable income (determined before the bad 
debt deduction). Second, the addition is limited to the amount by which 12 
percent of withdrawable accounts exceeds the sum of surplus, undivided profits, 
and reserves. Thus, if the total of an association’s surplus, undivided profits, 
and reserves at the beginning of the year is more than 12 percent of its with- 
drawable accounts at the end of the year, it is not entitled to any deduction under 
section 593. 

The ratio between an association’s total surplus, undivided profits and reserves 
and its withdrawable accounts is usually described by saying it is “over 12 per- 
cent,” or that it is “under 12 percent.” Emphasis on the 12 percent has led 
some people to conclude that an association which is under 12 percent is auto- 
matically free from Federal income taxes, or that it can make tax-free additions 
to general reserves and undivided profits up to 12 percent. This is not the 
case. An association is entitled to a deduction under section 593 only if it makes 
an addition to a reserve for bad debts. This is clear from the legislative history 
of section 593. The section was originally a part of section 23 (k) of the 1939 
code, relating to bad debts. It is also apparent from the Treasury Department 
regulations. Section 1.593-1 (a) of the regulations under the 1954 code states 
that: 

“A mutual savings bank not having capital stock represented by shares, a 
domestic building and loan association, and a cooperative bank without capital 
stock organized and operated for mutual purposes and without profit may, as an 
alternative to a deduction from gross income under section 166 (a) for specific 
debts which become worthless in whole or in part, deduct amounts credited to a 
reserve for bad debts, in the manner and under the circumstances prescribed in 
this section and § 1.593-2.” [Emphasis added.] 

It is well established that a general reserve or a mere allocation of undivided 
profits does not qualify under section 598. For example, Revenue Ruling 182, 
1953-2, Cumulative Bulletin, page 120, holds that amounts added by a building 
and loan association under 12 percent to an undivided profits account available 
for dividend distribution are not deductible. The ruling states that: “* * * the 
amount of income so allocated to undivided profits under circumstances not fore- 
closing its availability for dividend distribution will not be deemed to have been 
credited to the bad debt reserve or similar accounts referred to in section 29,23 
(k)-5 (b) (3) of regulations 111, and such amount is not deductible from gross 
income. * * * Accordingly, the amount of income allocated to undivided profits 
is subject to Federal income tax * * *.” 

Emphasis on the 12 percent figure has also led some people to conclude that 
section 593 provides for the tax-free accumulation of bad debt reserves up to 
12 percent. While the 12 percent ratio sets a ceiling on the amount of the bad 
debt reserve deduction, the 12 percent is composed, nevertheless, of all the items 
which go into capital account, not just the reserve additions under section 593. 
These items are the total “surplus, undivided profits, and reserves,” which are 








GENERAL REVENUE REVISION 2093 


defined in section 593-1 (d) (2) of the regulations under the 1954 code as 
“* * * the amount by which the total assets of an institution exceed the amount 
of the total liabilities of such an institution.” Thus an association’s bad debt 
reserve is only a part of its capital account. 


Finally, many savings and loan associations and mutual savings banks had 
accumulated surplus in the order of 12 percent before they became subject to 
tax in 1952. In the case of these institutions, section 593 merely permits the 
maintenance of the 12 percent ratio; it does not provide for a tax-free buildup of 
the ratio. 

The CuarrmMan. Our next witness is Mr. W. O. Knight, Jr. 

Mr. Knight, you have with you Mr. Julius Stone and Mr. H. Vance 
Austin. Will you gentlemen please come forward to the witness 
stand ¢ 

Mr. Knight, are you the spokesman for the group ? 

Mr. Kniaur. Yes, sir. 

The Cuarman. Will you please identify yourself for the record by 
giving your name, address, and the capacity in which you appear, 
and also those at the witness stand with you. 


STATEMENT OF W. 0. KNIGHT, JR., PRESIDENT, CREDIT UNION 
NATIONAL ASSOCIATION, INC., MADISON, WIS., ACCOMPANIED 
BY JULIUS STONE, VICE PRESIDENT, ALSO CHAIRMAN, LEGAL 
AND LEGISLATIVE COMMITTEE; H. VANCE AUSTIN, MANAGING 
DIRECTOR; AND JAMES W. GRANT, SECRETARY 


Mr. Knicutr. Thank you. My name is W. O. Knight, Jr., I am 
from Sioux Falls, S. Dak. I am president of the Credit Union Na- 
tional Association. 

With me are Mr. Julius Stone from Boston, Mass., who is a vice 
president of the Credit Union National Association, and also the 
chairman of our legal and legislative committee. 

Also Mr. Vance Austin, the managing director of the Credit Union 
National Association from Madison, Wis., and Mr. James W. Grant, 
the secretary of the Credit Union National Association. 

The Cuarrman. Mr. Knight, can you complete your statement in 
the 10 minutes we have allotted to you, sir? 

Mr. Kwnicur. Yes, sir. 

The Cuarrman. All right. You are recognized for 10 minutes. Do 
you desire to have anything placed in the record ? 

Mr. Knicur. We have the statement in the record. 

The CuarrmMan. Without objection, your entire statement will be 
included in the record. 

Mr. Knicur. This statement is directed toward retention of the tax- 
exempt status of credit unions as provided in paragraph (14) of 
section 501 (c) of the Internal Revenue Code of 1954 and in section 
18 of the Federal Credit Union Act, as amended. This status is 
threatened by H. R. 502, introduced during the 1st session of the 85th 
Congress and referred to this committee. 

The nature of credit unions: Credit unions are nonprofit, self-help 
organizations of people with a close, common bond of interest who 
agree to save money together and make loans to each other at low 
interest rates. The Credit Union National Association is a demo- 
cratic, membership organization of credit unions which represents 
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and speaks for the credit union movement in the Western Hemi- 
sphere. There are more than 18,500 credit unions serving over 9 mil- 
lion members in the United States and Territories. Credit unions 
are located and operating in every State. About one-half of our credit 
unions function under the Federal Credit Union Act, passed by Con- 
gress in 1934, and half under State laws. 

Definition of a credit union: The Federal Credit Union Act defines 
a Federal credit union as follows: 

A cooperative association organized in accordance with the provisions of 
this chapter for the purpose of promoting thrift among its members and creat- 
ing a source of credit for provident or productive purposes. 

The definition of credit unions in the various State credit-union acts 
is essentially the same. 

Credit-union operation: Federal credit unions cannot, by law, 
charge more than 1 percent per month on the unpaid balance of a loan, 
inclusive of all charges. Generally, the maximum interest that may 
be charged by State credit unions is similarly limited. 

This rate is considerably below what commercial lenders consider 
rofitable on smal] loans. The Russell Sage Foundation, which con- 
ucted monumental studies of commercial small loan agencies, found 

that restricting such agencies to a maximum rate of 2 percent a month 
resulted in either bankruptcy or defiance of the law unless additional 
fees for certain costs were permitted. Therefore, the Uniform Small 
Loan law which the Foundation helped to draft permitted a flat in- 
terest rate of 314 percent per month. This law is still the classic basis 
for small-loans legislation and in areas where the maximum small- 
loan interest rate has been significantly reduced, organizations engaged 
in this activity have been forced out of business or into other types of 
credit extension. 

Credit unions have been able to extend their services and function 
effectively within the 1 percent limitation for the following reasons: 

1. Exemption from Federal and State income taxes. 

2. Management by unpaid, volunteer directors and committeemen. 

3. Close common bond of membership. 

Tax exemption: Credit unions have been exempt from taxation on 
income for more than 20 years. Bills intended to repeal this exemp- 
tion have been introduced from time to time, but Congress has de- 
clined to take action on them, recognizing the unique, nonprofit charac- 
ter of credit unions. 

Unpaid volunteer management: Each credit union is self-managed 
by directors and committeemen elected by and from the membership. 
By law, no member of the board or of a committee may, as such, c 
compensated. Some 300,000 Americans volunteer their time and effort 
without monetary compensation every day to make possible the benefits 
of credit-union services to an ever-increasing number of our citizens. 
To tax credit unions on the savings made through this unusual, public- 
spirited volunteer effort would in effect be a tax upon the dedication 
and contribution of these individuals to the common welfare. 

Close common bond: A credit union may not accept members or 

ursue its activities outside of its field of membership. Charters are 
issued only where members of a group have a close common bond and 
have reason to know and trust each other. Only members may save in 
or borrow from a credit union. This provision of the law has been 
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strictly interpreted by the administrative authorities. This common 
bond effectively lowers costs of operation by reducing problems of com- 
munication, expenses of investigation, and losses from uncollectible 
loans. 

Distribution of income: Because of the tax exemption, volunteer 
service, and close common bond, the average credit union has earnings 
sufficient to pay necessary expenses, set aside reasonable reserves as 
required by law, and return to the members a dividend of 3 to 4 per- 
cent on shareholdings. Dividends received by members are subject 
to individual income tax. The practice of making interest refunds 
to borrowers from undivided earnings has been increasing. At the end 
of 1956, Federal credit unions had average undivided earnings of 
only 4.6 percent of total liabilities. Im most cases this represented 
an accumulation over a period of years, pointing up the fact that 
credit unions normally retain a very limited portion of earnings in 
the form of surplus. 

It is sound business practice to maintain a supplementary reserve 
sufficiently adequate to meet at least ordinary requirements and eco- 
_ nomic change as a necessary protection for the members savings. Sur- 

plus in a credit union represents additional security for the member- 
ship, not funds set aside for expansion. 

Aids stability of economy: Credit unions have a very definite 
stabilizing effect upon the economy of the community in which they 
operate, and hence upon the Nation. They effectively encourage 
thrift, thus enabling the members to weather personal or general 
economic stress. They are anti-inflationary since the savings of mem- 
bers provide the funds for loans to other members, They are a factor 
in causing our citizens to spend less of their income for interest and 
more for provident and productive purposes. By providing a con- 
venient source of low-cost credit, credit unions are our most effective 
weapon for combating the evils of usury which still exist today. For 
millions of Americans, credit unions are a convenient place to save 
and a primary source of credit. For many, they represent the only 
place to turn to for a loan in an emergency. 

Credit-union position on tax status: Credit unions unanimously 
recognize tax exemption as vital and indispensable to the organiza- 
tional structure which allows them to serve as nonprofit, self-help, 
voluntary associations, functioning for the benefit and welfare of 
their members, the community and the Nation. 

The many millions of Americans who have faith in and live by 
credit-union concepts and principles consider the tax-exempt status 
of credit unions as eminently just and equitable. On behalf of these 
many millions, the Credit Union National Association wishes to regis- 
ter firm opposition to any proposal to change this status. 

The CuatrmMan. We thank you, Mr. Knight, for your appearance 
and those associated with you and the information you have given 
the committee. 

Are there any questions of Mr. Knight from this group ? 

If not, we thank you again, sir. 

Mr. Knieut. Thank you for the opportunity. 
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(The following letters were received by the committee :) 


HOUSE OF REPRESENTATIVES, 
Washington, D. C., January 27, 1958. 
Hon. Wrzvur D. MILL3s, 


Chairman, House Ways and Means Committee, 
Washington, D. C. 

Dear WiBvur: I am taking the liberty of filing the attached letter from Mr. 
Charles W. Gilbert, president, Oswego City Savings Bank, Oswego, N. Y., one of 
my constituents, in connection with your he@rings on the Curtis bill. 

Sincerely yours, 
CLARENCE B. KILpurn, 
Member of Congress. 


Osweco City SAvines BANK, 
Oswego, N. Y., January 24, 1958. 
Hon. CLARENCE BE. K1Itseuren, 
United States Congressman, Washington, D. C. 

DeaR Mr. Kitpurn: I have read many interesting articles on the Curtis bill 
which provides for taxing mutual savings banks on a basis equal to the taxaton 
of the commercial banks. And, of course, looking at it from the savings banker’s 
point of view, many of the arguments seem to be one sided, and definitely in 
favor of commercial banks. 

It seems to me that if commercial banks want the savings bank taxed on the 
same basis that they are taxed, they certainly should be willing to allow the 
savings banks the same privileges as they enjoy relative to deposit limitations, 
loan privileges, and branch privileges. 

We are one of the savings banks that pay income tax and we are not object- 
ing to it. However, we feel that we are being discriminated against by not being 
allowed many of the privileges enjoyed by commercial banks. I believe that if 
commercial banks want equality of taxation, they should also allow equality of 
privileges. 

I urgently request you not to support a bill which is favorable only to one type 
of financial institution. And this Curtis bill appears to me to be favorable to 
commercial banks only. 

Very truly yours, 
CHARLES W. GILBERT. 


The Cuamman. Our next witness is Mr. Joseph Campana. 


Will you please give your name, address, and the capacity in which 
you appear, for the record ? 


STATEMENT OF JOSEPH CAMPANA, LEGISLATIVE COMMITTEE 
CHAIRMAN, CREDIT UNION LEAGUE OF MASSACHUSETTS, INC. 


Mr. Campana. I am Joseph Campana, legislative committee, Credit 
Union League of Massachusetts. I have with me Mr. Albert P. La- 
Velle, who is president of the Credit Union League of Massachusetts. 

The Cuarman. Mr. Campana, can you complete your statement 
in the 5 minutes we have allotted to you, sir? 

Mr. Campana. Yes, sir. 

The Cuarrman. Fine. 

Mr. Campana. In order to appraise the credit union today we must 
go back and analyze the economic conditions which existed through- 
out the country prior to the inception of the credit union. 

At that time 98 percent of the people had to borrow money, and 
according to statistics, only 7 percent were able to borrow from estab- 
lished banking institutions; the other 93 percent had to borrow from 
whomever and wherever they could and at whatever rates of interest 
they could get. Therefore, it was not uncommon for people to pay 
anywhere from 36 to 42 percent interest. 
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Citizens were continually clamoring for relief. There were all kinds 
of investigations by Government agencies at all levels of government 
and all sorts of bills in the legislatures of the country to eliminate 
so-called usury evils. It was so bad that the Russell Sage Foundation 
of New York dedicated itself to the promotion of enacting small-loan 
laws at simple interest of 314 percent per month, or 42 percent per 
annum. Conditions reached the point that in 1907 President Taft sent 
a commission to Europe to study the credit unions in Europe to see if 
they would work in the United States. In the meantime, a credit 
union had been organized by a Canadian journalist, Alphonse Des- 
Jardins, in Canada, to alleviate similar conditions existing there. 

Pierre Jay, the first commissioner of banks in Massachusetts, ob- 
serving the Canadian experience, invited DesJardins to Massachusetts 
to help draft a bill to present to the Massachusetts Legislature. This 
bill was enacted in 1909 and thus Massachusetts became the first State 
in the United States to have a general credit union law. President 
Taft thought so much of this law, he wrote to all the Governors of 
the United States as follows: 


A very good law has been enacted by the State of Massachusetts allowing the 
incorporation of credit unions, which should furnish an example for the other 
States. Their establishment is generally a matter of State legislation and 
encouragement, their organization and management wonderfully simple, as the 
European experience shows, and their success is practically inevitable when the 
environment is congenial and where proper laws are passed for their conduct. 

Credit unions are strictly cooperative enterprises, restricted to defi- 
nite groups. They may be employees of an industry, a fraternal or- 
ganization, a geographically limited community, a racial group, or @ 
parish. A credit union can do business only with its members. Its 
directors, officers, and committees serve without compensation. 

A majority of credit unions are given quarters in which to operate, 
without cost. After complying with the cost of supervisory regula- 
tions, and other costs of operation, and legally required reserves are 
set aside, the remainder of the earnings are paid to its members in the 
form of dividends or interest, or both. The dividends received by 
th members must be reported as income in their personal Federal in- 
come-tax returns. 

The credit union primary purpose is— 

1. To encourage its members to save, no matter how small the 
amount. This may be done directly by its member or by payroll de- 
duction. Regardless of the size of savings its members feels no em- 
barrassment because he is a part of a group with which he identifies 
himself. Banking hours are made convenient for members. 

2. To create a credit source at reasonable rates of interest in a 
friendly atmosphere. 

3. To educate its members in the management of money. Previous 
to the inception of the credit union, it was a common belief that the 
average man and woman were not capable of managing money. No 
permanent democracy can be founded on ignorance. The masses of 
the people must come to understand about such matters as interest, 
principal, and dividends. They must learn that capital is a necessary 
evil and that it is only the abuse of capital that is harmful. 

The stability of our institutions, in the long run, depends on the 
contentment of our people. We believe that the credit union is suc- 
ceeding in this continual process of education. We believe that the 
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credit union is a stabilizer of economic conditions. We believe that 
we are making more contented citizens. We believe that 98 percent 
of our people are inherently honest. We believe that we are teaching 
democracy by the fact that every member has a voice in the manage- 
ment of his credit union. 

Credit unions are not competitors of banks. They are a supple- 
ment to the banks. For instance, in Massachusetts the total assets of 
State-chartered credit unions are invested as follows: 1.91 percent 
in bank stocks, 5.4 percent in commercial accounts, 11.11 percent in co- 
operative banks, 1.48 percent in Federal savings and loan associations, 
10.30 percent in Government bonds, 4.64 percent in savings banks, a 
total of 34.91 percent in banking institutions. 

We are accused of growing out of proportion to what credit unions 
were intended to be, and, therefore should not be exempt from taxa- 
tion. Isthisso? 

In Massachusetts there are 477 credit unions with total assets of 
$156 million. This is an average of approximately $302,000 per credit 
union or only about 10 percent of the assets of one of the largest Massa- 
chusetts banks. There are 1,354 State-supervised financial institu- 
tions in Massachusetts with assets of about $15 billion, and that while 
the number of credit unions, of the total institutions supervised, is ap- 
proximately 33 percent, they have only 1 percent of the assets of all 
other institutions. You can see, very easily, that this refutes the ac- 
cusation cast at us. 

These 477 credit unions have nearly 400,000 members. Conserva- 
tively, each member represents 3 members to a family, or, approxi- 
mately 1.2 million Massachusetts citizens, which represents about 20 
percent of the population of the State of Massachusetts. 

We know we have all kinds of savings institutions, but it is the 
institution where the fellow will save in small units because he knows 
the fellow who is receiving it and he does not feel embarrassed, or it is 
taken out of his pay each week by payroll deduction. 

Massachusetts has been very generous with the credit union. It has 
subsidized the cost of supervision. 

The last time we had a conference with commercial banks I think it 
cost the State about $122,000 a year, but they realized that they are 
doing something, that they are more than saving that amount of money 
at the State House by doing that. 

Now should this section of the tax be repealed, the revenue derived 
would be insignificant in proportion to the cost entailed in collecting 
and processing the tax. Bear in mind that each individual member 
must now report in his individual income tax return the dividends he 
receives from the credit union. 

All our credit unions are managed and operated by everyday work- 
ing men and women who have limited time to give without compen- 
sation. Repealing the tax would be a hardship to the credit unions, 
especially the smaller credit unions, because it would necessitate keep- 
ing additional records and making reports which would increase oper- 
ational costs. This might result in the liquidation of a great many 
credit unions and in turn create discontent. Eventually conditions 
might revert to those which existed prior to the inception of the credit 
unions. 

That is what I would like to emphasize here, that perhaps while we 
realize that the country needs more money, that by trying to impose a 
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tax on credit unions it would be so small and the number of them is 
so large that in trying to process it the Government would lose money. 

Now credit unions have proved a great asset to industry because 
industry has been relieved of constant pressure placed upon it by 
financial problems of its employees, which have been costly and de- 
moralizing. In 1929 a company which organized 16 credit unions in 
its industry, told us that it immediately relieved itself of a department 
that cost $78,000 a year to operate. Technically speaking, this indus- 
try was able to pay to the Government, taxes on $78,000 more income. 

We earnestly believe credit unions are an economic necessity, that 
they have proved beneficial to the individual, to industry, to the com- 
munity, and to the Government. It would be disturbing the economic 
equilibrium of the masses of the people should this tax be imposed. 

The Cuarrman. We thank you for your statement and the informa- 
tion given the committee. 

Mr. Mason will inquire. 

Mr. Mason. As I gather from your statement and analyzed it, you 
say that these loan sharks that have been charging 314 percent a month 
are the ones that you with your 1 percent a month are putting out of 
business. 

Mr. Campana. We are not putting them out of business, sir. We 
are making them to do a better business. 

Mr. Mason. If I have to pay 314 percent a month and I can get it 
for 1 percent a month, naturally I would turn to the 1 percent a month. 

Mr. Campana. Correct. 

Mr. Mason. So in that sense you are doing a service, shall we say, 
to those that you are lending money to. 

Mr. Campana. May I amplify on your statement, sir, that in Massa- 
chusetts where they started with 36 percent per annum, now they are 
doing it at from 18 to 24 percent per annum. 

Mr. Mason. You have cut down the loan sharks in the amount they 
charge the poor people who have to borrow. 

Mr. Campana. That is right. 

Mr. Mason. That isa good thing. 

Now the second thing I gather from your statement is that you are 
so small, and you cannot expand very much, you are doing 1 percent 
of the business of lending money in Massachusetts, that we don’t have 
te WORT too much about it for the next 20 or 30 years. Is that about 
it ¢ 

Mr. Campana. Correct. 

Mr. Mason. That isall. 

The CuarrMan. We thank you again. 

(The committee received the following letters and enclosures for 
the record :) 

HOUSE OF REPRESENTATIVES, 
Washington, D.C., February 4, 1958. 
Hon. WILBUR MILLs, 


Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 


My Dear CoLLeEAGUE: There is enclosed herewith a telegram from Mr. W. B. 
Uptagrafft, president of the Friends Credit Union, Mobile, Ala., which union 
services 3,500 employees of the International Paper Co. in Mobile. 

I shall appreciate your including this wire with the hearings on H. R. 502. 

With kind personal regards, I am, 

Sincerely yours, 
FRANK W. BoyKkIN, 


Member of Congress. 
20675—58—pt. 2——_52 
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MosILe, ALA. 
Hon. Frank W. BoykIn, 
House of Representatives, Washington, D.C. 

Deak Mr. Boykin: The Friends Credit Union servicing the 3,500 employees of 
International Paper Co. in Mobile strongly requests your support in defeating 
H. R. 502, called the Mason bill. Our credit union, nonprofit by nature, serves 
only the employees of International Paper Co. and by law we are not allowed 
to reimburse any officer or committeemen for their services. Our earnings are 
returned to the members in the form of taxable dividends except for additions 
to our reserves as required by law. We will appreciate your help in bringing 
these acts to the attention of the House Ways and Means Committee. 

Sincerely, 
W. B. Upraerarrt, President. 


House oF REPRESENTATIVES 
Washington, D. C., February 19, 1958. 
Hon. Wiisur D. MILLS, 
Chairman, Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. CHAIRMAN: Attached hereto is a letter I received from 10 citizens 
of Winston-Salem, N. C., relative to H. R. 502. I will appreciate it very much if 
the contents of the letter are included in the record hearings of the general 
revenue revision legislation. 

Thank you very much and with my very best wishes and kindest regards, I am, 

Sincerely yours, 
ALTON LENNON. 


WINSTON-SALEM, N. C., February 17, 1958. 
Hon. AtTon A. LENNON, 
House of Representatives, 
Washington, D. C. 


Dear Srr: It is our understanding that the Ways and Means Committee will 
make a decision in the next few weeks regarding the Mason bill (H. R. 502). 
Since we are members of a eredit union, we strongly feel credit unions should 
remain tax exempt for the following reasons: 
1. Credit unions are non-profit associations. 
2. They serve only their members. 
3. Officers, directors and committee members serve without pay. 
4. By law, the maximum interest rate is 1 percent per month on the unpaid 
balance. 
5. Earnings are returned to members in the form of taxable dividends. 
6. More and more, members are receiving interest refunds. 
Your opposition to this bill and influence with the members of the Ways and 
Means Committee will be greatly appreciated. 
Yours very truly, 
Howard T. Walton, 2870 Monticello Drive, Winston-Salem, N. C.; W. 
Campbell Hunter, 1116 Ebert Street, Winston-Salem, N. C.; M. B. 
Parks, Jr., 921 Watson Avenue, Winston-Salem, N. C.; Margaret 
Burks, 2358 Cloverdale Avenue, Winston-Salem, N. C.; Thomas E. 
Pearson, 1157 Strathmore Circle, Winston-Salem, N. C.; Max 
Cooke 912 Marguerite Drive, Winston-Salem, N. C.;: Blanche, Ne- 
mer, 1026 South Hawthorne Road, Winston-Salem, N. C.; James W. 
Morris, Jr., 406 Rosewood Drive, Lexington, N. C.; David T. 
Smith, 940 Holland Street, Winston-Salem, N. C.; J. O. Styers, 
1233 Strathmore Circle, Winston-Salem, N. C. 


The Cuatrman. Our next witness is Mr. Paul Blanshard. Mr. Blan- 
shard, will you please come forward and identify yourself for the 


record by giving your name, address, and the capacity in which you 
appear? 








GENERAL REVENUE REVISION 2101 


STATEMENT OF PAUL BLANSHARD, SPECIAL COUNSEL, PROTES- 


TANTS AND OTHER AMERICANS UNITED FOR SEPARATION OF 
CHURCH AND STATE 


Mr. Biansuarp. My name is Paul Blanshard, special counsel for 
the national organization known as Protestants and Other Americans 
United for Separation of Church and State. We are a national or- 
ganization with branches in many States and offices at 1633 Massa- 
chusetts Avenue NW. 

The Cuarrman. Can you complete your statement in the 10 minutes 
alloted to you ? 

Mr. Biancuarp. I think so, sir. 

In a sense, of course, this is a very delicate and difficult subject I 
am bringing up—the tax exemption of churches—from an organiza- 
tion which is largely composed of churchmen. Our top 3 officers are 
former presidents of the 3 largest Protestant denominations in this 
country: Methodist, Baptist, and Presbyterian. We have thought 
very carefully before we came forward today to submit a program 
which in a sense limits some of the exemption privileges of churches, 
if these suggestions I am making are carried out. 

I appeared before the Mills subcommittee 2 years ago on November 
1956 and gave some of the details. So I assume that the committee 
will be made familiar with some of those details. I want to launch 
today into a statement of principles on three general propositions: 
A church’s tax exemption on unrelated business income, the with- 
holding tax on the income of members of religious orders, and the 
income-tax exemptions for charity contributions to religious orders. 

I should say parenthetically at the beginning that we are not op- 
posed to the a of tax exemption. Our criticisms are directed 
to what we think are defects in the present law and certain defects 
in the administration. 

We do not believe that the Internal Revenue Code is now being 
administered in such a way as to guarantee equal treatment amon 
the faiths. We also believe that taxpayers are being unduly exploite 
because of unjustified exemptions which have been permitted under 
the spreading tax-exemption umbrella of the word “church.” 

Today we wish to go considerably beyond our testimony of 1956. 
We wish to suggest not only three amendments to the Internal Revenue 
Code designed to make tax exemptions of religious organizations 
more equitable, but also a number of changes in the basic principles 
of tax-exemption policy. . i 

Concerning general principles, we wish to make five points: 

First, we believe that there should be a full and fair investigation 
of all tax-exemption practices in the field of religious organizations, 
with a view to eliminating present abuses and injustices. The admir- 
able work of the Mills subcommittee has not yet included this area, 
and it needs to be studied carefully. We suggest that such an inves- 
tigation should begin by making public the names of all subordinate 
religious organizations which claim tax exemption as organic parts 
of achurch. At present the cumulative list of organizations claiming 
tax exemptions as churches is by no means complete. 

Here, for example, is the cumulative list. You will find many of 
the big denominations of the country are simply described in one 
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general phrase, and there may be a whole group of subsidiary bodies 
that are not listed. 

Second, we believe that no church should claim any exemption from 
corporate taxes on unrelated business income pherely because it is a 
church. If a church steps out so far from its someial moral and 
spiritual role in our society as to compete with private business in 
the race for commercial profits, then we believe that it should pay 
taxes on those profits as any other business is compelled to pa We 
believe that this principle should apply with equal force to all P; 
tant, Catholic and Jewish organizations. 

I think I should say parenthetically that we would be inclined to 
be very charitable about publishing enterprises because in a sense 
the printed word in our modern civilization, to quite an extent, sup- 
plants the pulpit word. Therefore, if publishing has any moral 
content, it deserves the presumption that it is part of the work of 
the church. 

Third, we believe that any person who receives an income which 
is large enough to bring him within the operation of the income-tax 
law, and then turns that income over to a religious order, should be 
treated exactly as any other person is treated who gives his income 
to religious or charitable causes. He should be granted only standard 
exemptions and nothing more. He should not be exempted from in- 
come tax altogether. 

Fourth, we believe that tax exemption in the field of religion should 
be based upon the religious nature of the exempt activity, and not 
upon the fact of ecclesiastical control or direction over that activity. 
In other words, we suggest that a “functional” test be substituted 
for the present “directive” test which the Internal Revenue Service is 
attempting to write into tax regulations applying to religious orders. 
It also eens to churches in general. That is a regulation which was 
printed in the January 21, 1956, Register. 

Fifth, we believe that religious denominations which have religious 
orders should receive no special favors because of their tightly con- 
trolled, centralized form of government. Unless this principle is rec- 
ognized, the present religious exemption policy will reward cen- 
tralized authoritarian government in a church while penalizing the 
more loosely organized and democratic forms of sectarian organiza- 
tion. 

To accomplish these five basic purposes it will be necessary, of 
course, to make a number of changes in the Internal Revenue Code and 
the regulations written for that code. The Internal Revenue Service 
has many experts in this field, and we do not presume to suggest a com- 
plete program for statutory changes. However, we do venture to sug- 
gest three changes which are important in themselves, and may well 
serve as guideposts for other necessary changes based upon the same 
principles. In suggesting these three changes, I wish to say that my 
suggestions are not original, and that I have had the advice of one of 
the best tax attorneys in the United States in the drafting of these 
proposed changes. 

1. We suggest that section 511 (a) (2) (A) should be changed 
by dropping out the words “a church, a convention or association of 
churches.” 

In previous testimony we have described the glaring abuses which 
now exist in the tax exemption field because exemption has been 
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granted in the past, or would be granted in the future under proposed 
regulations, to such nonreligious anomalies as brandy manufacturing, 
the sale of commercial time on radio stations, and the commercial sale 
of baked goods. We do not believe that Congress ever intended to 
exempt such activities from corporate taxes in the name of religion. 

In interpreting the present section 511, the Internal Revenue Serv- 
ice has made matters worse by attempting to promuglate a special 
regulation, which was published in the Federal Register, January 21, 
1956, which allows a religious order to do almost anything under the 
sun and still secure exemption from corporate taxes on unrelated busi- 
ness income, provided only the activity engaged in is directed by a 
superior of that religious order. 

n that proposed regulation the Internal Revenue Service has at- 
tempted to make a distinction between religious orders having a sacer- 
dotal function and those which do not. This regulation, suggested in 
January 1956, and held up ever since, would grant a special exemp- 
tion to such large sacerdotal orders as the Jesuits, while subjecting 
some nonsacerdotal religious orders to the tax liabilities of this section. 
If our proposed amendment is adopted, this whole impractical distine- 
tion will be wiped out, and the Internal Revenue Service will treat 
Catholic, Protestant, and Jewish industries conducted for profit under 
the same general rule. 

I can call attention to several industries. Here is an advertisement 
from the last issue of Holiday. “America’s Fastest Selling Brandy— 
Christian Brothers of California.” Here is an advertisement from the 
a issue of the New Yorker, “America’s Largest Selling Premium 

ines.” 

You see, I am quite impartial. There was alleged to have been 540 
bottles of Christian Brothers wine on the tables of the last Republican 
rally in Chicago. I am sure an investigation of this should be entirely 
impartial. 

Mr. Foranp. Are you telling the committee now that they are not 
paying taxes? 

Mr. BiansHarp. They are suggesting: 

Mr. Foranp. They have paid taxes, have they not? 

Mr. Biansnarp. We cannot get a definite answer about the present 
status. 

Mr. Foranp. I can give you an answer. They have paid a tax. 

Mr. Biansnarp. They paid taxes once, in 1952, but they are suing 
for recovery now in a suit, civil action 7499, in the San Francisco Fed- 
eral court. They claim that they are an exempt church under section 
511. I presume that collection has been held up until this suit is 
settled. I hope that the inquiry of the committee will include the 
defense of that suit. 

The amendment to section 511 which we suggest has been supported 
in principle by such widely diverse organizations as the Presbyterian 
Church, USA, and the section on taxation of the American Bar Asso- 
ciation. Unfortunately the recommendation of the section on taxation 
of the American Bar Association was not finally implemented at the 
Association’s last annual convention, but the recommendation by a 
special committee is significant. The section on taxation, although it 
praised the Internal Revenue Service for attempting to find a solution 
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to the problem, declared its conviction that the proposed regulations 
for section 511 are— 


likely only to result in further problems of interpretation without going to the 
heart of the problem, i. e., the singling out of all the legitimate, charitable and 
eleemosynary institutions of one narrow group that are permitted to engage in 
an “unrelated business.” 

We just suggest that you drop out the words “church or convention 
of churches,” from section 511 because we don’t believe that churches 
should operate unrelated business enterprises that are in competitive 
commerce and get that exemption. 

Our second suggestion is in regard to withholding taxes. We espe- 
cially point out that members of religious orders who are now on 
the Tc eeaaens payroll are exempted under a ruling of the Interna! 
Revenue Service, and we suggest an amendment to section 3401. This 
applies, for example, to military chaplains. A military chaplain 
who is a member of a religious order, unmarried of course, does not 
pay any tax at all on his income. A Presbyterian chaplain with five 
children has to pay taxes on the entire income with only ordinary de- 
ductions. We feel that is not fair. If a man is a public servant— 
and this principle is expressed many times in the Internal Revenue 
Code—he should be considered taxwise primarily as a public 
servant. 

We suggest the new phrase in section 3401: 

Remuneration for services to the Government of the United States, any State 


or Territory, Puerto Rico, the District of Columbia, or any agency, instru- 
mentality, or political subdivision thereof, shall not be excluded. 


We wish to suggest also a brief change in section 170 which ap- 
plies to charitable payments, but it is very technical and I will just 
submit that in my complete statement. 

Finally, we believe that these proposed amendments should be fol- 
lowed up by a rigorous investigation into all aspects of Federal policy 
in dealing with tax exempt religious organizations. We know of 
no better auspices for such an inquiry than the auspices of this com- 
mittee. We trust that you will make such an inquiry in consultation 
with all those organizations in the field that are dedicated to preserv- 
ing the separation of church and state. 

(The complete statement of Mr. Blanshard follows:) 


STATEMENT SUBMITTED BY PROTESTANTS AND OTHER AMERICANS UNITED FOR 
SEPARATION OF CHURCH AND STATE THROUGH ITs SpEecIAL COUNSEL, PAUL 
BLANSHARD 


I am appearing here today on behalf of a national organization known as 
Protestants and Other Americans United for Separation of Church and State. 
Although this organization does not represent Protestantism officially, it repre- 
sents a very important segment of Protestant, Jewish, and unchurched citizens 
who have banded together in all parts of the United States to work for the 
preservation of the constitutional principle of the separation of church and state. 

I will not attempt to described our work and name our officers at this hearing, 
since I appeared before a subcommittee of this committee on November 19, 1956, 
and described this organization and its purposes. Suffice it to say here that the 
top three officers of our organization have been heads of America’s three largest 
Protestant denominations, Baptist, Methodist, and Presbyterian. We believ« 
that we represent an important segment of American public opinion. 

In my testimony on November 19, 1956, I summarized a considerable amount 
of factual material to indicate that the Internal Revenue Code is now being 
administered in such a way as to confer special privileges upon religious de 
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nominations having religious orders. I shall not attempt to repeat that testi- 
mony here, I hope that you will consider this material incorporated into the 
present hearing by reference. 

We do not believe that the Internal Revenue Code is now being administered 
in such a way as to guarantee equal treatment among the faiths. We also be- 
lieve that taxpayers are being unduly exploited because of unjustified exemp- 
tions which have been permitted under the spreading tax-exemption umbrella of 
the word “church.” 

Today we wish to go considerably beyond our testimony of 1956. We wish 
to suggest not only three amendments to the Internal Revenue Code designed 
to make tax exemption of religious organizations more equitable, but also a 
number of changes in the basic principles of tax-exemption policy. 

Concerning general principles, we wish to make five points: 

1. We believe that there should be a full and fair investigation of all tax- 
exemption practices in the field of religious organizations, with a view to elimi- 
nating present abuses and injustices. The admirable work of the Mills subcom- 
mittee has not yet included this area, and it needs to be studied carefully. We 
suggest that such an investigation should begin by making public the names of 
all subordinate religious organizations which claim tax exemption as organic 
parts of a church. At present the cumulative list of organizations claiming tax 
exemptions as churches is by no means complete. 

2. We believe that no church should claim any exemption from corporate 
taxes on unrelated business income merely because it is a church. If a church 
steps out so far from its accepted moral and spiritual role in our society as to 
compete with private business in the race for commercial profits, then we believe 
that it should pay taxes on those profits as any other business is compelled to 
pay. We believe that this principle should apply with equal force to all Protes- 
tant, Catholic, and Jewish organizations. 

3. We believe that any person who receives an income which is large enough 
to bring him within the operation of the income-tax law, and then turns that 
income over to a religious order, should be treated exactly as any other person 
is treated who gives his income to religious or charitable causes. He should be 
granted only standard exemptions and nothing more. He should not be exempted 
from income tax altogther. 

4. We believe that tax exemption in the field of religion should be based upon 
the religious nature of the exempt activity, and not upon the fact of ecclesiasti- 
eal control or direction over that activity. In other words, we suggest that a 
“functional” test be substituted for the present “directive” test which the Inter- 
nal Revenue Service is attempting to write into tax regulations applying to 
religious orders. 

5. We believe that religious denominations which have religious orders should 
receive no special favors because of their tightly controlled, centralized form of 
government. Unless this principle is recognized, the present religious-exemption 
policy will reward centralized authoritarian government in a church while penal- 
izing the more loosely organized and democratic forms of sectarian organization. 

To accomplish these five basic purposes it will be necessary, of course, to make 
a number of changes in the Internal Revenue Code and the regulations written 
for that code. The Internal Revenue Service has many experts in this field, and 
we do not presume to suggest a complete program for statutory changes. How- 
ever, we do venture to suggest three changes which are important in themselves, 
and may well serve as guideposts for other necessary changes based upon the 
same principles. In suggesting these three changes, I wish to say that my sug- 
gestions are not original, and that I have had the advice of one of the best tax 
attorneys in the United States in the drafting of these proposed changes. 

1. We suggest that section 511 (a) (2) (A) should be changed by dropping out 
the words “a church, a convention, or association of churches.” 

In previous testimony we have described the glaring abuses which now exist 
in the tax-exemption field because exemption has been granted in the past, or 
would be granted in the future under proposed regulations, to such nonreligious 
anomalies as brandy manufacturing, the sale of commercial time on radio sta- 
tions, and the commercial sale of baked goods. We do not believe that Congress 
ever intended to exempt such activities from corporate taxes in the name of 
religion. In interpreting the present section 511, the Internal Revenue Service 
has made matters worse by attempting to promulgate a special regulation, which 
was published in the Federal Register, January 21, 1956, which allows a religious 
order to do almost anything under the sun and still secure exemptions from 
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corporate taxes on unrelated business income, provided only the activity engaged 
in is directed by a superior of that religious order. In that proposed regulation 
the Internal Revenue Service has attempted to make a distinction between 
religious orders having a sacerdotal function and those which do not. This 
regulation, suggested in January 1956, and held up ever since, would grant a 
special exemption to such large sacerdotal orders as the Jesuits, while subjecting 
some nonsacerdotal religious orders to the tax liabilities of this section. If our 
proposed amendment is adopted, this whole impractical distinction will be wiped 
out, and the Internal Revenue Service will treat Catholic, Protestant, and Jewish 
industries conducted for profit under the same general rule. 

The amendment to section 511 which we suggest has been supported in prin- 
ciple by such widely diverse organizations as the Presbyterian Church, USA, and 
the section on taxation of the American Bar Association. Unfortunately the 
recommendation of the section on taxation of the American Bar Association 
was not finally implemented at the association’s last annual convention, but the 
recommendation by a special committee is significant. The section on taxation, 
although it praised the Internal Revenue Service for attempting to find a solution 
to the problem, declared its conviction that the proposed regulations for section 
511 are “likely only to result in further problems of interpretation without 
going to the heart of the problem, i. e., the singling out of all the legitimate, 
charitable, and eleemosynary institutions of one narrow group that are permitted 
to engage in an ‘unrelated business.’ ” 

2. Our second suggested amendment is in section 3401 (a) (9). It concerns 
collection of income taxes at the source. The present section gives exemption 
from Federal income taxes to any member of a religious order in the exercise 
of any duties required by such order, whether those duties are religious or not. 
Thus the functional test of alleged religious activity is thrown overboard, and a 
clergyman may be a barkeeper, a grocer, or an ordinary government employee, and 
still gain tax exemption if directed by his religious superior to serve in any of 
these capacities. Or he may serve on the government payroll as a schoolteacher 
or chaplain and still escape income taxes. This is certainly unfair to all those 
taxpayers who are not allowed an analogous privilege. We suggest therefore 
that section 3401 (a) (9) be changed to read: 

“(9) For services performed by a duly ordained, commissioned, or licensed 
minister of a church in the exercise of his ministry, or by a member of a religious 
order in the exercise of his religious duties in said order. Remuneration for 
services to the Government of the United States, any State or Territory, Puerto 
Rico, the District of Columbia, or any agency, instrumentality, or political sub- 
division thereof, shall not be excluded.” 

This amendment would do two things. It would apply a functional test to the 
activities of religious orders in the granting of tax exemption on income taxes, 
and it would guarantee that individuals on the public payroll would be treated 
primarily as public servants and not as tax-exempt members of a tax-exempt 
religious order. 

I scarcely need to remind the committee how grotesque the present practice 
is in regard to the exemption of members of religious orders on the public payroll 
from income taxes. Some 300 to 400 chaplains who are members of religious 
orders, and several thousand nuns teaching in American public schools are per- 
mitted to gain complete exemption from the payment of any income taxes under 
an irrelevant decision by the tax court in 1949, the so-called Ratterman case. The 
policy adopted by the Internal Revenue Service in exempting religious—order 
public employees is not really based upon the Ratterman case at all. It is derived 
from a fantastic twisting of the reasoning in that case, designed to give special 
privilege to members of religious orders. 

3. Our third suggestion for an amendment applies to section 170, and merely 
supplements the amendment we have just suggested. This is a highly technical 
question, but we venture to suggest that a new section 170 (e) might be added 
to read as follows: 

“The value of services need not be included in gross income when rendered 
directly and gratuitously to an organization described in section 170 (c). 
Where pursuant to an agreement or understanding services are rendered to a 
person for the benefit of an organization described in section 170 (c) and an 
amount for such services is paid to such organization by the persons to whom 
the services are rendered, the amount so paid constitutes income to the per- 
sons performing the services even though at the time of the agreement or un- 
derstanding the person making the payment acknowledges his liability to make 
payment to such an organization.” 
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We believe, of course, that these proposed amendments should be followed 
up by a rigorous investigation into all aspects of Federal policy in dealing with 
tax-exempt religious organizations. We know of no better auspices for such 
an inquiry than the auspices of this committee. We trust that you will make 
such an inquiry in consultation with all those organizations in the field that 
are dedicated to preserving the separation of church and state. 

The Cuarrman. Mr. Blanshard, we thank you, sir, for your appear- 
ance and the information given the committee. 

Are there any questions ? 

Mr. Mason. Mr. Chairman ? 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Do you have a basis for inferring that a chaplain in 
the Army, no matter what his salary, is exempt from an income tax? 

Mr. Buiansuarp. He is exempt if he is a member of a religious 
order. If he is a Jesuit, for example, there is a ruling by the Internal 
Revenue Service, the so-called Ratterman case to which I refer in 
my memorandum 

Mr. Mason. Well, he is a member of a religious order and by virtue 
of that fact he is exempt from income taxes ? 

Mr. Buansuarp. Yes. 

Mr. Mason. But my pastor is a member of a religious order and 
maybe has 3 or 4 children, and he is to pay taxes? 

Mr. Buansuarp. That is right. 

Mr, Mason, Then there is a difference between being a chaplain 
and being a minister or a priest serving a congregation. 

Mr. Buansuarp. Well, all ministers, of course, pay income taxes 
on all salaries everywhere, except members of religious orders. Take, 
for example, the Presbyterian chaplain in the Army. He would have 
to pay an income tax on his whole salary. A Catholic secular or 
regular priest would have to pay, but if he is a member of the Jesuits 
or Franciscans, if he is a member of a religious order that has 
pledged poverty, he gets out of all payments on income tax. 

Mr. Mason. That is something I did not know. 

Mr. BuiansHarp. That also applies to nun schoolteachers who are 
public-school teachers. We feel it is unconstitutional to consider such 
salary a payment to a religious order, since it would be a violation of 
separation of church and state. 

Mr. Mason. You mean if he is a member of the religious order he 
does not get the salary but the religious order does? 

Mr. Buansuarp. That is right. In some districts, the check goes 
direct to the religious order, which we think is a violation of the Con- 
stitution. It is the principle we are interested in. We found, for 
example, Presbyterian schoolteachers in the mountains of Kentucky 
who turned back their salary to their religious group, and they still 
had to pay an income tax on the whole amount, whereas a member of a 
religious order is not required to do that. 

Mr. Mason. Well, a few years ago we saw to it that colleges and 
universities that entered into extracurricular activities, as we call it, 
making macaroni, and piston ring factories, and so forth, had to pay 
on that. Now you have put the church organizations that enter into— 
you would not call it extracurricular, but you might call it ex- 
traneous 

Mr. Biansuarp. I think that is an excellent word, sir. 

Mr. Mason. That is all. 














\ 


ao sa: 


ac eth et He ee A RR Sean 


2108 GENERAL REVENUE REVISION 


Mr. Buansuarp. I would like to answer your question with one illus- 
tration. The State University of Louisiana, if it runs a commercial 
radio program, has to pay the corporate taxes. But Loyola University 
down in New Orleans, which owns a radio and television station, does 
not have to pay this tax on unrelated business income because it is 
owned by the Jesuit Order. We think that distinction is unfair. 

Mr. SaptaK. May I ask one question for information ? 

Mr. Blanshard, I have looked at your statement, and I wondered, 
since you state you represent the very important segment of Protes- 
tant, Jewish, and unchurched citizens, if these unchurched citizens are 
a large group ¢ 

Mr. Biansuarp. No. As a matter of fact, our membership is com- 
posed nearly all of churchmen of one sort or another, but our or- 
ganization in the beginning said we do not wish to limit ourselves to 
Protestants; any citizen of any faith or outside the church who believes 
in the separation of church and state is welcome. 

Mr. Sapa. How large a membership do you have? 

Mr. BiansHarp. Our magazine has a circulation of about 60,000, 
which represents the individual members. If you count our block 
supporters, we have several hundred thousand because we have block 
support from quite a few church conventions throughout the country. 

Mr. Sapitax. Would these five suggestions you make come as a 
result of convention or convocation ? 

Mr. Biansuarp. It came as a result of long discussion by our board 
of directors who include distinguished leaders of all sorts of groups, 
Methodists, Baptists, Seventh-day Adventists, Congregationalists, and 
all down the line. 

May I just say for the record our four top officers are Charles Clay- 
ton Morrison, founder of the Christian Century. Our president is 
Louie D. Newton, former president of the Southern Baptist Conven- 
tion. Our vice presidents are G. Bromley Oxnam, Methodist bishop, 
and former president of the Federal Council of Churches, and Dr. John 
Mackey, president of Princeton Theological Seminary. 

The Cuarrman. Are there any further questions? 

Thank you, Mr. Blanshard. 

(The following letter was received by the committee :) 


WASHINGTON, D. C., January 16, 1958. 


The CoMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D. C. 


GENTLEMEN: In connection with your consideration of changes in the Inter- 
nal Revenue Code of 1954, looking toward a more equitable system of taxation, 
we ask that you consider amending section 512 so that educational and charit- 
able institutions receiving passive income under a will from a limited-partner- 
ship interest will be subject to the same treatment as those institutions which 
receive passive income under a will from corporate securities. 

The problem arises in connection with a decedent who left his limited inter- 
est in a partnership in trust exclusively for charitable purposes. All of the in- 
come is to be distributed annually and the principal is to be distributed within 
20 years; 60 percent of the income and principal to certain named colleges and 
hospitals, 20 percent to Protestant, Catholic, and Jewish charities or churches 
to be selected by the trustees, and 20 percent to charitable, scientific, or religious 
institutions as selected by the trustees. 

Under existing provisions of the Internal Revenue Code the income from 
this limited partnership interest will be taxed to the trust at the rates imposed 
on individuals as “unrelated business income” even though all the income must 
be distributed annually to charitable beneficiaries and the principal must be so 
distributed within 20 years. It appears, however, that this result was uninten- 
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tional and was caused by a failure to bring the limited partnership situation to 
the attention of Congress when the provisions taxing unrelated business income 
of tax-exempt organizations were enacted. 

In enacting these provisions, Congress stated that it was imposing a tax on 
charitable organizations where they were “carrying on unrelated active business 
enterprises.” It further stated that the problem at which the tax was directed 
was “primarily that of unfair competition” and that the tax-free status of 
charitable organizations enabled them “to use their profits tax-free to expand 
operations, while their competitors can expand only with the profits remaining 
after taxes. Also, a number of examples have arisen where these organizations 
have, in effect, used their tax exemption to buy an ordinary business” (H. 
Rept. 2319, 8ist Cong., pp. 36-37). 

At the same time, Congress stated that “passive income,” such as interest 
or dividends, “should not be taxed where it is used for exempt purposes because 
investments producing incomes of these types have long been recognized as 
proper for educational and charitable organizations.” Furthermore, such sources 
of income which are “passive” in character are “not likely to result in serious 
competition for taxable business having similar income” (S. Rept. 2375, 81st 
Cong., p. 30; H. Rept. 2319, 81st Cong., p. 38). 

A limited partner’s income also is “passive income” like interest or dividends. 
Under the Uniform Limited Partnership Act, a limited partner can have no 
voice in the management and no control over the operations of the partnership; 
he is not responsible for the debts or losses of the partnership except to the 
extent of his capital contribution; and in case of liquidation his limited partner- 
ship interest is preferred over contributions of the general partners. Under 
the Uniform Act, the limited partner thus ranks in between the creditors and 
the general partners who own the business and his investment is like a loan sub 
ordinated to other creditors. Thus the limited partner is not actively engaged 
in business but is only an investor, and his investment is wholly passive in 
character. 

Unfortunately, the income from a limited partnership interest was not included 
among the statutory exceptions from “unrelated business income” along with 
dividends, interest, royalties, and rents. The result is that if a successful busi- 
nessman leaves his estate consisting of a limited partnership interest to trustees 
for the benefit of charity, the income is taxed to the trustees, and the amount 
available for charitable uses is thereby seriously decreased by the taxes although 
neither the trustees nor the charities are actively conducting any business On 
the other hand, if his estate consists of corporate securities, the income is not 
taxed to the trustees. Yet the two situations do not differ in essence. The fact 
that an investment is made in limited partnership rather than corporate form 
is due to reasons such as legal requirements or business practices, but in both 
eases the trustees are receiving passive income from investments and are not 
engaged in carrying on a business. 

Furthermore, the unfair competition which Congress sought to eliminate does 
not exist where, as here, the limited partnership interest is placed in a testi- 
mentary charitable trust, which must distribute all of its income to charitable 
organizations and cannot reinvest it to expand operations. Thus, the evil at 
which Congress directed the tax cannot exist. 

Two bills are presently pending before your committee which would correct 
this unintentional oversight which discriminates against charitable trusts of 
limited partnership interests—H. R. 8268 and H. R. 9691. We urge the enact- 
ment of the provisions of these bills. 

Respectfully submitted. 

Davip W RICHMOND. 
BaRRon K. GRIER. 


The Cuatrman. Mr. George W. McKeag. Will you give your name, 
address, and the capacity in which you appear for the record. 


STATEMENT OF GEORGE W. McKEAG, ON BEHALF OF THE GENERAL 
ASSEMBLY OF THE PRESBYTERIAN CHURCH IN THE U.S. A. 


Mr. McKraa. My name is George W. McKeag of Philadelphia, Pa. 
I am the solicitor for the trustees of the Foundation of the Presby- 
terian Church in the U.S. A. and am here to give testimony on behalf 
of the General Assembly of the Presbyterian Church in the U.S. A. at 
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the request of the stated clerk, the Reverend Dr. Eugene Carson Blake, 
its permanent executive officer. 

_I would say parenthetically that the committee may recognize a 
similarity between what I am saying here and what Mr. Blanshard 
said, but I want the committee to understand that this action of the 


general assembly was separately arrived at and, to my knowledge, 
the Presbyterian Church has no organic connection with his organiza- 
tion. 


I want to be sure there is no misunderstanding in that respect. 

The 169th General Assembly of the Presbyterian Church in the 
U.S. A., meeting in Omaha, Nebr., on May 22, 1957, approved the fol- 
lowing report of its standing committee on finance: 


The especial attention of the general assembly is called to paragraph 4 of 
the recommendations of the trustees of the foundation. 

In order that the problem confronting the trustees of the foundation may be 
fully understood, the first five literary paragraphs of this recommendation are 
quoted, as follows: 

“The Internal Revenue Code of 1954 imposes a tax on unrelated business in- 
come of charitable organizations which are not otherwise obligated to pay an 
income tax. Before the recent Internal Revenue Code, it was possible for nearly 
any charitable organization to conduct a business which is not connected with 
its corporate purposes and retain the profits free of income tax. Section 511 
of the Internal Revenue Code of 1954 changed this so that an income tax is 
imposed on unrelated business income of all charitable organizations except a 
church, a convention, or association of churches. 

“It is the opinion of the solicitor of the foundation that the foundation is a 
church within the meaning of the Internal Revenue Code. This opinion is con- 
firmed by a ruling from the Commissioner of Internal Revenue which states 
that the foundation is a church, a convention or association of churches within 
the meaning of the 1954 code. 

“Since the foundation has this tax-free status even with respect to unrelated 
business income, it is believed that the foundation could invest in business 
enterprises with unusually great profit from the investment. 

‘ “It is the duty of the trustees of the foundation to make investments so as 
to receive the highest income with due regard to safety of principal. In the 
exercise of this duty, the trustees believe that so long as the Internal Revenue 
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: Code grants the foundation completely tax-free status, the trustees could take 
advantage of the opportunity which has been expressly provided by act of 
: Congress. 


{ “The trustees fully realize that there is a question as to the wisdom of allow- 
8 ing churches to conduct businesses without payment of tax, but that is a ques- 
7 tion determined by Congress.” 

: In view of the fact that the trustees of the foundation have indicated that they 
are opposed to the free-tax status granted to churches, a convention, or associa- 
tion of churches with regard to unrelated business income, and your committee 
having met with the director and members of the board of trustees, and having 
fully weighed the question as to whether or not a church, convention, or as- 
sociation of churches should engage in business unrelated to the church or any 
of its activities in order to make profit by taking advantage of the tax exemp- 
tion afforded under the present law, it is therefore recommended— 

A. That the stated clerk be instructed to advise the Ways and Means Com- 
mittee of the House of Representatives at Washington, D. C., that it is the sense 
of the assembly that the exemption allowed to churches, conventions, and associa- 
tions of churches from the imposition of an income tax on unrelated business 
income be removed from the Internal Revenue Code, so that no organizations, 
religious or otherwise, may escape from tax on income derived from businesses 
owned by the church or organization but unrelated thereto. ‘ 

B. That the trustees of the foundation make no investment in unrelated busi- 
nesses where income-tax exemptions as defined in Internal Revenue Code, sec- 
tion 511, are allowable on any profits from said unrelated business, 


In the above quotation of the action of the general assembly, I 
should like to emphasize the following facts: 








GENERAL REVENUE REVISION 2111 


(1) By this action, the General Assembly of the Presbyterian 
Church in the United States of America was not opening up the gen- 
eral question of exemption of religious bodies. 

(2) The specific and only purpose of the above resolution was to 
call to the attention of the Congress a concern of the Presbyterian 
Church in the U. S. A. with regard to the present Internal Revenue 
Code of 1954, specifically with section 511, which exempts churches, 
associations, and conventions of churches from paying income tax 
on profits earned in businesses which are unrelated to the work of the 
churches themselves. 

The Internal Revenue Code of 1954 makes it quite clear that the 
trustees of the Foundation of the Presbyterian Church in the U.S. A. 
have the right under that law to purchase a business which would be 
in competition with other businesses. They would be in a very favor- 
able position in that competition because, as a church, no income tax 
would have to be paid on the profits. As trustees, it could be argued 
that they have the responsibility to make the most favorable invest- 
ment of church funds as possible, with due regard to the safety of 
principal and income. 

On the other hand, it is equally strongly argued that a church 
should not, in our free-enterprise system, be in a position to compete 
in nonchurch business activities with other businesses which do not 
have the advantage of this tax exemption. 

(3) We are very much concerned, however, to make it clear that 
the churches appreciate and believe in justice, they should continue 
to enjoy the exemptions traditionally accorded them and other charita- 
ble bodies, not to pay taxes on businesses or activities which are related 
to their own purposes. 

In this connection, we would recommend that section 511 be amended 
as follows: 

In section 511 (a) (2) (A), delete “(other than a church, a con- 
vention or association of churches, or a trust described in subsection 
(b).” There would be added to subsection (a) the following: 
Provided, however, That the tax was not to be applied to unrelated business in- 
come of businesses acquired by a church, convention or association of churches 
prior to the effective date of this amendment. 

In section 511 (a) (A) delete the last 12 words which are “or to a 
church or to a convention or association of churches.” 

The Cuatrman. Are there any questions of Mr. McKeag? 

Mr, Sadlak will inquire. 

Mr. Savtax. Mr. McKeag, just for the record, so that you are not 
misunderstood, you are representing here only Presbyterians in con- 
trast to the previous witness, who represented three denominations 
principally, and people who are unchurched? — : 

Mr. McKerac. I am here pursuant to the official action of the general 
assembly, which is the highest body of that particular denomination. 

The Cuamman. Thank you for the information given the committee. 

Our next witness is Mr. Charles H. Callison. 

Mr. Callison, please give your name, address, and the capacity in 
which you appear, for the benefit of the record. 
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STATEMENT OF CHARLES H. CALLISON, CONSERVATION DIRECTOR 
OF THE NATIONAL WILDLIFE FEDERATION, ACCOMPANIED BY 
ROBERT M. PAUL, EXECUTIVE SECRETARY, SPORT FISHING 
INSTITUTE; C. R. GUTERMUTH, VICE PRESIDENT, WILDLIFE 
MANAGEMENT INSTITUTE; HOWARD ZAHNISER, EXECUTIVE 
SECRETARY AND EDITOR, THE WILDERNESS SOCIETY 


Mr. Catuison. Mr. Chairman, my name is Charles H. Callison, and 
I am a conservation director of the National Wildlife Federation, 
which is a national organization having headquarters at 232 Carroll 
Street NW., Washington, D. C. 

I should like, with your permission, to present to the committee, on 
my left Mr. Robert Paul of the Sport Fishing Institute, Mr. Guter- 
muth, vice president of the Wildlife Management Institute, and Dr. 
Howard Zahniser, executive secretary of the Wilderness Society. 

This is a joint statement, submitted in behalf of the following na- 
tional conservation organizations and concurred in by them: 

National Parks Association, 2000 P Street NW., Washington, D. C. 

National Wildlife Federation, 232 Carroll Street NW., Washington, 
D 


.C. 

The Sierra Club, 1050 Mills Tower, San Francisco, Calif. 

Sport Fishing Institute, 413 Bond Building, Washington, D. C. 

The Wilderness Society, 2144 P Street NW., Washington, D. C. 
oe Management Institute, 709 Wire Building, Washington, 
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The Cuatrman. I notice you have appended to your statement cer- 
tain letters. Do you want those to appear in the record ? 

Mr. Catuison. Yes. 
The CuatrmMan. Without objection, you are recognized for 10 min- 
utes. 

Mr. Catrison. I refer to those in the statement. 

. All of these organizations, Mr. Chairman, have been classified b 
the Internal Revenue Service as tax exempt under section 501 (c) (3) 
of the Internal Revenue Code, which reads as follows: 

(3) Corporations, and any community chest, fund, or foundation, organized 
and operated exclusively for religious, charitable, scientific, testing for public 
safety, literary, or educational purposes, or for the prevention of cruelty to 
children or animals, no part of the net earnings of which inures to the benefit 
of any private shareholders or individual, no substantial part of the activities 
of which is carrying on propaganda, or otherwise attempting to influence 
legislation, and which does not participate in, or intervene in (including the 
publishing or distributing of statements) any political campaign on behalf of 
any candidate for public office. 

Mr. Chairman, all of the organizations subscribing to this statement 
have been organized and have functioned through the years for one 
or both of two purposes: 

1. To foster, encourage and assist the education of children and 
adults in the vital importance of natural resources and in the prin- 
ciples and practices of conservation. : , 

2. To foster, encourage and assist in scientific research concerning 
natural resources and in the application of scientific facts and prin- 
ciples in the wise use and management of resources. 

Mr. Chairman, these organizations perform their educational and 
scientific services in a variety of ways. They produce educational 
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literature for use in the schools. They publish magazines and news- 
letters. They report to the public on the actions of Congress and of the 
executive branch affecting natural resources. They provide graduate 
fellowships for research and training in conservation education. They 
finance special research projects. They sponsor scientific converences 
and publish technical papers. They contribute to the training of 
teachers and youth group leaders in natural history and conservation 
principles. 

In separate letters addressed to the committee, these organizations 
have listed their major activities and services in science and education. 
With the permission of the committee, we should like these letters 
to be made a part of the record. 

Mr. Chairman, all of these activities in behalf of the wise use and 
husbandry of our natural resources, now and in the future, are made 
possible by the provisions for tax exemption which, in the wisdom of 
Congress, were written into the Internal Revenue Code. 

This is so because conservation organizations have one characteristic 
in common. They are precariously financed. There is a basic reason 
for their lack of affluence. It is that the conservation of natural re- 
sources usually entails and requires restraint in the exploitation of 
resources, 

Thus in the sustained yield of management of a forest, the con- 
servation-minded logger does not take the maximum harvest and 
realize the maximum income now. Instead he cuts only certain mature 
trees, leaving the smaller trees to grow and other trees to make seed. 

The sportsman keeps within his limit, so there will be brood stock 
to produce the game and fish crops of future years. 

The conservation-minded farmer rotates his crops, plows under 
green manure crops, and reinvests part of his income in terraces and 
other measures to prevent erosion and restore fertility. 

These are but examples to illustrate that while in the long run 
everyone, and the Nation as a whole, benefits from the wise use of 
resources—the current application of conservation principles and 
practices at any given time produces no short-run financial gains for 
anyone. 

i think it can be said as a general rule that large financial support 
is forthcoming to any cause only if material or monetary gains are 
to accrue from the realization of said cause, and only from the indi- 
viduals or groups to be so benefited. 

On the other hand, only the most public spirited of individuals make 
substantial contributions to conservation programs; they do so be- 
cause conservation has become a kind of religion to them. It is their 
concern for the future of our Nation and for generations yet unborn, 
the extension of the golden rule into the fourth dimension. 

There are, however, a great many public-spirited persons who are 
financially able to make small contributions, from $1, $10, and up to 

25, and many conservation organizations are supported by such smal] 
contributions from a great many members and contributors. The 
provision for deductibility under section 501 (c) (38) helps greatly to 
keep even the small contributions coming in. 

The point of the above explanation is that because of their touch- 
and-go financial situation, a loss of tax-exempt status could well put 
many of the existing national-conservation organizations out of busi- 
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ness. The same can be said for many State and local groups, sports- 
men’s associations, Izaak Walton League chapters, and the like. 

We trust there will be no disposition on the part of this committee, 
or on the part of Congress, to change this farsighted and public-serv- 
ice aspect of the Internal Revenue Code. We have no reason to think 
there is such disposition. 

The members of this committee, and of Congress as a whole, we have 
ample reason to believe, are fully aware of the importance of conserva- 
tion programs. You also understand as well as we that widespread 
public support and participation is necessary to implement such pro- 

ms. 

As for the conservation organizations themselves, we want you to 
know we are fully appreciative of the exemption privilege that has 
been granted the cause. 

However, we do have a problem; or a rather, a kind of dilemma. We 
appear to discuss this problem with the committee and to suggest a 
solution. 

One-half of the problem lies in the ambiguity and uncertainty of the 
language of section 501 (c) (3) which says, in effect, organizations 
like ours can be tax exempt and contributions to them deductible pro- 
vided “no substantial part” of our activities “is carrying on propa- 
ganda, or otherwise attempting to influence legislation.” 

The other half of our dilemma exists in the Federal regulation of 
Lobbying Act of 1946, the Supreme Court ruling on that act, and the 

Poeers revision of the act now under consideration by the Congress 
in 8. 2191. 

Mr. Chairman, in order to avoid endangering our tax-exempt status, 
we have regulated and restricted our activities carefully to make cer- 
tain that no more than an insubstantial part could be classified as 
attempting to influence legislation. At the same time, some of us have 
been advised by counsel not to voluntarily register under the Lobbying 
Act unless actually and legally required to do so, because such regis- 
tration might be considered by the Internal Revenue Service as prima 
facie evidence that a substantial part of our activities did in fact con- 
sist of attempts to influence legislation. 

Most of our organizations have engaged in certain activities which, 
while understood not to be interpreted as lobbying under existing law, 
might be so interpreted under the provisions of S. 2191 as pending. I 
refer to the following kinds of activities: 

1. In common with innumerable other civic groups our organiza- 
tions, when in conventions or formal meetings, customarily adopt 
resolutions or statements of policy. Such resolutions sometimes re- 
fer to, or comment on, pending or proposed Federal legislation. Such 
resolutions customarily are transmitted to Members and committees 
of Congress. 

2. Representatives of our organizations have from time to time ap- 
peared at hearings conducted by committees of Congress, just as we 
are appearing at this hearing. Frequently such appearances are at 
the invitation of the committee, particularly if the legislation under 
study has to do with a field of resource management in which our or- 
ganization is considered expert. 

3. We have from time to time, and upon request, supplied to com- 
mittees of Congress and to individual Marabons, technical and general 
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information on conservation matters that are the subject of pending 
legislation. | ae. 

4. Some of our organizations, notably the National Wildlife Fed- 
eration and the Natural Resources Council of America, which, inci- 
dentally, is not participating in this statement, but of which I serve 
as chairman, produce a news service in which the proposals and actions 
of Congress are reported in factual manner. Other organizations 
publish periodicals that must, of necessity, refer to legislation from 
time to time. 

At this point, Mr. Chairman, we should like to make it crystal clear 
that we have no objection to registering and reporting or otherwise 
complying with any lobby regulation law except for one reason, the 
effect it might have on our tax-exempt status. 

We have no objection to official or public scrutiny of all our books 
and records. We are proud of our work for conservation in the 
oublic interest, and we attach no stigma to citizen participation in the 
fngislative process. We would not object to being called lobbyists, 
so long as it did not result in canceling out the favorable tax rulings 
that permit our organizations to exist. 

Restated in brief, our dilemma is this: 

The pending lobby regulation bill, S. 2191, if enacted by Congress, 
may require our organizations to register and file reports, even though 
only an insubstantial part’ of our activities has anything to do with 
legislation. If we comply, thereby acknowledging we do a little 
lobbying, we may lose our tax exemption and thereby be forced out 
of business. 

If, in order to avoid registering, we refrain from appearing at com- 
mittee hearings, stop passing resolutions and discontinue reporting 
on the actions of Congress, then we are not fulfilling our responsibility 
to our members, to the public and to Congress as conservation organi- 
zations. 

If we decline to supply information requested by an individual 
Congressman or by a congressional committee, we certainly would be 
doing our cause more harm than good, and moreover, we would not 
be doing our duty as citizens. 

Mr. Cheatin, we appear to ask the committee to insert language 
into the code which will remove us from the horns of this dilemma. 
We respectfully suggest this can be done by inserting the following 
ae in the proper place, perhaps at the end of section 501 (c) 
' (3): 

Provided, That for the purposes of this section the following shall not be con- 
strued as attempting to influence legislation : 

, (1) The presentation of testimony or statements at congressional committee 
learings; 

(2) Supplying information requested by a committee or Member of Congress ; 

(8) Transmission to the Congress of resolutions or statements of policy of 
organizations and associations that have been adopted as a part of their regular 
business ; and 

(4) The publication and distribution of periodicals, newsletters or bulletins 
provided such periodicals, newsletters or bulletins are nonexclusive services 
available upon request or at reasonable subscription cost to any member of the 
general public; and providing further, that compliance with an act of Congress 
pertaining to the regulation or registration of, or the filing of reports by, lob- 
byists and lobbying organizations, shall not be deemed or construed as prima 
facie evidence that a substantial part of the activities of any person, organiza- 
tion or association so complying is carrying on propaganda or otherwise, at- 
tempting to influence legislation. 
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The point of the latter proviso, Mr. Chairman, is simply this: It 
is quite possible that for the reason of a very insubstantial portion of 
its total activities, an organization may be required to register or re- 
port under a law designed to disclose lobbying activities. If so 
required, we should like to comply. 

nd we earnestly recommend that it be made clear, so far as the 
Internal Revenue Code is concerned, that such compliance per se 
would not jeopardize tax exemption. The test should still be on the 
facts: Whether or not a substantial part of the activities of an organi- 
zation falls into the category of propaganda or otherwise attempting 
to influence legislation. 

There is another point regarding the basic philosophy of 501 (c) 
(3) that we should like to raise for the thoughtful consideration of 
the committee. 

It has become apparent to us that the indefinite prohibition of sub- 
stantial legislative activities may hamper the Congress by keeping 
from the legislators the kind of information they need and want and 
which can be made available by scientific and educational organiza- 
tions. The observation applies to the whole broad field of science 
and education, not just to the natural resources sphere. 

Nearly all major scientific and educational organizations look for- 
ward to long continuing growth and assistance in their important 
fields through gifts and bequests. In many instances, dues and small 
bequests are not deducted, simply because the donors are in such a 
low tax bracket that they use the standard 10 percent deduction. 
However, we know from experience that those in the higher brackets 
do carefully choose the organizations that get their contributions. 

As a result, the threat of loss of the exemption under 501 (c) (8) 
causes many of the important scientific organizations to be extremely 
reticent in expressing themselves through any mediums on legislation, 
and it is well-known that this results in total silence on the part of 
Bene groups whose advice could be sound and exceedingly beneficial to 

ongress. 

The recent lessons of sputnik emphasize the importance of freedom 
of exchange of information in scientific and educational fields. If the 
principle of tax exemption is valid at al] to encourage the work of such 
organizations, then it would seem that the same tests that provide for 
the original tax exemption should also be sufficient to encourage those 
organizations to provide the best of their knowledge to Congress rather 
than to be handicapped by rules which hamper such information. 

We respectfully request your study of this problem and your con- 
sideration of our suggestions. We thank you sincerely for this op- 
portunity to present our views. 

(The letters referred to are as follows :) 


NATIONAL PARKS ASSOCTATION, 
Washington, D. O., January 24, 1958. 
Hon. Wrisor D. MILts, 
Chairman, House Committee on Ways and Means, 
House of Representatives, Washington, D.C. 

DEAR REPRESENTATIVE Mitis: The National Parks Association submits the 
following information about its activities as supplementary to the joint state- 
ment of several national conservation organizations relating to review of the 
Internal Revenue Code. 

The National Parks Association was incorporated in 1919 under the laws of the 
District of Columbia and was classified as tax exempt under section 501 (c) (3) 
of the Internal Revenue Code. 
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The objectives of the National Parks Association are: 

1. To protect the integrity of national parks and monuments; to uphold the 
highest standards for these areas; and to develop an informed appreciation of 
the significance of these areas by furthering understanding of their primary pur- 
poses by every appropriate means. 

2. To promote the enjoyment of the national parks and monuments in a manner 
that will contribute to the education, inspiration and well-being of the people, 
without impairment of the original features of these living museums, so that 
future generations may know and enjoy them. 

3. To encourage the establishment of new parks and monuments of national 
significance and other nature sanctuaries or reserves wherever necessary to pre- 
serve species of flora or fauna or wildlife habitat, or outstanding examples of 
primeval terrain. 

4. To cooperate with governmental agencies and citizens’ organizations in the 
protection of national parks and conuments, wilderness, wildlife refuges, and 
other natural reservations of any type in the belief that our present system is in- 
adequate for the needs of our expanding population; and to seek the support 
of such organizations to further the objectives of the National Parks Association, 
and also to cooperate with them in support of their objectives whenever ap- 
propriate. 

In carrying out these objectives, the association publishes its quarterly Na- 
tional Parks Magazine to inform its members about progress and developments in 
the national park program of this and other countries and in related fields of 
conservation. 

Schools and public libraries subscribe at a special reduced rate, since education 
of young people is one of the Association’s primary interests. 

The association has also prepared and published books about the national parks 
which are recognized as the outstanding references for academic research and for 
travel information, as well as general conservation education. 

In 1957, the association undertook a special venture under which high school 
and college students were given opportunity to work voluntarily in two national 
parks during the summer, the association bearing the costs of their maintenance 
and educational training there. This was designed to test the feasibility of such 
work by students on a wide scale. After the results are evaluated, the program 
will probably be continued. 

The association provides a rental film library, which is used by schools and 
civic organizations. 

Since many of the articles in the National Parks Magazine are of scientific 
importance, the magazine is abstracted in Biological Abstracts. 

The association studies national park developments and advises the National 
Park Service on matters of development and policy. In the event a national 
park or similar resource is threatened with misuse by an interest outside the 
Government, the association endeavors to prevent this action by increasing public 
understanding of the subject through its magazine, occasional releases, and other- 
wise. In instances where such problems develop legislative aspects, the associa- 
tion establishes its attitudes toward such measure, may testify before committees 
about them ,and announce their provisions to its membership. When Congress 
is in session, concise notice of important legislation is given in the magazine. 

The association is financed principally by its membership dues, with supple- 
mentary income from book sales, investments, and an occasional general con- 
tribution to the work of the association None of its revenue is contributed for 
legislative activity. 

Yours sincerely, 
Frep M. Packarp, Eavecutive Secretary. 


NATIONAL WILDLIFE FEDERATION, 
Washington, D. C., January 24, 1958. 
Hon. Wiizur D. MIs, 
Chairman, House Committce on Ways and Means, 
Housc Office Building, Washington, D.C. 

Dear Mr. MILus: The National Wildlife Federation is made up of State wild- 
life federations, conservation leagues and sportsmen’s associations in the various 
States and Alaska. These State and local affiliates are mostly dues-paying 
groups, but the national federation neither requires nor accepts any affiliate fees 
or dues from its member organizations. 
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The national federation is financed almost entirely from the distribution of 
wildlife conservation stamps to conservation-minded American citizens who, 
in return, make small contributions to support the federation’s activities. We 
are the occasional recipient of sizable gifts and bequests, and such small and 
large contributions are supplemented by returns from the sale of notepapers, 
books, wildlife art prints, and similar objects, mostly to the same people who 
contribute for the wildlife stamps. 

As a nonprofit, scientific, and educational organization, the federation carries 
on broad programs of educational activities directed at both the school age 
and adult levels. 

DISTRIBUTION OF EDUCATIONAL MATERIALS 


Under the supervision of a committee on conservation education and through 
its servicing division, the federation publishes and distributes educational leaf- 
lets, bulletins, and brochures upon request to schoolchildren, teachers, youth 
groups and youth group leaders. During the 1957 calendar year, 555,000 copies 
of such educational leaflets were distributed without charge and, for bulk orders, 
at low cost. Better than 75 percent of these were provided free to more than 
52,000 persons who wrote to the federation for information and assistance, <A 
listing of these publications is attached. 


SCHOLARSHIP AND FELLOWSHIP GRANTS 


For several years, the federation has granted annually a number of under- 
graduate scholarships to outstanding students in conservation and the natural 
sciences, and fellowships for graduate research in conservation education and 
wildlife biology. In 1957. for example, three undergraduate scholarships of 
$500 went to students at the University of Minnesota School of Forestry, Ohio 
State University and Antioch College at Yellow Springs, Ohio. Graduate re- 
search fellowships of $1,000 each went to outstanding applicants doing work at 
Cornell University (2 students), the University of Washington and Oklahoma A. 
and M. College. 

Special grants-in-aid went to help finance teachers’ conservation workshops, 
conservation camps for young people, and similar projects in 15 States. 

A total of $27,000 has been budgeted and scheduled for fellowships, scholar- 
ships, and additional grants in 1958. °: 


NATIONAL WILDLIFE WEEK 


Since the first National Wildlife Week was proclaimed by President Franklin 
I). Roosevelt in 1938, the National Wildlife Federation has sponsored this annual 
event as a nationwide educational campaign, the purpose of which is to inform 
and alert the public regarding our national Cependence on natural resources 
and the importance of conservation practices. Each year a particular con- 
servation problem is emphasized. In 1958 we shall be stressing the importance 
of the public lands. Last year the theime was wildlife habitat—‘‘Make a Place 
for Wildlife.” In previous years, public attention was called to water pollution 
problems, wetlands preservation and the plight of endangered species. 


DIRECT ASSISTANCE TO OTHER EDUCATIONAL ORGANIZATIONS AND INSTITUTIONS 


Last year the National Wildlife Federation helped prepare and, with a match- 
ing grant from the Outboard Boating Club of America, paid for a conservation 
manual that was distributed to 50,000 Boy Scouts attending the National Boy 
Scout Jamboree at Valley Forge Park. Pa. he federation’s director of con- 
servation education has supervised the conservation section of the past two 
National Boy Scout jamborees. 

Federation staff members have attended and participated in numerous meet- 
ings of teachers’ associations and teacher training sessions throughout the 
United States. 

CONSERVATION NEWS SERVICE 


The federation publishes and distributes without charge and upon request to 
any interested citizen a semimonthly publication called Conservation News. In 
this, significant events and trends in natural resources management are reported 
and analyzed. 
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LEGISLATIVE NEWS SERVICE 


Similarly, the federation publishes a complete digest of bills introduced in 
Congress affecting natural resources and reports on committee hearings and other 
actions on such legislation. This legislative reporting service also is distributed 
without charge to any interested citizen or group, and it is used by Members 
of Congress. 

SPONSORSHIP OF TECHNICAL CONFERENCES 


The National Wildlife Federation sponsored conferences among wildlife 
biologists working on lesser prairie chicken problems at Goodwell, Okla., in 
1956 and Portales, N. Mex., in 1957. A technical conference on the greater prairie 
chicken was sponsored in 1957 at Grand Island, Nebr., These conferences were 
attended by research biologists from all the States where efforts are being made 
to preserve and restore this important game bird. The federation organized 
und sponsors the National Committee on the Prairie Chicken. 


FIELD ASSISTANCE TO ORGANIZE GROUPS 


The federation’s tield staff renders direct assistance in organizational prob- 
lems and activities to state and local conservation organizations. 
This listing is incomplete but it illustrates the nature and scope of our activities 
in aid of education and science. 
Sincerely yours, 
CHARLES H. CALLison, Secretary. - 


CONSERVATION PUBLICATIONS OF THE NATIONAL WILDLIFE FEDERATION JANUARY 
1958 


This is your order blank. Please check items and quantity desired and return 
list to: Servicing Division, National Wildlife Federation, 232 Carroll Street 
NW., Washington, D. C. 


a AGGRONS 26c..lioeus Wie. cs 
Amount enclosed —_------ Ghettt. . ..... Money order ~..----- Gastit. i134... 
Oly i. ..t0th. Bareelsuin MOORe Sse cei cash 

ELEMENTARY 


Homes for Wildlife: Tips for Young Conservationists: J. D, Bulger, 8 pages, 
illustrated. Suggestions for wildlife homes and habitat improvement measures 
to be carried out by young people. Single copy free, 5 cents each additional. 

My Land and Your Land Series: Four booklets of about 45 pages each, il- 
lustrated in color. $1 per set or 25 cents per single copy. 

Book 1. Would You Like To Have Lived When * * *? A narrative account 
of the pioneers’ treatment of the land and its wildlife. Grades 8 to 5. 

Book 2. Raindrops and Muddy Rivers. A treatment of water use, con- 
servation and some of the problems that have resulted from land abuses. 
Grades 4 to 6. 

Book 38. Plants and Animals Live Together. A discussion of animal and 
plant communities, their relationships to each other, and conservation pro- 
grams designed to perpetuate them. Grades 5 to 7. 

Book 4. Nature’s Bank—The Soil. A description of the soil, its origin 
and treatment in various sections of the country. Grades 6 to 8. 

Soil Means Life: Fair C. Griffin, 8 pages, illustrated. Blementary introduc- 
tion to the why and what of soil, and our dependence upon it. What happens 
to soil through bad land practices is explained as are methods for restoring 
it. Single copy free, 10 cents each additional. 

State Birds and Flowers: 1 page, 1 to 25 copies free, 1 cent each in quantities 
over 25. 

These Lands of Ours: Readable discussions of the different types of public 
lands, and the many benefits realized from them. Written especially for stu- 
dents. Single copy free, 10 cents each additional. 

True to Life Series: R. W. Eschmeyer; 50 pages each; illustrated in 2 colors; 
realistic conservation stories for children ; 50 cents per copy. 

Billie Bass, Bob White, Bobbie Bluegill, Charlie Cottontail, Mac Mallard, 
Freddie Fox Squirrel, Tommy Trout, Willie Whitetail, Woodie Woodchuck. 

Water: Bernard Frank; 8 pages; illustrated. An elementary description of 
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water resources and the part man can play in protecting them. Water con- 
servation projects for children are suggested. Single copy free, 10 cents each 
additional. 

ADULT AND HIGH SCHOOL 


Ask Me Another: Brochure of questions and answers about the conservation 
program of the National Wildlife Federation. Free in reasonable quantities. 

By Which We Live: Ernest Swift; 38 pages. A collection of thought-pro- 
voking essays on the important issues of concern to conservationists. Single 
wee free, 25 cents each additional up to 25 copies; 20 cents each in large quan- 

es. 

Conservation Clubs for Juniors: William L. Reavley; 20 pages; illustrated. 
A comprehensive outline for organizing a junior conservation club. Activities 
and projects are suggested. Single copy free, 10 cents each additional. 

Conservation Directory: Published annually ; 102 pages. A listing of private 
and public conservation organizations of the United States, Canada, Central 
and South America ; 50 cents each. 

Conservation Education for American Youth: 50 pages. Teachers will find 
this an excellent outline on the conservation of soil, water, animal, plant, min- 
eral, and human resources. 40 cents each. 

Desert in Your Own Backyard: 16 pages; illustrated. A graphic demonstra- 
tion of the vital need for forest, soil and water conservation. Single copy free, 
10 cents each additional. 

Ditches, Dust, and Ducks: R. G. Lynch; 8 pages; illustrated. Four articles 
on abuses of land and water resources of the Dakotas’ rich waterfowl marshes. 
Free in reasonable quantities. 

Habitat Improvement: Key to Game Abundance: W. O. Nagel; 24 pages; il- 
lustrated. A key to greater understanding of wildlife conservation through 
improvement of wildlife living areas. Single copy free, 10 cents each additional. 

How Your Wildlife Stamp Dollars Work for Conservation: Brochure describ- 
ing use of funds for the conservation program of the National Wildlife Federa- 
tion. Reasonable amount free. 

Let’s Build for Conservation Series: J. D. Bulger; 4 pages each; illustrated. 
Descriptive folders on practical conservation projects. Single copy free, 5 cents 
additional. 

Let’s Build Brush Shelters for Fish 
Let’s Build V-Dams 

Let’s Build Log Dams 

Ponds for Wildlife 

Spawning Beds for Trout and Salmon 
Spawning Boxes for Bass 

Let’s Give a Tithe for Trout 

Adopt a Reservoir 

Let’s Develop a Marsh for Wildlife 
Let’s Build Shelters for Wildlife 

Let’s Be a Snapper Trapper 

Let’s Work for Welcome Woodie Week 
Let’s Plant Willows 

Back-Forty for Wildlife 

No Magic Formula for Solving the Dilemma of the Dollar: Guide for fund 
raising and financial management of the conservation organization ; 1-25 copies 
free, 2 cents each additional. 

Our Endangered Wildlife: 32 pages; illustrated. Authoritative discussion of 
14 endangered species of the United States and their restoration needs; 15 cents 
each. 

Protecting Our Living Waters: 12 pages; illustrated. Describes effect of pol- 
luted waters on our health, recreation, wildlife and national livelihood. Suggests 
methods of restoring pure waters. Single copy free, 15 cents each additional. 

Suggestions for Organization of a Sportsmen’s Club: 25 pages; pointers for 
organizing local and country clubs; 1 to 5 copies free, 3 cents each additional. 

This We Believe: A statement of the conservation policy of the National Wild- 
life Federation. Free in reasonable quantities. 

Wetland Is Fur Country: L. B. Yeager; 10 pages; illustrated. Points out the 
economic importance of wetlands as fur producers. Single copy free, 5 cents 
each additional. 

You and Conservation: W. P. Taylor; 16 pages; illustrated. A source of many 
helpful ideas and suggestions for the individual or groups wishing to advance 
conservation knowledge and practices. This is a comprehensive treatment of 
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the conservation jobs to be done by the alert citizen. Single copy free, 10 cents 
each additional. 

Your Land and Mine: Marion Clawson; 12 pages; illustrated. An authorita- 
tive and informative booklet describing various categories of public lands, their 
value to us and the need for their preservation. Single copy free, 15 cents each 
additional. 

Conservation News: C. H. Callison, editor. A biweekly newsletter. Reports 
in popular form on important developments and issues of interest to conser- 
vationists. Free subscription to adults upon request. 

Conservation Legislative Report: C. H. Callison, editor. A factual weekly 
report of bills introduced in Congress. Issued while Congress is in Session, it 
complements the Conservation News in providing the basis for active participa- 
tion by an informed public in legislation affecting our natural resources. Free 
subscription to adults upon request. 


Sport FISHING INSTITUTE, 
Washington, D. C., January 24, 1958. 
CHAIRMAN, COMMITTEE ON WAYS AND MEANS, 
House Office Building, Washington, D. C. 


Dear Sir: The Sport Fishing Institute was organized in 1949 by a group of 
farsighted fishing-tackle manufacturers. The purpose was rather clearly stated 
by one of the founders when he said: ‘‘We’ve milked the cow long enough. Now 
it’s time to feed her.” The institute was organized in an effort to help fish- 
ing and fishermen. It was set up as a fish conservation agency, not as an 
organization aimed at promoting the sale of tackle. 

Over 180 associations and manufacturers of fishing tackle, fishing accessories, 
outboard motors, boats, trailers, sporting goods, and chemical, glass, cork, paper, 
and metal products, used directly or indirectly by anglers, now contribute funds 
to the institute. Their contributions are the major source of income. However, 
a larger and growing number of other small businesses and individuals con- 
tribute token funds to the organization as well. 

The Sport Fishing Institute is a nonprofit, nonstock scientific organization 
incorporated under the laws of the District of Columbia. Its corporate purposes 
are (1) to promote and assist in the conservation, development, and wise 
utilization of our national recreational fisheries resources; (2) to advance and 
encourage the development and application of all branches of fishery research 
and management; (3) to collect, evaluate, and publish all information of value 
to advance fishery science and the sport of fishing; (4) to assist existing educa- 
tional institutions in the training of personnel in fisheries science and manage- 
ment; (5) to encourage a wider participation in sport fishing through the distri- 
bution of information pertaining to its health and recreational values; and (6) 
to assist and encourage cooperate effort between all existing conservation 
organizations. 

On April 21, 1951, the institute was granted a nontaxable status by the col- 
lector of internal revenue under section 101 (7), United States Treasury Code. 
On December 8, 1953, the Assistant Postmaster General, United States Post 
Office, informed the institute that it has been regarded as a nonprofit educa- 
tional and scientific organization and authorized the institute to mail under 
section 34.65 (c) of the Postal Laws and Regulations. 

Our main objective is to help improve fishing. In older fields, such as ag- 
riculture and medicine, our immense progress can be attributed mainly to fact- 
finding, edueation, and rising professional standards. In fish conservation, 
our current progress can be attributed to these same factors. For this reason, 
the institute concentrates its attention on these same three items. 

The institute gives a number of research grants and graduate fellowships to 
stimulate needed fishery research and to assist in the training of fishery stu- 
dents. Such funds have been given to Cornell University, Iowa State College, 
Long Beach State Colloge, Maryland Department of Research and Education, 
University of Maine, University of Massachusetts, University of Michigan. 
University of Minnesota, Montana State College, Northeast Missouri State 
Teachers College, Oklahoma Game and Fish Department, Southern Illinois Uni- 
versity, Tulane University, Utah State College, University of Indiana, and Ala- 
bama Polytechnic Institute. 

Fish conservation education is another one of the bottlenecks to progress 
along with our research needs. The Sport Fishing Institute publishes a monthly 
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bulletin which has a circulation of 24,000. This 8-page publication goes chiefly 

to fish and game administrators and commissioners, professional fish and game 

workers, conservation officiers, outdoor writers, officials of sportsmen’s organiza- 

tions, and other key conservation workers, such as legislators—both State and 

Federal. 

i From time to time, special conservation publications are prepared and made 

1 available at approximate cost. In the past over 200,000 copies collectively of 

| the highly successful Fish Conservation Fundamentals: Land, Water and Fish- 

ing; and Conservation Chart, have been distributed on this basis. 

The institute cooperates closely in the Boy Scouts conservation program. 

Special-events fishing and fish conservation activities are furnished. A new 

| merit badge book, Fishing, was prepared jointly. A conservation pledge was 
prepared. About 4% million copies were printed and distributed by the Boy 
Scouts. Funds are made available to help train scout leaders in conserva- 
tion principles. A conservation kit has been financed jointly in 1957 by SFI, 
the North American Wildlife Foundation, and the Wildlife Management In- 
stitute. It went to nearly 80,000 Scout troops throughout the country. The 

institute’s unique Conservation Chart was adapted for use as the display piece 

in the kit. 

he This isn’t a comprehensive report on the Sport Fishing Institute’s activities 

but it indicates the scope and type of work we do. Copies of any of our pub- 

lications will be made available to the committee upon request along with any 

other information we can furnish. 

We thank you sincerely for the opportunity to outline our program and 
problems. 
Respectfully yours, 





Rosert M. Pau, Herecutive Secretary. 


THE WILDERNESS SOCIETY, 
Washington, D.C. 
Hon. Wizsur D. MI11s, 
Chairman, House Committee on Ways and Means, 
House Office Building, Washington, D.C. 

Dear Mr. Mirrzxs: The Wilderness Society was incorporated under the laws of 
the District of Columbia in April 1937 as a nonprofit organization. Its objects 
as stated in the society’s bylaws are— 

“To secure the preservation of the American wilderness wherever found and 
for this purpose to make or to initiate or cause to be made scientific studies and 
investigations concerning wilderness areas, their values and uses to the public, 
and the best methods for their protection, preservation, and use in the public 
interest ; to enlist the aid and personal services of individuals and of popular and 
scientific organizations, schools, universities, institutions, and Government agen- 
cies in making these scientific studies and investigations, and in protecting and 
preserving wilderness areas; to educate the public concerning the value of 
wilderness as a national resource and how it may best be used and preserved in 
the public interest; and to promote nationwide and international cooperation in 
resisting the invasion of wilderness by the sights, sounds, and other influences of 
a mechanized civilization.” 

A basic belief of the society is that— 

“Wilderness is a valuable natural resource that belongs to the people and that 
its preservation—for educational, scientific, and recreational use—is part of a 
balanced conservation program essential in the survival of our civilized culture.” 

The purpose and program are outlined as follows: 


PURPOSE 


“The Wilderness Society is a national conservation organization incorporated 
in the District of Columbia to secure the preservation of wilderness * * * to 
carry on an educational program concerning the value of wilderness and how it 
may best be used and preserved in the public interest * * * to make and en- 
courage scientific studies concerning wilderness * * * and to mobilize coopera- 
tion in resisting the invasion of wilderness * * *. There are 80 wilderness, wild, 
primitive, and roadless areas within the national forests. There are 48 primeval 
national parks and monuments. Other Federal areas with wilderness include 
wildlife refuges and Indian reservations. There also are State parks and pre- 
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serves where wilderness is protected * * *, The Wilderness Society’s most par- 
ticular, immediate purpose is to defend these areas * * *. Its long-time, broad 
purpose is to increase the knowledge and appreciation of wilderness, wherever 
found, 


PROGRAM 


“We publish The Living Wilderness, issued quarterly, illustrated with photo- 
graphs, paintings, drawings, and maps and including articles, narratives, poems, 
reviews, and news * * *, We make personal investigations of wilderness areas 
and problems * * *, We bring wilderness needs to the attention of those con- 
cerned with public-land policies * * *. We mobilize support for wilderness 
preservation and tell our members, other organizations, and the public about 
proposals that threaten this preservation * * *. We represent wilderness in- 
terests at public hearings * * *. We attend conservation conventions and other 
meetings to discuss current needs and opportunities in wilderness preserva- 
tion * * *, We join with other organizations in cooperation for the conservation 
of all natural resources * * *. We encourage our members to work for the 
preservation of natural areas in their home localities * * *. We maintain an 
oftice in the Nation’s Capital.” 

Sincerely yours, 


Howarp ZAHNISER, 
Eawecutive Secretary and Editor. 


WILDLIFE MANAGEMENT INSTITUTE, 


Washington, D. C., January 24, 1958. 
Hon. Witgur D. MILLs, 


Chairman, House Ways and Means Subcommittee, 
House Office Building, Washington, D. C. 


DEAR CHAIRMAN MILLS: We wish to supplement the statement presented by 
Mr. Callison with this recital of the aims, objectives, and activities of this or- 
ganization. 

The institute was established in 1946 as a nonprofit membership organization 
to carry on the public activities that have been continuous since 1911. The pro- 
gram of the institute has been broadened over the years and reflects progressive 
changes in the approach to conservation. The major objectives are to contribute 
to the Nation’s welfare by promoting better management and the wise use of 
all renewable natural resources. In this respect, the program is more compre- 
hensive than the name “wildlife” implies, in that it concerns itself with the 
restoration, Management, and conservation of fisheries, soil, water, and forests, 
and embraces the perpetuation of outdoor recreation. 

The institute staff consists of 5 well-trained field representatives that operate 
from regional headquarters in different parts of the United States; the personnel 
of 2 important wildlife-research stations in Canada, and the small staff in the 
Washington office. 

The institute works with the various governmental agencies and private or- 
ganizations to accomplish better administration and management of natural re- 
sources. During the past few years, the institute has been requested to make 
complete surveys of the operations of State conservation agencies, their programs 
and policies. Such surveys are made by the institute’s president, assisted by 
the field staff, at the invitation of the governor and/or the conservation com- 
mission or legislature of the State. No charge is made for these surveys, other 
than reimbursement of some of the actual expenses. The services and expenses 
of the fieldmen assisting the president are donated by the institute. Some of the 
published reports of these surveys are over 100 pages in length. More than a 
third of the States have requested such assistance, and some have requested re- 
surveys of their programs to evaluate the progress that has been made toward 
achieving the reforms or changes recommended in the original survey. Most of 
them have published the final survey reports in one form or another. 

Close cooperation is maintained by the institute officers and staff with officials 
and field personnel, at national, local, and regional levels, of the Soil Conserva- 
tion Service, United States Forest Service, United States Fish and Wildlife 
Service, Public Health Service, and all other State and Federal agencies con- 
cerned with conservation. Similar cooperation is given to Provincial and Domi- 
nion counterparts of these Federal agencies as well as to private organizations 
in Canada and Mexico concerned with natural resources. One of the principal 
goals of the institute is to encourage closer cooperation and coordination of 
effort among all such organizations and agencies. 
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The institute urges the development and management of public and private 
lands so that each unit will produce as much wildlife as possible consistent with 
the requirements of agriculture, commerce, industry. The services of the insti- 
tute’s field staff are available without charge to any landowner, corporation, or 
organization interested in developing areas for wildlife. In several instances 
this activity has involved the actual drawing up of elaborate plans, and on-the- 
land supervision of work crews. There is no charge for such services. The 
members of the institute’s field staff are biologists, the majority of whom have 
been in service for many years. 

Another important activity of the institute is the dissemination of information 
in the natural-resources field. The institute sponsors the North American wild- 
life conferences that are held annually in the major cities of North America. 
All meetings are open to the public without charge, and the yearly meetings have 
become the clearinghouse for information in the field of natural-resource con- 
servation. The transactions of the conferences are published by the institute and 
made available to the public at cost. They are used as reference books by prac- 
tically all workers in wildlife management and related fields. These large 
printed volumes may be found in many of the public libraries and libraries of 
the colleges and universities throuhgout the country. 

The institute issues a bimonthly newsletter on current developments in con- 
servation to outdoor writers, editors, and publishers of newspapers and maga- 
zines, to educators, and lay conservation leaders. This service is available with- 
out charge upon request to any interested individual in these categories. 

The institute publishes worthwhile books on wildlife and game management. 
Usually these authoritative works are the final reports of exhaustive technical 
studies, and the findings are printed in an attractive form at minimum prices. 
Most of the institute’s full-length books are used as textbooks in the colleges 
and universities that present courses in wildlife management. In addition to 
occasional leaflets and circulars, the institute has published four attractively 
illustrated booklets designed to assist interested individuals in planning wildlife 
developments on their own property. Several hundred thousand copies of these 
booklets have been made available wtihout charge to those that have requested 
them. Organizations or other groups desiring larger quantities are permitted 
to purchase the booklets at cost. 

One of the most important activities of the institute is the training of young 
men in natural-resources management. The institute has been a participant in 
the cooperative wildlife research unit program since its inception in 1935. In 
this program, the United States Fish and Wildlife Service, the respective State 
conservation agencies, and land-grant colleges contribute funds or equivalent 
equipment and facilities toward the support of this nationwide program, which 
includes Alaska. The institute’s contribution to each unit, although less than 
that provided by the other cooperators, is made available without the customary 
restrictions that are imposed by the governmental agencies and institutions. 
The money therefore is available to the units for use where it is most needed in 
the training of the students. 

The institute’s 2 Canadian research stations at Delta, Manitoba, and at the 
University of New Brunswick have 2 functions: to train students in practical 
wildlife work and to help obtain the information that can be attained only 
through field research. Students in wildlife management at various universities 
in the United States and Canada conduct important field research at the Delta 
Waterfowl Research Station each year in the heart of the most important water- 
fowl-breeding grounds in North America. Many of the men that have been 
trained at delta now hold important positions in the conservation departments 
of the various States and in the different Federal agencies. Information obtained 
through the studies at delta now is used by many of the State conservation de- 
partments and the United States Fish and Wildlife Service and Dominion Wild- 
life Service in the management of waterfowl resources of North America. 

Each year the institute has issued more than a dozen scholarships, fellowships, 
and grants-in-aid to graduate students in natural-resource management to con- 
duct important research into pressing problems. This program has permitted 
many deserving young men to complete advanced training in their chosen fields 
and has helped solve many problems that have faced State and Federal adminis- 
trators for many years. 

It is hoped that this rather concise summary of the institute’s program will 


provide a better understanding of its varied efforts to meet the cultural needs 
of the entire citizenry. 


Sincerely, 


C. R. GutrrmutsH, Vice President. 
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The Crarrman. Are there any questions of Mr. Callison? 

If not, Mr. Callison, we thank you and those associated with you for 
your appearance and the information you have given the committee. 

Mr. Cauuison. Thank you, sir. 

There is one additional letter to be filed as an exhibit. It is the 
Aero Club letter. It did not arrive from San Francisco. 

The CuarrmMan. Without objection, it may be added to the record 
when it is available. Will you have it in a few days? 

Mr. Catuison. It should have arrived today. 

The CHarrMan. Just turn it over to the clerk. We will see that it is 
included in the record. 

Mr. Albert J. Thille. 

Will you come forward, please, sir, and give your name, address, 
and the capacity in which you appear, for the benefit of the record. 


STATEMENT OF ALBERT J. THILLE, SANTA PAULA, CALIF., REPRE- 
SENTING THE AGRICULTURAL COUNCIL OF CALIFORNIA 


Mr. Tuitiz. My name is Albert Thille. I live in Santa Paula, 
Calif. Iama farmer. I am here representing the Agricultural Coun- 
cil of California, an organization of 66 farmer-owned and farmer- 
operated commodity organizations. 

You have been presented with the entire statement that I wish to 
make, and I would like that to be a part of the record. 

The Cuarrman. Without objection, it will be included in the record. 

(The statement referred to is as follows:) 


STATEMENT OF ALBERT J. THILLEE OF SANTA PAULA, CALIF., REPRESENTING 
THE AGRICULTURAL COUNCIL OF CALIFORNIA 


Mr. Chairman and gentlemen of the committee: My name is Albert Thille. I 
live and farm in Santa Paula, Calif. My family moved to that area in 1890, and 
the ranch on which I currently live I purchased in 1917. I grow lemons, oranges, 
avocados, walnuts, lima beans, and hay. I have always believed that the only 
way to farm successfully is to have control of your product from the time it is 
produced through and until it is marketed to the consumer. For this reason I 
have been an active member of farmer cooperatives for most of my life. In fact 
I have helped to organize several cooperatives and I am currently an active 
member of the following farmer-owned and -operated cooperatives: Calavo 
Growers of California, Inc.; Saticoy Lemon Association; Briggs Lemon Associ- 
ation; Mupu Citrus Association; Santa Paula Walnut Association; and Cali- 
fornia Lima Bean Growers Association. In addition, I am a member of the board 
of directors of the Exchange Lemon Products Co., and of the Diamond Walnut 
Growers, Inc. 

I am appearing before your committee today in two capacities: One, repre- 
senting myself as an individual farmer; and two, representing the Agricultural 
Council of California, an organization of 66 farmer-owned and -operated co- 
operative commodity organizations. I am a member of the executive committee 
of the council, and have served on the board of directors for a number of years. 

I have come to Washington, D. C., to discuss with you a national problem, of 
great concern to almost every farmer. It has to do with the manner in which 
a farmer must treat, for income tax purposes. the revolving fund credits or other 
types of noncash patronage allocations that he receives from his cooperative. I 
am sure that everyone is agreed that any such allocations are taxable in the hands 


of the farmer patron. The problem that vitally concerns us is when these alloca- 


tions are taxable. Millions of farmers throughout our country market their 
products or purchase their farm supplies through cooperatives owned and oper- 
ated by them. To the farmer his cooperative is an off-farm extension of his 
farming operations. By working together with his neighbors, he expects to save 
costs of operation, thereby increasing his net income. He considers the savings 
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from his cooperative as a part of his income, and he expects to pay tax on that 
income when it is received. 

Generally speaking, farmers keep books on a cash basis. That is, when they 
receive cash they consider it income, and pay the necessary taxes. The problem of 
when the tax is payable by the farmer arises because of confusion existing for 
several years due to an Internal Revenue Service ruling without, to my best 
knowledge, any legislative instruction of any sort. This ruling attempts to change 
the average farmer’s basic method of procedure by requiring him to pay tax on 
the noncash patronage allocation in the year in which it is allocated rather than 
when such allocation is translated into cash. 

This demand by the Internal Revenue Service that the farmer consider as 
income these allocations in the year in which they are allocated has been tested 
in court several times and in each instance the court has refused to concur with 
the Internal Revenue Service, and has instead ruled in favor of the farmer. I 
will not go into detail on these court cases for I am not an attorney, and I am 
sure that they will be covered adequately in the testimony of the National Council 
of Farmer Cooperatives and other such organizations, In the face of an ever- 
increasing number of adverse court decisions, the Internal Revenue Service has 
failed to modify its ruling in any way, and is still pursuing its arbitrary harass- 
ment of the farmer. 

I would like briefly to tell you of my own personal experience with the Internal 
Revenue Service. Shortly after I started my own farming operations in Santa 
Paula I was visited, I believe it was in the year 1918, by a gentleman from what 
was then called the Bureau of Internal Revenue. This gentleman was very 
courteous and helpful. He assisted me greatly in setting up correctly the book- 
keeping system for my farming operations. It was his statement of Federal 
tax policy that everything should be reported on a cash basis, including the 
noncash patronage allocations from the cooperatives to which I belong. He told 
me that a person could not report part of his income on a cash basis and another 
part of it on an accrual basis, and therefore I should consider everything on a 
eash basis. Since this first visit at least 10 representatives of the Internal Reve- 
nue Service have called on me to andit my records, and each time they have told 
me to continue to report these patronage allocations as income in the year in 
which I actually received the cash. They have all indicated to me that this is a 
procedure followed by the majority of farmers, and in compliance with the Fed- 
eral law. Incidentally, reporting on a cash basis in my case has meant the pay- 
ing of a considerable amount of additional taxes into the United States Treasury, 
due to the generally increasing tax rates and increased gross income. 

In 1952 a representative of Internal Revenue called at my ranch to andit 
my books and informed me for the first time that I must start to report all non- 
eash patronage allocations as income in the year in which they are allocated and 
immediately pay the tax on them. After 35 years of paying on a cash basis under 
instruction from Internal Revenue I was shocked by this reversal of policy and 
did not feel that I should change. TI am still in the process of discussion and nego- 
tiation with the Internal Revenue Service. 

A farmer paying on an accrual basis would not be bothered by this Internal 
Revenue Service ruling. However, farmers reporting on a cash basis—and I 
believe that they are by far a large majority—will be hurt very seriously if 
the ruling is left standing and they are penalized by being forced to pay income 
tax on current noncash allocations as well as the current cash allocations from 
previous years. Farmers are ready and willing to pay their fair share of any and 
all taxes. However, when they work cooperatively with their neighors to 
market their products or purchase their essential farm supplies, thereby elimi- 
nating the necessity of appropriating millions of Federal tax dollars for farm 
supports, they do not appreciate being penalized tax-wise. 

I have always believed that one should profit from the experiences of an- 
other, and if I may, I should like to suggest for your consideration a means 
whereby the millions of American farmers can be materially assisted. I should 
like to tell you briefly of how a parallel to this national problem was solved 
by the farmers in the State of California. 

During the 1957 session of the California Legislature, working through the 
Agrictultural Council of California, we were successful in securing passage 
of what was known as Assembly bill 81. It is now chapter 788, statutes of 1957. 
This, very briefly, amended the Revenue and Taxation Code to say that the 
farmer-patron of a farmers’ cooperative has the option of reporting as income, 
for State income tax purposes, noncash patronage allocations from farmers’ 
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cooperatives in the year in which they are allocated or in the year in which 
the cash is received, so long as he is consistent in the method chosen. Following 
the passage of this legislation which, incidentally, passed the Assembly and 
the Senate of the State of California without a dissenting vote, our State 
franchise tax board issued a legal memorandum regarding the handling of ex- 
isting cases which were before it concerning noncash patronage allocations, 
This memorandum, in effect, instructed the staff to operate as if the newly 
passed 1957 law had been in operation at all times. 

There are reasons why the passage of this law in California is significant and 
pertinent to your hearings here in Washington, D. C. California is the No. 1 
agricultural State in the Nation, and also leads the Nation in the dollar volume 
of marketing and purchasing that farmers do through cooperatives in their off- 
farm operations. California has had a long tradition of close conformity to 
Federal treatment on tax matters. On this question of when patronage alloca- 
tions from farmer cooperatives should be taxed, our California Codes and our 
California Legislature were silent, as is our Federal Code, and as has been 
the Congress of the United States. The State franchise tax board, in good 
faith, was attempting to solve the problem by regulation, but it faced an almost 
impossible task because there was no firm Federal position in this field, due to 
the confusion that has arisen between the administrative and judicial branches 
of the Government while the legislative branch has been silent. In any event, 
our franchise tax board was proceeding on the theory that allocations should 
be included in the year allocated. They were rapidly facing an administrative 
absurdity. No administrator can continue to follow rulings and directives in 
the face of repeated reversals by the courts. Bach new assessment of tax on 
noncash patronage allocations invited the possibility of an additional lawsuit 
against the board. The franchise tax board was looking for a way out of the 
dilemma which it faced, and was most happy to work with the Agricultural 
Council in developing the legislation which was embodied in Assembly bill 81. 
They determined that by giving the option to the farmer of deciding when the 
tax should be paid, there would be no loss of revenue to the State, but at the 
most a postponement of the receipt of revenue. Neither the State franchise 
tax board nor the California Department of Finance opposed this legislation 
as it went through the houses of the California Legislature in 1957. 

I should like you to consider a similar proposal for enactment on the national 
level to clarify for millions of American farmers their position as to when they 
should report their savings from their own cooperatives, thus encouraging 
farmers to work together to help themselves obtain better bargaining positions 
through their marketing cooperatives. This is an equitable national solution 
which would not lose tax revenue, but would instead, I believe, save money for 
the Internal Revenue Service, the courts, and the farmers by removing the con- 
fusion which currently exists. I believe a solution of this sort will encourage 
farmers to seek self-help methods through their cooperatives in solving the farm 
problems that face them. 

On behalf of the Agricultural Council of California and myself, I wish to 
thank you very much for making your valuable time available for these import- 
ant hearings, and for listening to the way in which our parallel problem was 
solved by the farmers in California. 

Thank you. 


Mr. Tuite. I have a condensation of that which I should like to 
present to you now. 

The Cyaan. Can you do that within 5 minutes? 

Mr. Tuitxre. I think I can. 

The Cuatrrman. Thank you, sir. 

Mr. Tutte. I am here to discuss with you a national problem of 
great concern to almost every farmer. It has to do with the manner 
in which a farmer must treat for income-tax purposes the revolving 
fund credits or other types of noncash patronage allocations that he 
receives from cooperatives. 

Farmers are willing to pay their share of all taxes and I am sure 
we all agree that any cooperative allocation is taxable in the hands of 
the farmer patron. The problem that vitaly concerns us is when 
these allocations are taxable. 
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The problem of when the tax is payable by the farmer arises because 
of the confusion which has existed for several years due to an Internal 
Revenue Service ruling which attempts to change the average farmer’s 
basis or procedure by requiring him to pay tax on the noncash patron- 
age allocation on the cooperative in the year in which it is allocated, 
rather than the year in which he receives the cash. 

This ruling has been tested in court several times, and in each in- 
stance the court has refused to concur with the Internal Revenue 
Service and has instead ruled in favor of the farmer. 

I have had personal experience under this confusion because, after 
35 years of reporting on a cash basis under instructions from the 
Internal Revenue Service, they came to me and told me that I should 
change my procedure and pay a tax on my noncash patronage alloca- 
tion in the year in which they were allocated. 

Farmers paying on an accrual basis are not bothered by this Inter- 
nal Revenue ruling. However, farmers reporting on a cash basis, 
and I believe they are by far the largest majority, are hurt and will 
be hurt more seriously if this ruling is left standing and they are 
penalized by being forced to pay income taxes on current noncash allo- 
cations as well as the current cash allocations from previous years. 

We had a parallel to this national problem with our State income 
tax in California. It was solved during the 1957 session of the Cali- 
fornia Legislature when the assembly bill 81 was passed. 

Very briefly, this bill amends the revenue taxation code to say that 
the farmer patron of farmers’ cooperatives has the option of reporting 
as income for State income-tax purposes noncash patronage alloca- 
tion from farmers’ cooperatives in the year in which they are allocated 
or in the year in which the cash is received, so long as he is consistent 
in the method chosen. 

Following the passage of this legislation, which, incidentally, passed 
the Assembly and Senate of the State of California without a dissent- 
ing vote, our State franchise tax board issued a legal memorandum 
regarding the handling of existing cases which were before it concern- 
ing noncash patronage allocation. This memorandum in effect in- 
structed the staff to operate as if this newly passed 1957 law had been 
in operation at all times. 

California has had a long tradition of close conformity to Federal 
treatment on tax matters. On this question of when patronage allo- 
cation from farmer cooperatives should be taxed, our California codes 
and our California Legislature were silent, as is the Federal code and 
as has been the Congress of the United States. 

The State franchise tax board in good faith was attempting to solve 
the problem by regulation, but, faced the almost impossible task that 
no administrator can continue to follow rulings and directives in the 
face of repeating reversal by the court. 

The franchise tax board was looking for an equitable way out of the 
dilemma they faced, and they were most happy to work with us in 
developing the legislation which was embodied in assembly bill 81. 
They determined that, by giving the option to the farmer of deciding 
when the tax should be paid, there would be no loss of revenue to 
the State, but at the most a postponement of the receipt of revenue. 
This plan is working to the satisfaction of the farmer and the State 
of California. 
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We would like to suggest that perhaps you can consider a similar 
proposal for enactment on the national level. If you do, it will clarify 
for millions of American farmers their position as to when they should 
report their allocations from their own cooperatives, thus encouraging 
farmers to work together to help themselves. 


The Cuairman. We thank you, sir, for your appearance and the 
information given the committee. 

Are there any questions? 

If not, we thank you, sir. 


Mr. Tuiiuix. I have a copy of the State law if you would like to 
1ave it. 


The CHatrMan. Without objection, we will include a copy in the 
record so that we will have it before us. 


(The information referred to follows :) 
ASSEMBLY Britt No, 81 


CHAPTER 788 


An act to add Sections 17117.5 and 24273.5 to the Revenue and Taeation Code, relating 
to the personal income and bank and corporation tawes 


[Approved by Governor June 5, 1957. Filed with Secretary of State June 6, 1957] 


The people of the State of California do enact as follows: 

Section 1. Section 17117.5 is added to the Revenue and Taxation Code, to 
read: 

17117.5. (a) Noncash patronage allocations from farmers’ cooperative and 
mutual associations (whether paid in capital stock, revolving fund certificates, 
retain certificates, certificates of indebtedness, letters of advice or in some other 
manner that discloses the dollar amount of such noncash patronage alloca- 
tions) may, at the election of the taxpayer, be considered as income and in- 
cluded in gross income for the taxable year in which received. 

(b) If a taxpayer exercises the election provided for in subdivision (a), the 
amount included in gross income shall be the face amount of such allocations. 

(c) If a taxpayer elects to exclude noncash patronage allocations from gross 
income for the taxable year in which received, such allocations shall be included 
in gross income in the year that they are redeemed or realized upon. 

(d) If a taxpayer exercises the election provided for in subdivision (c), 
the face amount of such noncash patronage allocations shall be disclosed in the 
return made for the taxable year in which such noncash patronage allocations 
were received. 

(e) If a taxpayer exercises the election provided for in subdivision (a) or 
(ec) for any taxable year, then the method of computing income so adopted shall 
be adhered to with respect to all subsequent taxable years unless with the 
approval of the Franchise Tax Board a change to a different method is 
authorized. 

(f) If a taxpayer has made the election provided for in subdivision (c), 
then (1) the statutory period for the assessment of a deficiency for any tax- 
able vear in which the amount of any noncash patronage allocations are realized 
shall not expire prior to the expiration of four years from the date the Franchise 
Tax Board is notified by the taxpayer (in such manner as the Franchise Tax 
Board may by regulation prescribe) of the realization of gain on such alloca- 
tions: and (2) such deficiency may be assessed prior to the expiration of such 
four-year period, notwithstanding the provisions of Section 18586 or the pro- 
visions of any other law or rule of law which would otherwise prevent such 
assessment. 

Sec. 2. Section 24273.5 is added to said code, to read: 

949273.5. (a) Noneash patronage allocations from farmers’ cooperative and 
mutual associations (whether paid in capital stock, revolving fund certificates, 
retain certificates, certificates of indebtedness, letters of advice or in some 
other manner that discloses the dollar amount of such noncash patronage 
allocations) may, at the election of the taxpayer, be considered as income and 
included in gross income for the income year in which received. 
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(b) If a taxpayer exercises the election provided for in subdivision (a), 
the amount included in gross income shall be the face amount of such allocations. 

(c) If a taxpayer elects to exclude noncash patronage allocations from 
gross income for the income year in which received, such allocations shall 
be included in gross income in the year that they are redeemed or realized 
upon. 

(d) If a taxpayer exercises the election provided for in subdivision (c), the 
face amount of such noncash patronage allocations shall be disclosed in the 
return made for the income year in which such noncash patronage allocations 
were received. 

(e) If a taxpayer exercises the election provided for in subdivision (a) or 
(c) for any income year, then the method of computing income so adopted shall 
be adhered to with respect to all subsequent income years unless with the 
approval of the Franchise Tax Board a change to a different method is 
authorized. 

(f) If a taxpayer has made the election provided for in subdivision (¢), 
then (1) the statutory period for the assessment of a deficiency for any in- 
come year in which the amount of any noncash patronage allocations are 
realized shall not expire prior to the expiration of four years from the date the 
Franchise Tax Board is notified by the taxpayer (in such manner as the 
Franchise Tax Board may by regulation prescribe) of the realization of gain 
on such allocations: and (2) such deficiency may be assessed prior to the ex- 
piration of such four-year period, notwithstanding the provisions of Section 
25663 or the provisions of any other law or rule of law which would otherwise 
prevent such assessment. 


The Cnarrman. Mr. C. W. Bonner. 
Mr. Bonner, will you please come forward and give your name, ad- 
dress, and the capacity in which you appear? 


STATEMENT OF C. W. BONNER, PRESIDENT, BONNER PACKING CO., 
FRESNO, CALIF. 


Mr. Bonner. My name is C. W. Bonner, president of the Bonner 
Packing Co.. a California corporation engaged in the processing of 
raisins and dried figs. My subject is our inability within an industry 
to compete with cooperatives. 

The Cuatrman. Mr. Bonner, do you have a written statement ? 

Mr. Bonner. I have a prepared statement that I cannot give in 5 
minutes. 

The Cuarrman. Without objection, the entire statement will be in- 
cluded in the record and you may speak orally if you desire for the 
5-minute period. 

Mr. Bonner. I might add that I also have a statement by Mr. J. B. 
Cella, vice president of the Cella Vineyards, who has asked me to sub- 
mit his statement to save the committee time. 

The Cuatrman. Without objection, that statement will also be in- 
cluded in the record. 

(The statements referred to are as follows :) 


STATEMENT OF C. W. BONNER 


My name is Charles W. Bonner, president of the Bonner Packing Co., a Cali- 
fornia corporation purchasing for cash, processing and marketing raisins and 
dried figs. We have operated continuously for over 60 years and are a major 
factor in our industry. 

I hope to raise in the committee’s thinking a serious question of tax inequities 
in our present structure; especially in its impact upon commercial processors 
competing within an industry with cooperatives. In fact, the former are in an 
untenable position in this age of substantial tax rates. 

My references here to cooperatives, are to the type known as farmer market- 
ing co-ops so prevalent in California. No one questions that fact that they are “big 
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business,” receiving, processing, and distributing a vast quantity of fruits, vege- 
tables, and fiber. Unquestionably, our Government is losing tremendous tax 
revenues from these co-ops, because only a very small minority of the farmer 
members would pay taxes at the same rate as a commercial organization, Fur- 
thermore, there are in all of these co-ops, large untaxed funds in the form of 
so-called revolving funds, but nevertheless, these untaxed funds are being used 
for basic business purposes. Furthermore, the co-ops are using their terrific tax 
advantage by vicious competition to aggrandize their own position at the expense 
of their competitors. This results in a further loss of tax revenues through fail- 
ure of the competing commercial processors to make a profit, or through the 
growth of the co-op. Finally, this tax inequity is developing into a tax loophole 
which is in turn forcing an unnatural economic revolution which in the end will 
surely react to the detriment of the Government and industry alike. I might 
add that the pace is accelerating. 

The following remarks are made to illustrate the foregoing statements: Per- 
haps you will be astounded by the size of these California co-ops. To illustrate, 
30 percent of the State’s $225 million bale cotton crop is processed and distributed 
by co-ops; 40 percent of the State’s $40 million raisin crop; 45 percent of the 
$37 million prune crop; 35 percent of the $50 million wine production ; 80 percent 
of the $30 million walnut crop; 70 percent of the $45 million almond crop; 85 per- 
cent of the $95 million orange crop; 30 percent of the $11 million olive crop, ete. 
Finally, there is a serious effort on foot to organize Cal Can, termed California’s 
newest and potentially largest grower-owned processing co-op. It is estimated 
that this group could control from 30 to 40 percent of California’s vast canned 
peach, pear, apricot, tomato, and asparagus industry with an estimated value of 
somewhere around $150 million and their prospectus attached makes interesting 
reading. 

Next, to illustrate the rate of growth of these co-ops and the corresponding 
demise of their tax-paying competitors, let me cite examples within the dried- 
fruit industry. In the years from 1946 to 1956 the Sun-Maid Raisin Grower’s 
Co-op increased their handling from 32 to 40 percent of the crop; but during the 
same period 10 raisin processors, none of them co-ops, were liquidated. During 
the same period the California Prune and Apricot Growers Co-op increased 
from 32 to 46 percent and, I am told, 9 competing commercial prune packers 
were liquidated. The latest reported casualty in this seeming unending list is 
a firm established before the turn of the century and for many years known as 
the world’s largest dried fruit packer. This firm, which has offered its raisin 
plant for sale, enjoyed national distribution, excellent brands, and sound finan- 
cing. 

Why has opposition to this tax inequity remained a “cry in the wilderness”? 
First of all, co-ops represent a very well-organized group and seems to enjoy 
excellent public relations; secondly, their tax-paying competitors are divided 
and compromised in one way or another. I know of a commercial processor 
intimidated by their co-op grocery store customers; I know another processor 
much of whose stock is owned by a group intimately connected with a large 
co-op. There are others who hope soon to obtain a wonderful opportunity to sell 
their businesses to some group of farmers organized into a co-op. 

Obviously, unless we want a large segment of our economy on a nonprofit, non- 
taxpaying basis, some way must be found to eliminate this tax advantage to 
co-ops. Let me make a specific case: The Sun-Maid Raisin Co-op has two revolv- 
ing funds, one called capital and the other operating. The former amounts to a 
holdback of $5 per ton each year for 7 years and the latter $5 per ton per year 
for about 5 years. Sun-Maid growers deliver on the average about 80,000 tons 
per year, so this holdback of untaxed money amounts to about $4,800,000. If a 
commercial operator were to accumulate the same amount of money, they must 
first pay approximately 52 percent Federal income tax, also, undoubtedly pay 
dividends, ete. In effect, every plant, machine, or equipment a commercial 
processor buys costs at least twice as much as a similar purchase by a co-op. 
I am told the production per man-hour in this country in the last 5 or 6 years 
has increased around 10 percent. This was accomplished by capital expenditures 
for more efficient machinery or equipment, so whether you are a commercial 
operator or a co-op, you must keep in the race with large capital expenditures. 
Unfortunately, the co-ops have been able to outdistance their commercial com- 
petitors. It is no coincidence that a good many of the modern installations in 
California today are in the hands of co-ops. 

Now these tax advantages work in another way. None of these new co-op 
ventures want the hazard of creating a business from scratch. Years ago the 
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co-ops fulfilled an economic necessity by supplying a marketing outlet for farmers 
who were otherwise having difficulty. Today—as illustrated in the Cal Can 
prospectus (which is attached) they want to buy well-established brands and 
distribution, existing efficient plants, and management. These businesses are 
presently profitmaking taxpayers. They will be absorbed into the co-ops who 
estimate they will pay for them in tax savings in from 7 to 10 years. By the 
time the 10 years have expired these same grower members will have become 
so used to receiving no more than the market as established by the commercial 
competitors that they will undoubtedly then authorize their management to con- 
tinue as a nonprofit organization in order to aggrandize their position, etc.; and 
so goes the vicious circle. In the meantime, the commercial operator who has 
sold out to the co-op has obtained a handsome price to remunerate it from loss of 
dividends, etc., has retained its management positions for at least a term, has 
eliminated risks attendant in all of these commodities, and, finally, pays a 
capital-gains tax rather than an income tax on a very profitable sale. Such a deal 
is especially important to an old, well-depreciated, successful corporation, in 
possession of valuable brands and goodwill. You gentlemen, of course, have 
heard of the Welch Grape Juice deal (see attached bulletin). 

To illustrate what rugged competition these co-ops can be, let me read in part 
from a letter (which is attached) to its members dated December 27, 1957, signed 
by A. E. Swanson, president, Sun-Maid Raisin Growers. “It should be pointed 
out and clearly understood that at the current high economic level in the raisin 
industry, even if such returns were no more than those received by nonmembers, 
the association’s operations would still be highly successful.” Again in the same 
letter: “In fact, the realistic test of Sun-Maid’s success does not altogether lie 
in a large or excessive margin between the returns to its members and those 
received by the outside growers, but rather in the healthy stabilizing influence of 
Sun-Maid on the raisin industry.” 

Again I quote, “Obviously, Sun-Maid members are in a much better economic 
position in receiving a nominal amount per ton more for their raisins at the 
current high level of returns in the field than to receive several dollars a ton 
more at a much lower field price level.” Here you have the largest raisin 
processor in the world saying their yardstick of success is not profit and conse- 
quent dividends for their members, not to pay interest on the money borrowed 
from their members, not to cash in on a fine brand name, and not to pass on 
to their members sums for tax payments, all of which things their commercial 
competitors would expect to do. Here you have Sun-Maid rightfully claiming 
leadership and stability in the industry. Let’s take a look—is it stability when 
10 competitors are liquidated over a period of 10 years of high economic 
activity? Is it a stable condition when in 7 years of the last 9 years, the in- 
dustry had to use a Federal marketing order, primarily for the disposal of 
surplus production? Is it a stable industry that has relied upon the Federal 
Government since World War II for approximately $50 million for support 
prices, subsidies, and diversion payments? Is it a stable industry that has a 
steadily declining per capita consumption of its product? 

Finally, let me give you some gruesome details of our own firm, valiantly 
struggling to compete with this co-op situation. We process and sell yearly, 
about $5 million worth of raisins and $114 million worth of figs. We are 1 of 
the 2 largest cash buyers of raisins in the United States. We have an excellent 
financial structure gained in over 60 years of operation. We have no long- 
term indebtedness. Our facilities are already well depreciated. The highest 
salary paid in our organization is $16,000 per year; nevertheless, our average 
profit on raisins for the last 4 years was only four-tenths of 1 percent before 
taxes. Our average Federal income tax is $45,250, but still in that period we 
spent about $250,000 in capital improvements. It is most interesting to know 
that in the same period we averaged almost 5 percent profit on figs with the 
same management. In the fig industry there are no co-ops. We attribute this 
miserable record on raisins directly to co-op competition. Attached is a schedule 
showing prorated income taxes paid during the past 4 years by Bonner Packing 
Co. on (1) raisin operations and (2) fig operations. Likewise taxes paid by 
Bonner stockholders on dividends declared assuming only that each stockholder 
is in a 25 percent income bracket. 

Gentlemen, we are not opposed to co-ops as such, but rather co-ops with in- 
equitable tax advantages. These are trying times in which our Government 
needs tremendous funds for national security and, at the same time, a healthy 
economy. Let these co-ops come forward and prove, if they can, that they do 
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not have tax advantages and are bearing a comparable share of the Nation’s 
taxload. 


Thank you very much for this opportunity. 





CALIFORNIA CANNERS AND GROWERS 
THE How, WHat, WHY, WHEN, AND WHO oF CAL CAN? 


California’s Newest and Potentially Largest Grower 
Owned Processing Cooperative 


HOW 

How was Cal Can started? 

Answer: The members of the California Canning Peach Association, through 
their advisory councils and board of directors, started studies of a cooperative 
canning project in 1953. Since that time, economic, marketing, tax and legal 
studies, and research have fully justified organizing the new cooperative. Both 
organized and nonorganized growers of pears, freestone peaches, apricots, 
tomatoes, and asparagus have joined with the peach association’s members to 
form Cal Can. 

How will Cal Can be financed? 

Answer: Capital contributions by member growers, and staggered payments 
for members’ fruit, form the base for securing operating funds. Capital costs 
will be paid from net returns each year. It is expected that capital investment 
will be paid out in between 7 and 10 years. 

How can I join Cal Can? 

Answer: By completing a letter of intention which enables prospective mem- 
bers to make commitments of produce and capital contributions. When facilities 
are acquired, a membership application will have to be completed to become a 
member. Inquiries should be directed to Cal Can at 244 California Street in 
San Francisco. 

How much over the market is Cal Can expected to return? . 

Answer: Hstablished California processing cooperatives have averaged re- 
turns of over 19 percent above market prices to their grower members. If Cal 
Can returns would equal the gross profit earnings of the most successful Cali- 
fornia canning company, members’ returns could average more than this. 

How are members’ voting rights determined? 

Answer: Each member will have a minimum of 1 vote and 1 vote for each 
$5,000 worth of products sold through Cal Can, 

How large an organization is Cal Can expected to be? 

Answer: It is the hope and desire of Cal Can’s board of directors to develop 
an organization that will be large enough to be an important factor in the proc- 
essed fruit and vegetable business. This would mean acquiring several canning 
companies or more. 

How many products will Cal Can process? 

Answer: AS many as are necessary to maintain efficient operations and ful- 
fill, at the same time, the market requirements of the sales orgauization. 

How many companies are involved in this plan? 

Answer: Cal Can will probably negotiate for the purchase of several com- 
panies. The number of reputable companies with a good record of earnings, 
and proven sales ability, willing to sell upon reasonable terms will decide how 
many. 

How will Cal Can differ from other California co-ops? 

Answer: There will be no material difference in operations from other well- 
known farmer cooperatives. The principal difference is in manner of getting 
started. Most of California’s successful cooperatives started from scratch as 
a result of distressed conditions. Cal Can will start by acquiring going com- 
panies with established market distribution. 

How was it determined that well-established companies could be acquired? 

Answer: Careful investigation of this subject has been made over a period 
of many months, 

How much research has been conducted on this project? 

Answer: The amount of economie and technical research carried out to date 
is basis for the comment that “Cal Can has had the benefit of more careful 
study and research than has been the case with most new cooperatives.” 
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How much volume is Cal Can interested in? 

Answer: The volume will be related to the ability to sell. It is not intended 
to pack more products than can be sold annually. 

How would Cal Can tend to stabilize the market? 

Answer: The existence of large cooperatives in other commodities such as 
citrus, walnuts, almonds, and dried fruit have had a stabilizing effect upon the 
market. Should Cal Can become a large cooperative, a similar record of market 
stability might be achieved. 

How will Cal Can cure the surplus problem? 

Answer: It won’t. This is a business proposition and not a surplusing pro- 
gram. 

WHAT 


What assurance does the member have that he will continue to receive above 
market prices? 

Answer: There is no such assurance. The canning business, just as farming, 
has its ups and downs. If the canning business has a year of no profits, Cal Can 
members would have no extra returns. With the experienced management that 
will come with the companies, Cal Can should fare as well as the industry 
average. 

What is the record of experience for cooperative processing? 

Answer: Like any other business, there have been both good and bad experi- 
ences. Whenever good management, adequate supplies, volume operations, and 
same marketing practices have been present, the results have been outstanding. 
Tri-Valley Packing Co., Turlock Cooperative Growers in California; Blue Lake 
Packers, Eugene Fruit Growers in Oregon; Knouse Foods Cooperative, Inc. in 
Pennsylvania, and many others give eloquent proof that cooperative processing 
has been, is now, and can be a most successful enterprise. 

What other large cooperatives can this project be compared to? 

Answer: California is famous and well known for its outstanding farmer- 
owned cooperatives. Sunkist Growers, Calavo Growers, Diamond Walnut Grow- 
ers, California Almond Growers Exchange, California Prune & Apricot Growers, 
California Fruit Exchange, Sun Maid Raisin Growers, are only a few of the 
large well-established California cooperatives who have served to stabilize the 
market and bring increased returns to their growers. There is no reason why 
a large grower-owned cooperative processing association will not be as success- 
ful as the above associations. 

What kind of people are on the Cal Can’s board of directors? 

Answer: The members of Cal Can’s board of directors include some of the 
outstanding agricultural and commodity leaders in the State. California’s can- 
ning fruit and vegetable growers are fortunate that these men are willing to 
give their time and effort to this development. 

What effect will Cal Can have on the bargaining strength of the bargaining 
associations for clings, pears, and freestones? 

Answer: Their leaders believe the development of Cal Can will strengthen 
their bargaining power. The associations will be important suppliers of fruit 
to the cooperative. The trend toward larger and fewer canner and grocery 
companies, if continued, may give tremendous bargaining power to a few large 
factors. A strong cooperative would tend to equalize bargaining strength as 
between these large factors and canning crop growers. 

What will be the reaction of big chainstores and big buyers to this develop- 
ment? 

Answer: Their views have been solicited. They are interested in buying 
from any organization capable of supplying goods of good quality, capable of 
maintaining adequate supplies and upon a competitive basis. American chain- 
stores have an excellent record of purchasing requirements from farmer-owned 
and operated cooperatives. 

What will be the attitude of other canners to this development? 

Answer: It is hard to say, but several have expressed pleasure, because they 
see the possibility of greater stability in the western canning industry as a result 
of this move. The larger the cooperative organization for the handling of 
volume for production and distribution, the greater the opnortunity of the 
cooperative becoming a stabilizing force within the canning industry. 

What happens to those growers not able to raise enough money to finance 
membership? 
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Answer: Obviously, all growers can’t belong to Cal Can. Some because of 
financing, others for some other reason. There will continue to be plenty of 
commercial companies in business to do business with. 

What is the basic plan for getting into business? 

Answer: Cal Can will seek to purchase well established, going private com- 
panies. Terms of purchase will provide for taking over present personnel and 
management, trade names, sales organizations, in fact the organization intact. 
The individual companies will be merged into a cooperative. Purchase pay- 
ments will be made from earnings of the enterprise. Operating capital will come 
from member contributions, from staggered payments for members’ products, 
bank loans, and advances. ‘ 

What are the results of the CCPA membership survey ? 

Answer: Two-thirds of the tonnage polled favored sponsorship of a coopera- 
tive cannery. 

What will happen if no canneries can be purchased upon reasonable terms? 

Answer: Then no deal will be made and growers who put up capital contribu- 
tions will have their money refunded. 

What effect will Cal Can have on marketing orders? 

Answer: As a grower organization, Cal Can would probably continue to sup- 
port sound marketing orders. 

What agencies and outside groups have been consulted on this matter? 

Answer: Banks, distributors, chainstores, economists, consulting engineers, 
other processing cooperatives, leading attorneys in the fields of taxes, corpora- 
tion law, and cooperative law, and the United States Department of Agriculture. 

What will be the Cal Can sales policy? 

Answer: It is expected Cal Can will acquire going companies that have trade 
distribution. Sales policies will continue in accordance with the practices of the 
processor, or processors, that may be acquired. There is no intention to change 
established sales policies. 

What affect will this development have on smaller processors ? 

Answer: Probably very little, because at the outset the principal changes that 
would take place would be the ownership of the canneries. Sales and operating 
policies as well as management would continue. 


wHuy 


Why should growers join Cal Can? 

Answer: Because it will enable growers to own their own marketing and proc- 
essing facilities, bring about better than average market returns, over the long 
run, and assure a home for the members’ production. 

Why is a capitalization contribution required? 

Answer: Because, like buying anything else, it takes hard cash to make a 
sound deal. 

Why is it necessary to process more than one commodity? 

Answer: To achieve the benefits of cost reductions that are possible through 
volume operation and to be able to offer a full line of products to the distributing 
trade. 

Why does Cal Can concern itself over purchasing going well-established com- 
panies; why not try to pick up bargains? 

Answer: Because know-how in processing, and established market distribu- 
tion can generally be found associated with successful companies. 

Why did the California Canning Peach Association start this project? 

Answer: Because the majority of its members—67.2 percent by survey—re- 
quested action of this kind. 

Why is Cal Can interested in established companies with distribution? 

Answer: The board of directors believes it is basic to the success of this enter- 
prise that primary attention be given to the matter of distribution of products 
and skills of processing. 


WHEN 


When will Cal Can start processing fruits and vegetables? 

Answer: When satisfactory negotiations for purchase of canning companies 
have been completed. 

When will negotiations be completed? 

Answer: This is hard to say exactly. If satisfactory progress is made, opera- 
tions can commence for the 1958 season, otherwise it will be 1959 before opera- 
tions will start. 
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When will the plants and facilities be paid for? 

Answer: Cal Can’s board of directors has indicated that negotiation will be 
completed only if reasonable projections indicate that payment for the facili- 
ties can be completed within a 7- to 10-year period. 

When will members’ capital contributions be returned? 

Answer: When the plants and facilities are paid for, which is expected to be 
within 7 to 10 years. 

When will the profits over and above market price be returned to members? 

Answer: The profits become capital retains which are used to purchase the 
companies. When the companies are paid for, the retains will be revolved back 
to members. This should be between 7 and 10 years. 

When will I be paid the market price for my products? 

Answer: It is planned to pay members 50 percent of market price at harvest 
time and the balance during the 12 months following harvest. 


WHO 


Who is behind Cal Can? 

Answer: Principal sponsor is the California Canning Peach Association. 
Others who are backing the new organization are: California Canning Pear As- 
sociation; California Tomato Growers Association; California Canning Free- 
stone Peach Association; and California Asparagus Growers Association. 

Who will elect the Cal Can board of directors? 

Answer: The grower members, according to the value of the products they 
market through Cal Can. 

Who will benefit from this new organization? 

Answer: Principal beneficiaries will be the grower members of Cal Can who 
will receive the profits of the operations. The canning industry at large is also 
expected to benefit, as a result of increased stability that a large cooperative 
will bring to the market. 

Who will manage Cal Can? 

Answer: Marketing and operations will be carried out under the supervision 
of the same executives now managing the companies Cal Can will acquire. The 
board of directors, which must at all times consist of at least 20 farmer-mem- 
bers, will have final authority to select an executive committee and a president 
to run the business. It is expected they will select the best professional talent 
available; people capable of running the business at a profit to growers. 

Who are the officers of Cal Can? 

Answer: Presently, only two positions have been filled. Chairman of the 
board, Mr. Earl Blaser of Live Oak, and treasurer, Mr. Golden F. Fine, mem- 
ber of the Federal Farm Credit Board and well known cooperative leader. 

Who can join Cal Can? 

Answer: Canning crop producers and associations who produce products 
needed by Cal Can and who meet the eligibility requirements fixed by the board 
of directors. 

Who sets policies in Cal Can? 

Answer: The board of directors. 

Who is on the board of directors of Cal Can? 

Answer: They are the following outstanding leaders in California agriculture. 


Incorporating directors, California Canners & Growers Inc.: 
H. L. Williams, Gridley (cling peaches). 
J. L. Sullivan, Yuba City (cling peaches). 
Earl Blaser,? Live Oak (cling peaches). 
Rodney Vertrees,’ Rio Oso (cling peaches). 
Bachan Teja, Yuba Ciiy (cling peaches). 
T. C. Bowers, Oroville (cling peaches). 
Arthur Tomlinson, Hughson (cling peaches). 
Henry J. Bava, Linden (cling peaches). 
Wayne Salter,’ Ceres (cling peaches). 
Michael Sweeney, Visalia (cling peaches). 
Forest Fiorini, Delhi (cling peaches). 
W. K. Michaud, Brentwood (asparagus). 
John R. Wetzel,’ Woodland (tomatoes). 
David S. Arata, Jr., Cupertino (apricots). 
Jack Chinchen, San Jose (pears). 
Frank Wilcox,’ Santa Clara (pears). 





1 Member of the executive committee. 
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Richard I. McCarthy, Milpitas (pears). 
L. W. Veerkamp,’ Placerville (pears). 
Cameron Girton, San Francisco (pears). 
Gerald Marcus, San Francisco (pears). 
Golden F. Fine, Chico. 
Directors at large: 
Lloyd M. Eveland, Woodland (tomatoes). 
Vince Garrod, Saratoga (apricots). 
Howard Wilson, Stockton (tomatoes). 
Ralph B. Bunje,’ San Francisco (cling peaches). 
Gerald Trautman, San Francisco (cling peaches). 


1 Member of the executive committee. 





Analysis of income taves for past 4 years 




















| | 
| Actual Taxes on Actual Taxes on 
taxes on figs if taxes on raisins if | Co-op 
raisin margin the g margins taxes 
business same as business same as 
raisins on figs 
Bonner Packing Co. income taxes. ...---..---- $38, 728 $13, 833 $142, 184 $397,376 | None. 
Stockholders taxes on dividends assuming they . 
fall in 25 percent bracket-..-.---- s Soom 6, 937 2,477 25, 464 71,339 | None, 
DUNST COMNE LS ssn eek scene ~ablnobdagakael 45, 665 16, 310 | 167, 648 | 468,715 | None. 
Fresno, Calif., December 27, 1957. 
1957 ADVISORY COUNCIL ANNUAL REPORT MEETING 
To Our Members: 


The Sun-Maid Advisory Council annual report meeting was held at the Roose- 
velt High School Auditorium in Fresno on Saturday, December 14, 1957, and was 
attended by approximately 1,200 Sun-Maid members. 

During the morning session Mr. Walter K, Hines, general manager of your 
association, presented his annual report. This report covered in detail the various 
operations and activities of the association during the past year together with 

current market conditions and outlook. The principal items presented by Mr. 
Hines in the report were as follows: 

1. 1956 crop final payment, Saturday, December 14, 1957: 

It was announced that checks were placed in the mail on Saturday, December 
| 14, 1957, in a total amount of approximately $1,035,000, representing final settle- 
ment on 100 percent of members’ deliveries of 1956 crop Muscat, Thompson Seed- 
less, Sultana and Zante Currant raisins, bringing total returns, including with- 
holdings for revolving funds, to the approximately 3,200 Sun-Maid members on 
all varieties of 1956 crop raisins to over $15 million. The payments per ton and 
total payments per ton are as follows: 


Sun-Mar RAIsIn GROWERS OF CALIFORNIA, 
' 
| 
| 








Amount Total Sun-Maid 

Variety per ton returns including 

(cash) withholdings for 

revolving funds 

Muscats d i iis $35. 34 $286. 54 
TROGIR sé ~ Std s pada in vd bid des bitin deuddlaseite A Baiestal 11. 97 193. 27 
eri aticiace neice itis tecrailbs sMiiitasnertits Guedes dents ene ki ic ead | 31. 50 182. 50 
Zante currants __.--. . aoukranae 292. 19 


ore} 65. 60 
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The final settlement on 1956 crop Golden Seedless Pool raisins was made on 
October 21, 1957, and brought total returns including withholdings for revolving 
funds on 100 percent of members’ deliveries of 1956 crop Golden Seedless raisins 
to $247.59 per ton. 

From the range of field prices published in the November Marketing California 
Grapes, Raisins, Wines for the 1956 Season, it appears that per ton returns to 
Sun-Maid members will be higher for all varieties and substantially so in the case 
of Muscats. Final official figures by the California Crop and Livestock Reporting 
Service are not yet available 

In that connection it should be pointed out and clearly understood that at the 
current high economic level in the raisin industry even if such returns were 
no more than those received by nonmembers, the association’s operations would 
still be highly successful notwithstanding the many valuable tangible and in- 
tangible services received by Sun-Maid members which have been developed over 
the years. 

In fact, the realistic test of Sun-Maid’s success, does not altogether lie in a 
large or excessive margin between returns to its members and those received by 
outside growers but rather ih the healthy and stabilizing influence of Sun-Maid 
on the raisin industry. This is pointedly reflected in the gradual but definite 
overall elevation in recent years of the field price for raisins. Obviously Sun- 
Maid members are in a much better economic position in receiving a nominal 
amount per ton more for their raisins at the current high level of returns in the 
field than to receive several dollars a ton more at a much lower field price level. 

It should again be emphasized that one of the keys to the greatly improved 
economic stability of the California raisin industry today lies in the healthy in- 
fluence of the strong Sun-Maid organization as a predominate factor together 
with its unhesitating and untiring active support of all valid measures, including 
the industry marketing programs, which have and will continue to be of value 
to the industry. 

2. Operations and activities of the Federal raisin-marketing program: 

Mr. Hines emphasized that in view of the fact Sun-Maid Raisin Growers of 
California is such an integral part of the raisin industry, matters affecting the 
industry have direct bearing upon the welfare of the association. It is, therefore, 
not only highly desirable but essential that Sun-Maid members be kept fully 
and accurately informed on industry affairs and general economic conditions 
so that they may carefully consider and evaluate all matters of importance to 
both the industry and their association. 

In that connection, Mr. Hines reported on 1956 crop production and utilization 
together with 1956 crop industry pool operations. He commented on the events 
leading to the termination by the Secretary of Agriculture on February 12, 1957 
of volume regulations on 1956 crop raisins and the development and establishment 
of a realistic and practical method for the orderly liquidation of tonnages re- 
maining in the 1956 Natural Thompson Seedless Reserve and surplus pools at the 
time volume regulations were terminated. He pointed out that under this plan 
which was unanimously adopted by the Raisin Advisory Board and the Raisin 
Administrative Committee, and placed into effect on March 21, 1957, the entire 
reserve pool of 1956 crop Natural Thompson Seedless raisins was purchased by 
packers prior to the close of the first and only offer on March 30, 1957, with 
the surplus pool benig sold completely to packers on May 2, 1957 

In addition Mr. Hines outlined other activities including: 

(a) Incoming and ontgoing inspection procedures: It was pointed out that 
after months of intensive study of the industry’s incoming and outgoing inspec- 
tion procedures, in light of information and opinions from producers and han- 
dlers during a series of public hearings held in the early part of 1957, several 
important recommendations were developed with various appropriate subcom- 
mittees being appointed to study them with a view to placing into effect those 
having merit. 

At the conclusion of the public hearings on June 4, 1957, the Raisin Advisory 
Board and Raisin Administrative Committee unanimously adopted a resolution 
reaffirming their confidence in the desirability and need for incoming and out- 
going inspection procedures. ‘ 

(b) Increased USDA inspection fee, 1957 crop raisins: Although the United 
States Department of Agriculture initially increased its inspection fee for 1957 
crop raisins from 95 cents per ton to $1.40 per ton effective September 16, 1957, 
however, as a result of meetings between representatives of the raisin industry 
and the United States Department of Agriculture Inspection Service together 
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with the improved quality of 1957 crop raisins, the Inspection Service announced 
on November 25, 1957, a reduction of the inspection fee from $1.40 per ton to 
$1.20 per ton retroactive to September 16, 1957. 

(c) Suspension of pooling operations on 1957 crop raisins. 

(d@) Meetings between representatives of the California and Australia raisin 
industries in London, England, in August of 1957: It is believed that the London 
conferences were very beneficial in further cementing the fine relations and 
understanding developed between the 2 industries during the 2 previous meetings 
in May 1956 in Australia and in Fresno in October 1956 with respect to the prob- 
lems of both countries in the exporting of their raisins to Great Britain. 

3. Market conditions and outlook: 

An outline was given of the price structure during the past year, including 
1956 crop opening prices and movement. In general, trade demand for raisins in 
the domestic market during the past year has been good. 

In discussing this year’s opening prices, Mr. Hines pointed out that in the 
raisin industry, trade prices must not be set so high as to stagnate the growth 
and development of markets—on the contrary, in pricing, every effort should and 
must be made to insure a sound and healthy future for the industry. We have 
experienced many sad occasions in the raisin industry resulting from pricing 
ourselves out of the market—out of growth and progress and in some cases, out 
of business. 

When establishing prices due consideration must be given to competition to be 
encountered from allied products and substitutes for raisins. In that connection 
the raisin industry is already experiencing a loss of business from the manufac- 
turing trade as a result of price pressures from other products offering alterna- 
tives or substitutes for raisins in their manufacturing formulas. 

From actual experience in 1946 and again in 1950 we know that buyers and 
consumers will not pay a price for raisins which they feel is too high, even in 
times of scarcity. When setting prices this known fact must be realistically 
recognized. 

Although fortunately, during the past several years the population in the 
United States (consumers) has grown materially, it has however, increased only 
enough to offset the loss in volume experienced in reduced per capita consumption. 

It is not “who” sets the prices for raisins, but rather “what” sets the prices— 
consumer acceptance. 

4. Operations and activities of the California raisin marketing program for 
industry advertising and sales promotion. 

5. Sun-Maid advertising program: 

Special features were outlined in detail. 

6. The continued development and improvement of the association’s packing 
machinery and equipment during the past year for its various operations was 
fully described. 

7. Operations of the association’s receiving stations. 

In closing, Mr. Hines expressed his deep appreciation for the fine attendance 
of members. He commented that “Although each succeeding year will undoubt- 
edly present new problems, if they are met in the same united and candid man- 
ner as in the past your association will continne to progress and prosper. Your 
knowledge of and active interest in your association’s affairs is its very strength.” 

During the afternoon session of the meeting, Mr. M. N. Chetkovich, a member 
of the auditing firm of Haskins & Sells of San Francisco, presented and dis- 
cussed in a most interesting and easily understandable manner the auditor's re- 
port for the fiscal year ending August 31, 1957. 

In conclusion and in view of the fact that the foregoing presents the highlights 
of the important events and activities during the past year of both your associ- 
ation and the industry, you may particularly wish to keep this letter in your files 
for ready reference in the future. 
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ANNUAL ELECTION 


Ts a result of the annual election of advisers held earlier this month, the fol- 
lowing members will serve on the 1958 Sun-Maid advisory council: 


Unit No. Unit name Adviser 
Geta ean ale cask eg wlnnivuid ose: Luther 8. Farajian. 
IE 552k Le bu. ono s cdeebbab chided uceit Chas. Hemmings. 
ES Bled aire cab ih oss Sete sts wi ind ted William F, McFarlane. 
SNS Mh. ac othgk eo on acs ig cane anhoe +ocves C. W. Durant. 

NEE a cidig es ebike a cutee odin dc beet caxgnnes _| R. C. MeInturf. 
PD LS ti hs ois cnthaapencklbeeh nti hitackice cht Lowell E. Walker. 
ins oS hatietd haga cdicke oa ck teeh hms bubs oboe William W. Jasper. 
Lone Star Geo. C. Merigian. 
.| Easton-Oleander L. R. Cox. 
Fowler-_-- ‘ i Richard H. Goode. 
Del Ray ee ose ...| Vietor Rennwanz. 
Parlier _- Willard Bock. 





i Reedley Thomas A. Jadwin. 
4 Dinuba-Orosi-Cutler i Roy H. Barr. 
fi I ne ae Lowell P. Satterberg. 
a) bet eo ein suiph tte od acon waane Sadie Alexander MacDonald, Jr. 
: eb éga ka teiadcdens~cahe IN tie bod olde phd thu LinwiWenc dacs come Ray E. Packer. 
aE ita Rattan aera ie asnacs te eal Hans J. Hansen. 
Oa eh eel Lindsay-Exeter-Porterville-Tulare__...........-- O. K. Wright. 
if _ OE a ee ey 2 ib keer eS epee e Eugene B. Freer. 
| Dedede siviniiisacnnbine Kern County-..--- ditictseebhuciecigaansédcbed A. W. Eckmann, 


For your information there is included in this letter a list of names containing 
your unit adviser and members of your unit executive committee for 1958. 

The services rendered by our directors, advisers and unit executive com- 
mittee members to their association are greatly appreciated. 


CLOSING DATE FOR 1957 CROP POOL 


As announced in the August letter to members, in accordance with established 
procedure, 1957 crop pools will be closed as of January 31, 1958. All deliveries of 
1957 crop raisins should, therefore, be completed prior to that date. 


SEASON’S GREETINGS 


As we close this year, I wish to extend to you and your dear ones our very best 
wishes for a happy and prosperous New Year. 
Yours very truly, 
A. E. Swanson, President. 


{From the National Tax Equality Association Bulletin, October 1956] 
AND Now TAx-FREE GRAPE JUICE 


Welch, a brand name synonymous with grape juice, has now joined such 
famous taxfavored brand names as Sun-Maid raisins, Calavo avocados, Tru-Blu 
berries, Diamond walnuts, Sunsweet prunes, Eatmor cranberries, Guild wine, 
Land O’Lakes butter, Sunkist oranges and lemons, C. & H. sugar, Donald Duck 
citrus juices and others. For the complete story, read the following. 


UNITED STATES TREASURY TO LOSE $14.5 MILLIONS IN WELCH DEAL 


Last September 1, Welch grape juice, which has enjoyed virtual tax freedom 
since 1952, was removed from the Federal income-tax rolls in a transaction 
labeled by the food industry as “the most fantastic deal of the decade.” The 
assets of the 87-year-old firm passed to the National Grape Cooperative for ap- 
proximately $29 million. Chief beneficiaries of the deal are the grower mem- 
bers of the cooperative who will buy Welch with Welch’s own untaxed earnings, 
and Jack Kaplan who reportedly owned 90 percent of the juice company’s out- 
standing common stock. Chief losers in the deal are the United States Treasury 
and the taxpayers of the United States who, in effect, will pay half the purchase 
price through tax subsidy. 


Co-op could have bought for $8 million in 1949 


Kaplan helped organize the National Grape Cooperative Association in 1945 
at the time he bought controlling interest in Welch. Arrangements with the 
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co-op followed, which permitted Welch to break through OPA ceiling prices for 
grapes. In 1949, a deal was offered the co-op whereby Welch would sell its plants, 
except for one located in San Leandro, Calif., net current assets, and the Welch 
label for $8 million, $3 million of which was to be paid by grape producers at a 
rate of $60 per ton of grapes delivered. The offer was never accepted because 
producers refused to pay the $3 million in cost out of their pockets. 


Price now $29 million 

In 1952 Mr. Kaplan entered into another contract for the sale of Welch to 
the cooperative for an indeterminate price, the purchase to be paid for out of 
the earnings of the Welch Grape Juice Co., which would be paid to the pro- 
ducers as patronage dividends under a profit-sharing agreement, designed to 
free such profits from Federal income taxes. 

Under the terms of this agreement, the cooperative received 10 percent of the 
net proceeds of the Welch operation in the form of 20-year promissory notes. 
This represents the profits of the Welch operation which normally would be sub- 
ject to the Federal income tax. The notes received by the cooperative were 
pledged as security for allocation certificates (patronage dividends) which were 
distributed to individual grape growers. 

When the total of Welch notes reached $15 million (this occured in 1956) 
the National Grape Cooperative was entitled to purchase the Welch plants, 
as they existed August 31, 1952, for $100,000. At the time the option to buy 
these plants was exercised September 1, 1956, the Grape Cooperative also 
acquired the noneash assets of Welch Grape Juice Co. at cost. This obliga- 
tion amounted to approximately $1314 million, which brought the total cost of 
the Welch purchase up to approximately $29 million. The additional $13%4 
million, of course, will be paid for out of tax-free earnings. 





Welch’s 
Net sales Tax-free income 
i den nite eck nhie bdo kate vntbbews i) xbbkuicte wid ddmeeukabhoders $37, 128, 045 $4, 341, 000 
1054..... ee a a el ce i i ae led te ed 34, 103, 564 3, 961, 000 
re Bree a. duletialers etalkeded deicidauesicnanes 28, 028, 154 3, 235, 000 
Ns ia ee See. nh epuicanidsank Si6s'-Seceepped bus asad 25, 828, 911 1, 591, 000 








1 Represents about 99 percent of net income for the above period. 


Thus the co-op paid approximately $29 million for a corporation that it 
could have purchased for $8 million 3 years before the 1952 option was signed. 
It is interesting to note that at the time the agreement was entered into, the 
net worth of Welch was reported to be about $11.5 million, represented by a 
plant account of $6.5 million and net current assets of $5 million. Value of 
Welch’s outstanding 395,000 shares of common stock at going market prices was 
$8.7 million. 


Grape producers get “good deal” 

Despite the high price paid for Welch, the grape producers got a good deal. 
The entire purchase price will be paid for out of the tax-free earnings of the 
enterprise without the individual grape growers putting up any cash. From 
the growers’ standpoint, this is far better than the $3 million cash assessment 
proposed in 1949. 

This transaction proves why a business is worth more to a co-op than it is 
to a taxpaying corporation. The co-op can pay the purchase price of $29 
million out of tax-free income in 7 to 8 years. A fully taxed corporation 
would have to earn twice as much to be able to make the payment in the same 
period of time. Uncle Sam is shouldering half the burden in this “fantastic 
deal of a decade.” 


Welch gets good deal too 

The stockholders of Welch stand to profit by this transaction. In addition to 
receiving a very favorable price for their holdings, their gain on the sale will 
be taxed at capital-gains rates when reduced to their possession. Thus they will 
receive capital gains of nearly $20 million, which will leave them about $15 
million after all taxes are paid. Assuming that the 1952-56 average profit 
will be made every year, it would take a stockholder in the 75 percent bracket 
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nearly 40 years to receive a similar amount in dividends from the Welch opera- 
tion after corporate and individual income taxes are taken into account. Thus 
the patronage dividend loophole in our tax laws can be used to benefit stock- 
holders who sell their fully taxed business to a cooperative and so take it off 
the tax rolls. 





PareR SUBMITTED By C. W. BONNER ON BEHALF OF J. B. CELLA II, VICE PRESIDENT 
OF CELLA VINEYARDS, A CALIFORNIA CORPORATION 


I am J. B. Cella II, and my residence is 4480 North Wilson Avenue, Fresno, 
Calif. 

I have been in the wine business since 1939, except for the years 1941 through 
1945 when I was a member of the Armed Forces. Since 1946 I have been a 
vice president of Cella Vineyards, a California corporation, whose address is 
Post Office Box 312, Fresno, Calif. Our firm is a grower of grapes and producer 
of wines, grapejuice, and grape products. My position as vice president has been 
primarily concerned with the sales of our products. 

I respectfully submit herewith statistics bearing out the growth of cooperative 
wineries and the decrease of the independent wineries in the State of California. 
It is the writers belief that the continued growth of cooperative wineries and 
decrease of independent wineries reflects a reduction of income to the United 
States Government in the form of tax because of the more favorable position the 
cooperative wineries are in compared to corporations. The writer does not con- 
tend that the growth of the cooperative wineries should be stopped or that the 
independent wineries should be put in a more favorable competitive position, but 
we do feel that both should operate within the same realm of tax structure. 


Wineries in California 


Year Number Storage | Wine 
capacity | production 
Cooperative wineries: Gallons Gallons 
ST thepannndahiboita Si ap waaaknedehund pabe waked aia ke wm oe 21 | 28,011, 133 18, 060, 181 
iE ARES Miwnnwtinteniimhomees wine Febuwanbcnn i bdnde 23 32, 295, 834 20, 510, 523 
DLA hbndaaesinebendeneend ken abenacieee iocuianats sab Rebaeanesinw | 28 | 53,829,211 | 31, 714, 371 
Sits retro wees sc cesee ce Uesecusesdseeccawescsess an wal 33 | 96, 306, 556 44, 028, 440 
Independent wineries 
etd idwe thinned deeneeteotn sass cebinierne ge eae ete aes alan e 609 128, 197, 867 73, 362, 840 
i dimicdde diteea dc dnwk deckscn eed MaAeCwegESesbbegonens — 442 | 163, 939, 545 85, 179, 477 
gt ETE ELBE “CE ERR specs | AE 5 SS SESE CESS OE Os ESTEE a 369 | 231, 670, 936 145, 919, 327 
ae eked Stik an cpipipblbid- ag pian alge dst ds sey 266 | 209, 108, 546 84, 626, 452 
Total wineries: | | 
Ee eet kets cuenere et SS ees tae ween wercandees 630 | 156, 209, 000 91, 423, 021 
SOM ieee Cel ve SAS isi ihiee dba b de Meswdibadl edad | 465 | 196, 235, 379 105, 690, 000 
ie Oh vin ibd biddaee~ Site odtekn anh mba Cand saree nid ap + Gapien neg pan 397 | 285, 500, 147 177, 633, 698 
TR ii ian ewan cere hina eh seals pheaaed denare Se abaoihs 299 | 305, 415, 102 128, 654, 892 
| 


The CuatrmMan. You are recognized to proceed in any way you 
desire. 

Mr. Bonnzx. I have no prepared short statement. I will attempt 
to speak extemporaneously. 

I wish to submit I am not here as an opponent of co-ops as such. 
I am here as a corporation as it so manent and I also wish to remain 
as a corporation in competition; in other words, I am not trying to 
put them out of business and I do not think they are trying to put me 
out of business. . 

I would like to say that the history of California co-ops, which 
is apparently quite well advanced is rather disconcerting. In Cali- 
fornia, there are co-ops that handle 85 percent of a certain crop. 
That is about a $95 million crop. 

There is a 30 percent of a $11 million olive crop. 
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There is 80 percent of a $31 million walnut crop, 46 percent of a $37 
million prune crop, 40 percent of a $40 million raisin crop, and so 
on. 

I also say that the trend of this economic development toward 
co-ops is accelerating. 

I should like to illustrate that in the last 10 years, 1946 through 
1956, the Sun-Maid Raisin Growers Co-op increased their visible 
handling of the crop, not dollar volume, from about 32 percent to 40 
percent. In the same period, the California Prune & Apricot Growers 
Co-op increased their handling from 32 percent to 46 percent. At the 
same time within that period in our industry, namely, the raisin in- 
dustry, we had 10 raiisn packers liquidated. I have a list of those 10 
raisin packers. 

To my knowledge, none of them has reentered the business. There 
has been no other new raisin packer. 

I am told at the same period there have been nine prune packers 
also liquidate their business or withdraw. 

Consequently, I submit that it is almost impossible under the pres- 
ent day high tax rates to compete with the growers’ merchandise 
within an industry with a co-op. I am not posing to be a tax expert. 
I am not a lawyer. I merely wish to state that these things are going 
on and, in my opinion, it isa very serious proposition. 

If the trend continues without some tax correction, how is our 
Federal Government intending to collect their revenues? 

Just to give a specific instance of our own business, we happen by 
good fortune, as far as this illustration is concerned, to operate a raisin- 
processing business, and in the same manner a fig-growing processing 
business. 

In the raisin industry, the industry is dominated by the Sun-Maid 
Raisin Growers Co-op, who have 40 percent of the handling. 

In the fig business there is no co-op whatsoever. 

[submit that in the last 4 years our company actually did $19 million 
worth of raisin business—processing, distributing, and so on. Our 
Federal income tax in that 4-year period was $38,000, representing 
about $75,000 profit on $19 million worth of business, or, as I caleu- 
lated it, four-tenths of 1 percent before taxes. 

I also estimated that our stockholders paid, as a conservative esti- 
mate, in the 25 percent bracket on the small dividends that we de- 
clared to them on this kind of a profit, so on our 4 years of actual 
raisin business, we estimate that we paid $45,000 Federal income taxes 
between the actual Federal tax and the tax on the dividends that we 
declared. 

Tn this same period, on a business infinitely smaller in size—I would 
say approximately $6 million worth of business—we paid a Federal 
income tax on figs. and a tax on the dividends as well, of $106,000, 
representing a profit of 5 percent. We made four-tenths of 1 percent 
on raisins. 

We made 5 percent on figs with the same management, the same posi- 
tion in the industry. Putting it another way, had we made the same 
profit on raisins that we made on figs, which is a fair assumption, we 
would have paid Federal income taxes of $468,000 in those 4 years as 
against an actual taxpayment of $45,000. 
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I might mention in the same breath that in none of these taxes that 

I me of would be sums equaling zero if we had been a co-op. 

just want to say one thing further: that if this inequity that we 
think so obviously appears through historical developments and so on 
is continued, there will be more and more of either liquidations of the 
competitors to the co-ops, or the next process will be for the competi- 
tors to sell out to the co-ops. 

The Cuatrman. Mr. Bonner, we thank you for your appearance and 
the information given the committee. Thank you, sir. 

Are there any questions ? 

Without objection, the committee will adjourn until 9: 45 tomorrow 
morning when we will reconvene in executive session, with the hearings 
resuming at 10 o’clock in the morning. 

(Thereupon, at 5 p. m., the committee recessed, to reconvene at 10 


a.m., Tuesday, January 28, 1958.) 
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(Advisory Group Reports on Subchapter K; Cooperatives; 
General Discussions) 


TUESDAY, JANUARY 28, 1958 


House oF REPRESENTATIVES, 
Commitrer oN Ways AND Means, 
Washington, D. C. 

The committee met at 10 a. m., pursuant to recess, in the hearing 
room of the commiteee, House Office Building, Hon. Wilbur P. Mills 
(chairman of the committee) presiding. 

The Cuarrman. The committee will come to order. 

We are pleased this morning to have with us our colleague and 
friend, the Honorable Clifford Davis, Member of Congress from Mem- 
phis, Tenn. 

Mr. Davis, will you tell us what district you represent? I have 
given the other information for the record. 

Mr. Davis. The Ninth District. 

The Cuatrman. The Ninth District of Tennessee. 

You are recognized, Mr. Davis. 


STATEMENT OF HON. CLIFFORD DAVIS, A REPRESENTATIVE IN 
CONGRESS FROM TENNESSEE 


Mr. Davis. Mr. Chairman and gentlemen of the committee, I am 
very grateful to you for this opportunity to appear before you in the 
interests of a bill I introduced. I assure you that I will not take long 
in this statement. 

I understand that our colleague, Mr. Simpson, and some others asked 
some questions about this bill last week. While I am far from a finan- 
cial authority, I did ask that those helping me in this bill prepare 
a summary of the bill and what the bill really does. That statement 
will be placed before you at the appropriate time. 

I assure you that this will take me but about 514 minutes. 

Mr. Chairman, in this session of Congress, two seemingly unrelated 
subjects will inevitably occupy much of our attention. First is the 
question of raising all the revenue we can to pay for the increased 
costs of national defense, a job that must be done if possible without 
increasing the burden of present taxpayers. The second is the peren- 
nial problem of increasing the income of our farmers; and that, too, 
must now be done without adding to the load that the taxpayers are 
carrying. 
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I have a bill before this session that will help, I am sure, to accom- 
plish this double purpose. H. R. 4265 is entitled “A bill to provide tax 
equity through the taxation of cooperative corporations and to provide 
tax credits for the recipients of dividends from genuine cooperatives.” 
The proposal was highly commended last week by a witness whose 
testimony carried the endorsement of 150 trade associations, so I think 
your committee may assume that taxpaying business in general would 
be satisfied and pleased if it were to become law. 

I should like to quote what I said to the House of Representatives 
when I introduced this bill in its present form several years ago. The 
problem resulting from the tax-free competition of cooperatives was 
the same then as it is now. The farmer’s need for extra income was 
no different, and the Treasury’s demand for added revenue is never- 
ending. I said: 


This is a proposal, Mr. Speaker, that would accomplish a number of very highly 
desirable results. In the first place, it would do away with the utterly unfair 
competitive situation that now exists between fully taxpaying companies and 
companies of identically the same kind that enjoy the Federal Government’s 
subsidy of tax exemption, either in whole or in part. In the second place, it 
would eliminate the disastrous effects of the provision of the 1951 Revenue Act 
under which cooperatives are required to report patronage dividends paid to 
farmer members, so the Internal Revenue Bureau may hound the farmers and 
make them pay individual income tax on dividends which they have not re- 
ceived in cash money and may never receive. Third, my new proposal would 
put cooperative corporations and their members and stockholders on a single-tax 
basis, instead of the double tax that other corporations and their stockholders 
are now required to pay. And fourth, this bill would bring into the Treasury of 
the United States at least $400 million of new revenue. 


In his testimony last Thursday, Mr. Robert North explained to you, 
Mr. Chairman, how farmer members of cooperatives would benefit 
financially by the adoption of H. R. 4265, an end greatly to be desired. 
I believe, then, that we can surely count upon the support of farmers 
for this measure, along with the great numbers of businessmen repre- 
sented by the endorsers of Mr. North’s statement. 

Further support of this proposal has come from one of the great 
newspapers of the South, the Memphis Commercial Appeal, which said 
editorially on January 30, 1956: 


There is nothing whatever in Mr. Davis’ bill to inflict any hardship or penalty 
on either the bona fide cooperatives or the vast concerns that have sprung up 
under the name to compete with fully taxed organizations while enjoying unfair 
advantages. It should be emphasized that the Davis bill is aimed at injustices 
now worked on ordinary businesses that must compete against rivals that get 
tax benefits by use of the co-op title. 

The real cooperative consists of a group of individuals who band together to 
gain the legitimate advantages that go along with ability to sell and buy in large 
lots. Concessions were made to such co-ops a long time ago—as far back as 
1916 in some cases—when they were.small and genuine. What Mr. Davis has in 
hand are the doings of multimillion-dollar outfits that sell practically everything 
and were not even imagined when much of the existing tax structure was formed. 


Within the past month, another newspaper, the Daily Times of 
Bath, Maine, has added its endorsement to my tax-credit plan. I quote 
only two paragraphs: 


There is a source of relief for farmers now in plain sight—even though few 
of them know anything about it. This is the Davis bill (H. R. 4265), which 
would give income-tax credits (equivalent to more income) to co-op members. 
The bill provides that cooperatives pay Federal income taxes at the same rates 
as other corporations, and their members receive credit for the amount of tax 
paid on their respective patronage dividends. 
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The debates on price supports and crop controls will be long and their ont- 
come highly uncertain. But for farmer co-op members, the Davis bill is a 
bird in the hand of the Congressman, All it needs is a vote to salt its tail. 
And those who recognize a tax credit as the same thing as money-in-the-bank 
should tell the man-in-Washington. 


Finally, as of last Thursday, the Secretary of the Treasury was a 
witness before your committee, and you will recall that Mr. Anderson, 
in proposing legislation to correct the present situation, said: 


We believe that some single tax liability should be assumed by all who par- 
ticipate in the business activties of the country * * * and that legislation which 
is fair and reasonable, both from the standpoint of the availability of retained 
earnings for expansion and tax benefits to cooperative members should be 
developed. 


H. R. 4265 has the wholehearted endorsement of businessmen and 
newspapers. It is certain to please the farmer-members of coopera- 
tives, who will benefit directly and financially. I commend it to your 
committee as the best immediate solution to what Secretary of the 
Treasury Anderson quite correctly called a troublesome pecileti: 

As I said, I have sent to your chairman a detailed statement of the 
analysis of what this bill would do, which I think would save some 
time. 

The CruatrMan. Is this it, Mr. Davis? [Holding up paper]. 

Mr. Davis. Yes, that is it. 

The CHatrMan. Let us ye this in the record, if there is no objection, 
so that all members will have the benefit of the detailed analysis of 
the bill. 

Mr. Davis. Very well. 

The Cuarrman. Without objection, it will go in the record at this 
point, 

(The detailed statement is as follows :) 


H. R. 4265. Toe Tax Crepir PLaAn To Tax COOPERATIVES 


H. R. 4265, by Representative Clifford Davis of Tennessee, is entitled: ‘A bill 
to provide tax equity through the taxation of cooperative corporations and to 
provide tax credits for recipients of dividends from genuine cooperatives.” 

If adopted by the Congress, this bill would accomplish two highly desirable 
results: (1) It would give to farmer members of cooperatives a credit against 
the individual income taxes that they must pay—such credits being the equivalent 
of extra income. (2) It would equalize the Federal income tax requirements of 
proprietary and cooperative businesses, 

It is the first cooperative tax proposal that would benefit the farmer members 
of cooperatives by actually adding to their income. The plan would work like 
this: 

1. Total earnings of a cooperative corporation would be taxed before patron- 
age distributions at the regular corporate income tax rate. The bill says: ““The 
taxable income of a cooperative corporation shall be determined without the 
deduction of any patronage dividends paid or payable to patrons.” 

2. If patronage dividends were then distributed, in whatever form, recipients 
would include the amount in their individual income-tax returns, along with a 
credit for the amount of tax paid by the co-op on the recipient’s share of earnings. 
The bill says “There shall be allowed as a credit against the tax of such recipient 
an amount equal to the tax imposed on the cooperative in respect of the portion 
of the income of the cooperative represented by such dividend, if the recipient 
includes in his gross income * * * an amount equal to the tax so imposed on 
the cooperative.” 

In other words: On each $100 that a cooperative earned, it would pay corpor- 
ate income tax of $52. If it distributed the remaining $48 to members, the 
members would report on their individual income tax returns $100 of income 
from the cooperative—and claim a tax credit of $52, representing the tax 
already paid by the cooperative corporation. 
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If the member himself was in the 20 percent tax bracket, instead of the 52 
percent tax bracket, his own tax liability attributable to the $100 would be only 
$20 and he would be entitled to use the excess of $32 as a credit against other 
income-tax liability or as a claim for a refund. H. R. 4265 says: “If the credit 
provided by this subsection exceeds the income tax otherwise payable by such 
recipient, the excess shall be treated as an overpayment of tax by such recipient.” 

The 1951 law, the intent of which has been virtually nullified by the courts, 
made the farmer recipient of a patronage dividend liable for income tax on it, 
whether it was paid in cash or in paper of no tangible worth. The co-op corpo- 
ration was practically exempt from income tax. This law created an unfair hard- 
ship on the individual farmer. 

H. R. 4265 eliminates this inequity. It makes the cooperative corporation liable 
for tax on all earnings at regular corporate rates and gives the farmer member 
credit for his share of such payment. 

The tax-credit plan would unquestionably increase the revenue that the Treas- 
ury receives from cooperative corporations. At the same time, it would stimulate 
the filing of returns by patron members, as the benefits of the tax-credit plan 
would be available only upon the filing of a return. Most patron members would 
receive substantial benefits in that the tax liability on their patronage dividends 
would be more than offset by their tax credits. 

H. R. 4265 has been endorsed by 164 trade associations, representing more than 
half a million taxpaying businessmen. Farmer members of cooperatives favor 
it because it adds to their income and lessens their income-tax liability. 

It is the soundest approach to a single tax on cooperative earnings. 

The Cuarrman. Are there any questions of Mr. Davis? 

Mr. Mason. Mr. Chairman? 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. Mr. Davis, your proposal is a proposal that ought to 
please the farmer co-op patrons and businessmen in general, is it not? 

Mr. Davis. That is what I think, sir. 

Mr. Mason. It is aimed to please those two groups. 

Mr. Davis. Correct, sir. _ 

Mr. Mason. You are asking only for a single tax on the profits of 
these co-ops, are you not ? ; 

Mr. Davis. That is correct, sir. 

Mr. Mason. You are asking for half a loaf, where my bill has been 
asking for a full loaf, based upon the same tax basis as corporations. 

Mr. Davis. I think your bill is a better bill, but I was just trying 
to make progress. . 

Mr. Mason. I do not know about the “better,” but anyway, you are 
asking for half a loaf, and I have been insisting upon a full loaf. 

Mr. Davis. That is right, sir. 

Mr. Mason. Of course, half a loaf is better than no loaf at all, and 
so, if this committee would in its wisdom adopt the provisions of your 
bill, I would not be too unhappy about it, because it would be a big, 
long step in the right direction. 

Mr. Davis. Thank you. : 

Mr. Mason. Now, Mr. Chairman, I ask unanimous consent that I 
may insert in this record at this point, following Congressman Davis 

7, . . —~ Y 
testimony, a statement which is headed, “A Few Samples of So-Called 
‘Small Struggling Farmer Co-ops,’” which consists of a page anda 
half, listing five of the monstrous co-ops of the Nation and a little 
statement as to the effects of these giant co-ops. | 

The Cuatrman. Is there any objection to the gentleman’s request ? 

The Chair hears none. 

(The statement referred to above and a subsequent letter from the 
National Council of Farmer Cooperatives are as follows:) 
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SrATEMENT OF CONGRESSMAN N, M. MASON (REPUBLICAN, ILLINOIS) 
A FEW SAMPLES OF 80-CALLED “SMALL STRUGGLING FARMER CO-OPS” 


The Farmers Union Grain Terminal Association of St. Paul, Minn., handles 100 
million bushels of grain a year. It operates 108 coal and lumber yards in 6 
States. On its 1946 net earnings of $3,650,000 an ordinary corporation would 
have paid Federal income taxes of $1,400,000. This corporation paid none. It 
will pay none under the 1951 Revenue Act, (Would you say the Farmers Union 
Grain Terminal Association is a “small struggling farmer co-op” ?) 

The Consumers Cooperative Association of North Kansas City, Mo., drills oil 
wells, refines petroleum and operates more than 900 miles of pipeline. In 1946 
it exported to 10 foreign countries 3 million gallons of motor oil. It sells tires, 
tubes, paints, spray, feed, machinery, lumber, groceries and household appliances. 

In 1949 this corporation paid a Federal income tax of $810—about the same 
amount paid by a married couple earning $6,600. In 1950 it paid no Federal 
income tax at all. In 1951, on net profits of $6,746,723, it paid $700,111—al- 
though a regular competing corporation would pay about $3,420,000. (Would 
you say the Consumers Cooperative Association is a “small struggling co-op” ?) 

The Southern States Cooperative, Inc., of Richmond, Va., is made up of seven 
subsidiary corporations. It does business in five States. It owns factories, 
freezer plants and 80 retail stores. In 1949 it did a $72 million business. Its 
profits of nearly $2 million were untouched by the Federal income tax collector. 
(Would you say the Southern States Cooperative, Inc. is a “small struggling 
co-op” ?) 

Several years ago, the National Farm Machinery Cooperative, a multimillion- 
dollar, tax-exempt Indiana corporation, purchased the Ohio Cultivator Co., a 
private concern. In the year prior to its absorption into a tax-exempt concern 
Ohio Cultivator paid an income tax to the United States Treasury of $197,000. 
Thereafter it paid none. That revenue was lost. (Would you say the National 
Farm Machinery Cooperative is a “small struggling co-op” ?) 

In 1948 the Red River Lumber Co., of Westwood, Calif., paid nearly $1 million 
in Federal income taxes. Then this town was bought by a tax-favored “‘cooper- 
ative’’—the giant California Fruit Growers Exchange, which does a business up- 
ward of $300 million a year. Every year since then the earnings of Westwood 
have also been tax exempt, to the loss of both the Treasury and of the people 
and corporations who do pay taxes. (Would you say the California Fruit Grow- 
ers Exchange is a “small struggling co-op” ?) 


RESULTS OF INEQUALITY 


The Treasury Department examined 2,909 cooperatives. Their total assets 
amounted to nearly half a billion dollars. But one-third of these assets were 
held by only 16 corporations. In other words, one-half of 1 percent of the co- 
operatives held 33 percent of the assets. Sixty-seven of the cooperatives exam- 
ined accounted for 55 percent of all the assets. 

This growth means that, increasingly, taxpaying businesses have been absorbed 
by those which are tax exempt. “And every time a taxpaying private enterprise 
is absorbed by a cooperative,” says Senator John J. Williams, of Delaware, “those 
remaining in private industry must make up the deficit.” 





NATIONAL COUNCIL OF FARMER COOPERATIVES, 
Washington, D. C., February 28, 1958. 
Mr. Leo H. Irwin, 
Clerk, Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Drar Mr. Irwin: I am enclosing a copy of a statement which has been fur- 
ninshed me by officials of Sunkist Growers, Inc., Los Angeles, Calif., a member 
of our organization, designed to convey to your committee the correct facts with 
respect to the references to California Fruit Growers Exchange and Fruit 
Growers Supply Co. contained in a statement by Congressman Noah M. Mason 


inserted in the record of the general tax revision hearings before your committee 
on January 28, 1958, 








| 
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It will be appreciated if the enclosed statement may be included in the 
printed hearings immediately following Mr. Mason’s statement in order that the 
true facts concerning this matter may be known. 

Sincerely yours, 
Homer L. BRINKLEY, 
Executive Vice President. 
STATEMENT 


On January 28, 1958, Congressman Noah M. Mason filed in the record of the 
Ways and Means Committee a statement which he characterized as a few sam- 
ples or so-called small, struggling farmer co-ops. Included in that insertion in 
the record was a paragraph reading as follows: 

“In 1943, the Red River Lumber Co., of Westwood, Calif., paid nearly $1 
million in Federal income taxes. Then this town was bought by a tax-favored 
cooperative—the giant California Fruit Growers Exchange, which does a busi- 
ness upward of $300 million a year. Every year since then, the earnings of 
Westwood have also been tax exempt, to the loss of both the Treasury and of 
the people and corporations who do pay taxes. (Would you say the California 
Fruit Growers Exchange is a small, struggling co-op?)” 

In the interest of having the record of the House Ways and Means Committee 
contain facts rather than incorrect assertions, the following information is 


presented : 
California Fruit Growers Exchange, whose corporate name was changed to 


Sunkist Growers, Inc., in 1952, has never owned any part of Westwood, Calif., 
or assets of the Red River Lumber Co. In December of 1944, the Westwood 
operation was purchased from the Red River Lumber Co. by Fruit Growers. 
Supply Co., which is owned by citrus-fruit packing associations in California 
and Arizona. During the year 1945, operations of Fruit Growers Supply Co. 
mills resulted in a loss and, consequently, no income tax was paid by Fruit 
Growers Supply Co. in that year. Beginning in 1946, however, Fruit Growers 
Supply Co., far from being tax-exempt, has paid a grand total of $5,137,702 in 


Federal income tax. 
Congressman Mason asks, “Would you say the California Fruit Growers Ex- 


change is a small, struggling co-op?” Assuming that his question is directed to 
Sunkist Growers, it should be pointed out that Sunkist Growers has been formed 
and is owned by 10,600 citrus growers in California and Arizona for the pur- 
pose of marketing citrus fruits produced by them. The average citrus acreage 
of these growers is less than 16 acres. 

The Cramrman. Are there any further questions of Mr. Davis? 

If not, Mr. Davis, we thank you very much for coming to the com- 
mittee and giving us information concerning your bill. Thank you, 
sir. 

Mr. Davis. Thank you so very much, sir. 

The Carman. Our next witness is Prof. M. Slade Kendrick. 

Professor Kendrick, will you come forward and, for the record, 
give us your name, address, and the capacity in which you appear? 


STATEMENT OF PROF. M. SLADE KENDRICK, NEW YORK STATE 
COLLEGE OF AGRICULTURE, CORNELL UNIVERSITY, ITHACA, 


w.. \%. 


Mr. Kenpricx. Mr. Chairman, my name is x Slade Kendrick. I 
am a professor in Cornell U niversity, Ithaca, N. Y., but I am not 
representing that institution. I am appearing by the invitation of 
your clerk, Mr. Irwin. 

The Cuamman. You are recognized, Professor Kendrick. 

Mr. Kenpricx. Thank you. 

I propose to deal with the changes that I think should be made in 
the relative contributions of the income, estate, and gift taxes. In 
venturing into this area, I am aware of the number, difficulty, and 
complexity of the issues raised. Clearly I cannot treat all, and worse, 
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I cannot treat any adequately. I realize, too, the fundamental] bar- 
rier to change that prior legislation and, therefore, adjustments to 
existing taxes have raised. " 

And even more important is the limitation imposed by the sheer 
magnitude of the revenues that must be collected, in view of the 
expenditures, Thus, any large shifting of income-tax obligations 
would entail accommodations so difficult to make as to render such 
a recommendation impracticable. We might, in an earlier period of 
lower taxes, have worked out a satisfactory relationship between the 
corporation and the personal income taxes, one that recognized and 
took full account both of the double taxation of dividends and of 
the under- and over-taxation of undistributed profits. But the time 
for that reform has, 1 fear, passed. The best that we can do now is 
to make comparatively modest changes in the right direction. 

The aggregate rate of the corporation income tax affords a good 
beginning to what I would say. Corporations pay 52 percent, the 
maximum in our history on regular or ordinary income. We have, 
it is true, at times levied an excess-profits tax, i with the regular 
tax imposed a higher total rate. But that impost was always asso- 
ciated with war. The adjustment, however, to the present rate has 
been made, Corporations have been paying it for some years. I be- 
lieve that they could continue doing so, and I have no doubt that 
their executives in making plans for the future assume that no re- 
duction is in the offing. Nevertheless, I believe that the rate of 52 
percent is too high. 

Corporations are now doing business primarily for the benefit of 
the Federal Treasury. If their operations were unaffected by that 
outcome, we might or might not approve it on the score of equity. 
But something else is at stake. 

When more than half of the income from the business must be paid 
to the Government, the return on any additional investment must be 
high if an adequate profit is to be received by the corporation. For 
example, in order to obtain the modest net of 6 percent, the invest- 
ment. must yield a little more than 12 percent. But if the earnings 
on an investment must be high in order to justify making it, fewer 
investments will qualify. That is a disagreeable but none the less 
fundamental economic fact. And the consequences are even more 
unpleasant. 

Corporate investment is exceedingly important in our economy. 
Investment by individual and partnership firms cannot be substituted 
for it. So if the volume of new corporate investment declines, because 
of the high before-tax rate of return made necessary by the high taxes, 
the economy suffers. For we shall produce less. 

[ see only one escape from this effect of the 52-percent rate. The 
corporation can finance by issuing bonds, for the interest paid thereon 
is deductible. Surely, however, a rate of taxation so high as to encou- 
rage debt financing is to be deplored. Investment at the price of a 
debt structure that in the event of a moderate downturn in business 
would bring on numerous bankruptcies and thereby deepen the decline 
is not to be desired. 

Now certain facts must be faced that may seem to run counter to 
my view that the rate of the corporation income tax ought to be re- 
duced. Since the close of the Second World War the gross national 
product has on the whole been high and rising. Employment has 
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at times almost been overfull. Any downturns experienced have been 
minor and of short duration. 

And the investment contribution to this favorable outcome has not 
been purchased by an inordinate growth in corporate indebtedness. 
As new funds were needed for expansion, equity capital as well as 
loans were obtained and in about the right proportions. Considera- 
tions of financial conservation and of prudence have prevailed. 

Why then—it may be asked—can we not go on as we have been 
doing? The answer, I believe, is to be found in a change in the under- 
lying situation. During recent years the economy has been subjected 
to immense stimulation. I refer to the emergence and growth of a 
long-delayed building boom, the construction on a large scale of high- 
_— and other needed public improvements, the replacing of old auto- 
mobiles, and in general, the making up of the shortages from the de- 
pression and war years. 

The upward movement has been all the greater because of the surge 
in population growth. More persons have had to be housed, provided 
with utilities, and otherwise cared for. Abundant supplies of money 
and credit were available for financing, and have fed a generally in- 
flationary situation. Corporate enterprise and investment in the post- 
war period have therefore operated in a climate of diminished risk. 
The high taxes that were paid, particularly in the latter part, have 
not restricted these functions so much as might have been expected 
under normal conditions. 

But the force of this stimulation has been spent, or at least largely 
so. The economy can no longer proceed on the basis of satisfying needs 
arising from past deficiencies. 

Rather, the demands that underlie production and employment are 
now current or prospective in origin. It is with respect to this changed 
situation that the effect of the 52-percent corporation income tax is to 
be appraised. 

ow much should it be reduced? Unfortunately, no one can give 
an exact answer. Al] that anyone can do in recommending a change 
is to indicate his best judgment. I believe that the corporation tax 
rate ought to be reduced to 40 percent. Both the reduction, after so 
many years of increase, and the amount suggested, would stimulate 
corporate enterprise and investment. 

As for the ection that such a rate would be too low, account 
should be taken of the fact that, save for the small credit currently 
allowed, any dividends paid would continue to be fully taxable to 
the stockholders under the personal-income tax. Income from this 
source would be taxed higher than from unincorporated business or 
other sources. And no one, so far as I know, has ever demonstrated 
that the special privilege of operating as a corporation is worth 40 
percent of the net income realized. In fact, were it not for the revenue 
consideration, I should have advocated a rate of not more than 30 
percent and perhaps lower. 

I realize that in the above recommendation I have not dealt with 
the problem of undistributed profits. But as I said earlier, in view of 
the difficulty in the present situation of making the adjustments 
required, I despair of a solution. The fact, however, that the pro- 
posed reduction in the corporation income tax rate would, if made 
effective, result in lower taxation of the undistributed profits allocable 
to the shares of very rich persons ought not to preclude adoption. 
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The effect of a tax measure on the economy is the prime consideration, 
and the higher taxes are in relation to the total product, the more true 
this becomes. Certain proposals, to be made later, would, however, 
if accepted, greatly reduce the advantage of the rich from a lower 
taxation of undistributed profits. 

Let me now pass to the personal-income tax to make three major 
recommendations. The first concerns the top rate of the tax. The 
present 91 percent is unrealistically high. It stimulates the con- 
version into capital gains of what would otherwise be dividend or 
entrepreneurial income, the taking of compensation in the form 
stock options and pensions after retirement, and other dodges. O 
the other hand, such a rate discourages the making of taxable invest- 
ments for the purpose of earning an income. 

Consequently, it yields comparatively little revenue, and is pro- 
ductive chiefly of ingenuity in developing avoidance devices. 

I think that the 91 percent rate and all others down to 65 percent 
should be removed from the statute. Thus, I am suggesting a maxi- 
mum of 65 percent. Such a rate, in my opinion, would be much more 
likely to be effective than the present one, would be less discouraging 
to investment, and would satisfy all reasonable requirements of 
fairness. 

My second and third principal recommendations for the individual 
income tax are that the exclusions, deductions, and credits be reexam- 
ined, and that the. per capital personal exemption be reduced from the 
present $600 to $500, with a filing fee of $1 on any taxable income 
between these amounts. The full reason for both proposals will 
emerge later. Here I would only say that my scheme of revision calls 
for increased emphasis on the personal income tax. 

The estate and the associated gift taxes have been levied at the same 
differential rates for many years. But the effectiveness of these rates 
has been greatly reduced by the marital deduction. In addition, the 
relationship of the gift to the estate tax, and the concept of property 
underlying the definition of a gift or a bequest, make for large-scale 
tax avoidance. Gifts of property during life remove it from the high- 
est applicable rates of the estate tax to the beginning and much lower 
rates of the gift tax. The transfer, however, whether by gift or by 
bequest, may be of a life interest only, with the property to descend 
ultimately to designated heirs, 

In that event no tax is paid on the property when the tenant dies. 
The usual way of effecting such a disposition is to set up a trust fund. 
By the skilled use of this instrument, the estate tax may be skipped 
for 2 and sometimes even for 3 generations. 

L need not go on. No other tax avoidance scheme has been better 
publicized. _ But what I say should be sufficient to introduce my pro- 
posal. I believe that the rates of the estate and gift taxes should be 
integrated so that the aggregate payment would be the same whether 
much or little of the property were given away before death. I also 
believe that, save for an allowance for the period between transfers, 
the passing of an estate at death should result in the imposition of 
the tax. 

I see no basis for a theory which assumes that a life tenant does not 
own property because he does not possess unlimited power to dispose 
of it after death. He receives the income or other benefits while liv- 
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ing, but neither he nor the accumulator of the original estate can re- 
ceive any benefits after death. Why then should not the tax attach 
when the property passes at that time? This is now the rule in Eng- 
land. I think it should also be the rule in this country. 

A third change in the estate tax which I would favor is a sharp 
increase in the rates applicable throughout the brackets in excess of 
£300,000. Not all the estate should ever be taken, but the top rate 
might well be 90 percent. As for the $300,000, most persons would 
consider that amount, less existing taxes, adequate to support the 
fumily of the decedent. And if, during life, he accumulated more 
property, he could leave a larger estate to his heirs, though, because 
of the increasing rates of taxation applicable, not so much as can be 
left under existing legislation. 

Let us now look at the effects of adopting these proposals. The 
question of revenue at once arises, and with it the matter of budget 
policy. I shall, however, without any reference to the present decline 
in business, assume that a balanced budget is desired. I do so be- 
cause I wish to direct attention to the ordinary or regular consequences 
to be expected from implementing the recommendations made here. 
On that basis a substantial decline in revenue would result. 

The deficiency might be of the order of $4 billion. But that amount 
could, and I believe should, be spread over the brackets of not more 
than $2,000 to $32,000 for individuals and $4,000 to $64,000 for married 
couples, by addition to the applicable rates, still leaving, however, 65 
percent as the maximum, 

The reduction in the rate of the corporation income tax and in the 
upper rates of the personal-income tax would stimulate enterprise and 
investment by increasing the attached rewards. On the other hand, 
the increases in the rates of the personal-income tax would operate 
to discourage unincorporated enterprise within the limits in which 
these increases would be effective. But the proportionate additions to 
rates, made to restore the revenue, would be much smaller than the pro- 
portionate decreases. 

Assuming, for example, that the personal-income tax will yield 
$38.5 billion in the next fiseal year an addition of $4 billion would 
require an average increase of a little more than 10 percent, or less than 
half of the proposed reduction in the corporation income-tax rate, and 
an even smaller proportion of the reduction in the upper-income rates. 

The impact of the addition, distributed by any acceptable method, 
on unincorporated business or other investment would, however, be 
much less than the above comparison of the proportionate changes 
would seem to indicate. Most personal income is from wages and 
salaries. Thus in 1953 82 percent was from that source (Statistics of 
Income for 1953). Further, a large part of the revenue yielded by 
personal-income taxation is from the lower to moderate income 
groups. 

Again data from 1953 may be cited. In that year 30 percent was 
from incomes under $5,000, 51 percent from incomes under $7,000 and 
66 percent from incomes under $10,000. But these are the divisions in 
which the percentage of adjusted gross income from wages and 
salaries is highest. In 1953, that source yielded 88 percent in the 
division below $5,000, and 89 percent in the division from $5,000 to 
$10,000 (Statistics of Income for 1953). Clearly the proposed in- 
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crease in the rates of personal-income taxation would have small effect 
on investment. 

But with most personal income derived from wages and salaries, 
the question arises as to the effects of the higher rates on the incentive 
to work and therefore to produce. And adverse effects in this area 
would, however, probably be inconsequential, and so may safely be 
ignored. I base these conclusions chiefly on the results of a personal 
survey by Prof. G. F. Break (G. F. Break, Income Taxes and In- 
centives to Work: An Empirical Study, the ‘American Economic Re- 
view, September 1957) of the effects of taxation in Great Britain 
on the work of 306 solicitors and accountants, persons familiar with 
the tax system, aware of the higher payment resulting from increased 
income, and able to vary the amount of their professional activities. 
Sixty-three percent of these individuals paid marginal rates of taxa- 
tion in excess of 50 percent. ‘The disincentive effects of taxation in this 
group were found to be small. 

The next element in the total situation is the estate tax. The 
changes proposed, however, have much larger significance than the in- 
creased revenue that would follow from their adoption. If the reduc- 
tion in the rates of the corporation income and upper bracket per- 
sonal-income taxes were combined with the extremely heavy taxa- 
tion of estates, the reduction might win popular acceptance, even 
though accompanied by an increase in the taxation of lower bracket 
personal incomes. 

The people of this country are committed to the taxation of the 
incomes and estates of the rich at steeply progressive rates. But they 
might come to see that great advantages would attach to a shift in 
emphasis from the upper incomes to the upper estates. The rich 
would not escape. They would simply pay more on the accumula- 
tion at the end, and less on the income earned during life. Inciden- 
tally, such a change, much of the undistributed profits problem 
would be solved. 

But what are these great advantages? The first and immediate one 
would be the stimulation of investment already mentioned. But there 
are others, though of a longer term variety. 

At present too much emphasis is placed on the preservation of 
wealth. The opportunity to avoid the estate tax for 1 or 2 genera- 
tions by making gifts or bequests in trust offers an overwhelming 
temptation. Besides, even if that avenue of escape were closed, there 
would remain the consideration of making the will of the donor or 
decedent effective. 

In giving or bequeathing his wealth to his heirs, he wishes to provide 
for them. But he cannot do so unless the property is safeguarded. 
And here is another service offered by the trust arrangement. The 
trustees can act only according to the agreement. But even where 
having discretion, they interpret their power conservatively, as indeed 
they must, because they are in the business of preserving capital. 
And their incomes depend on the accomplishment. The safety, there- 
fore, of the principal fund becomes the prime consideration. As a 

result, great wealth accumulated by active and advanturous enter- 
prise is likely after the death of the owner to become a board of cau- 
tious capital, avoiding risk, whatever the sacrifice in yield. 
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But the persons who have wealth are the very ones who should 
pioneer in the economic field by starting new firms, developing new 
»sroducts or processes, or otherwise venturing their capital for gain. 
Kas they are the individuals best able not only to obtain the informa- 
tion necessary for calculating the chances for the success of such un- 
dertakings but also to bear the attached risks. This negation of the 
economic function of wealth is to be deplored. And unfortunately 
the present estate tax, by encouraging the use of trust funds, actually 
furthers the sterility of what ought to be a most important source of 
economic progress. 

The heir of great possessions may, however, wish to have a career 
in business. If so, he finds the way smoothed for him by his wealth. 
He need not start at the bottom. Indeed, if he or his trust fund has 
a controlling or even a large interest in a company, he may start well 
toward the top. He may or may not have a natural aptitude or an 
acquired training for his duties. For he does not owe his appoint- 
ment to qualifications for the position. 

Undoubtedly some sons of very rich men have done well in busi- 
ness. Names will occur to anyone at all familar with American in- 
dustry. But it does not follow that as a group such persons are as 
good managers as are those who without the aid of money or status 
have had to win every step upward in the severest kind of competi- 
tion. Indeed, how could they be? 

The requirements for the successful conduct of business are onerous 
today, and are made more so by the ever-increasing pace of change 
saantead by technological research and development. Education, 
training by experience, a high order of mental capacity, a willing- 
ness to work hard, and perhaps natural ability, are all needed. 

In a free enterprise economy such as ours, there is a large social 
interest in having the best business management that it is possible 
to obtain. The size of the private and major component of the gross 
national product depends on management as well as on capital and 
labor. For capital and labor produce more or less according to the 
knowledge and skill with which they are combined and directed, and 
the spirit that is infused into the organization. We cannot afford 
to perpetuate any arrangement that gives large responsibilities to per- 
sons of unproved fitness. Not only is such a distribution capricious 
in results, but it is also discouraging to those who seek on their 
merits to reach the top positions. 

But are any gains in the quality of business leadership that would 
follow from the adoption of this proposal going to be purchased at 
the cost of an important disadvantage? The greatly stepped up 
amount to be taken from estates might conceivably diminish the mo- 
tive to accumulate an estate of more than $300,000 for the purpose 
of leaving it to one’s family. For the high taxes would impose a 
barrier to that accomplishment. But by no means all the incentive 
for adding to property holdings is to be found in the desire to pro- 
vide for heirs. Some extremely rich men, Andrew Carnegie, for ex- 
ample, have accumulated wealth chiefly for the purpose of making 
gifts to educational, charitable, or religious institutions. 

John D. Rockefeller, Sr., must have been largely so actuated, This 
motive, however, would not be disturbed by the proposals made here, 
which do not include a repeal or limitation of the existing exemp- 
tions. But irrespective of the ultimate distribution of a large estate, 
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its accumulation confers power. prestige, and a sense of accomplish- 
ment on the owner, for he has won in the most highly regarded of all 
competitions. These rewards alford present satisfactions and are felt 
as such. The estate tax is onlv a long distance influence that becomes 
effective after death. But what active enterpriser or investor knows 
when he is going to die? esides, there is always the possibility, or 
at least the hope. that the rates of the tax will be reduced. Another 
consideration is that the decrease proposed in the upper rates of the 
personal income tax would, through the resulting favorable effects 
on investment, make the addition to property holding easier. For 
these reasons it would appear that the heavier taxation of estates 
would result in little if any diminution of the motive to accumulate 
wealth. 

On balance, every consideration, both immediate and long term, 
favors the extremely heavy taxation of estates. It is better on all 
counts to tax the capital of dead men than the incomes of living men. 
Each additional dollar from the estate tax would permit the taking 
of one dollar less from the corporation or personal income tax, and 
thereby enterprise and investment would be stimulated. 

One further matter, deliberately reserved to the last, remains for 
consideration. I refer to the proposals for reexamination of the allow- 
ances under the personal income tax, and for a decrease in the per 
capita exemption. Why are these recommendations made? 

Here I shall have to comment on the prospect for Federal expendi- 
tures, because of its direct bearing on this question. Federal expendi- 
tures will increase somewhat next year, but in my view, that will be 
only the beginning. They will increase more in the succeeding year, 
still more in the one after that, and thereafter they will continue to 
mount. It is not at all impossible that within 6 or 8 years we shall 
be spending $30 billion or $40 billion more annually. 

If this statement seems extreme, reflect on the recent increases. In 
1947, 1948, and 1949, Federal cash payments to the public averaged 
$40 billion a year: in 1955, 1956, and 1957, they averaged $74.4 billion, 
or in dollars of the same purchasing power $65 billion, an increase in 
constant dollars of $25 billion. (For the lessons of history, see M. 
Slade Kendrick, assisted by Mark Wehle, A Century and a Half of 
Federal Expenditures, Occasional Paper 48, National Bureau of Eco- 
nomic Research, Inc. 1955, New York, N. Y.) 

The enormous additional expenditures expected in the near future 
will have to be financed. But to pay them from the proceeds of bor- 
rowing would be to bring on a continuing inflation. Unlike all pre- 
vious wars in our history, the kind of struggle in which we are now 
engaged has no discernible end. We may be engaged in it for 10 
years 20, or even 50. Under a borrowing program, there could be 
no stoppage of the issuance of bonds and hence no cessation of the re- 
sulting inflationary pressure. Clearly the costs of the ever-mounting 
_ conflict with Russia ought to be paid from current income. 

The personal income tax has two great advantages as the means for 
tapping that source. First, it is almost universally regarded as the 
fairest tax. I prefer that statement to the more controversial justi- 
fication by ability to pay. Second, the personal income tax strikes di- 
rectly the income of individuals, absorbing for public purposes money 
that for the most part would otherwise be spent for private consump- 
tion. The tax is therefore especially effective in combating inflation. 








} 
' 
} 
; 


2158 GENERAL REVENUE REVISION 


Use for this purpose, as well as for the revenue obtained, will in all 
probability be needed. We cannot expect the economy during the 
coming period of heightened struggle with Russia to roduce, in 
addition to the militar y and other public goods required, the quantity 
of civilian or personal goods that we should like to consume. 

But if within the next few years far greater reliance is going to be 
placed «n the personal income tax, two measures should in my opinion 
be take: now. The first is a reexamination of the various exclusions, 
deductions, and credits. In the aggregate, these compose an immense 
sum. It has been estimated that in 1956 their elimination would, with- 
out any Increase in rates, have resulted in an additional revenue of 
$16 billion (Joseph A. Pechman, Erosion of the Individual Income 
Tax, National Tax Journal, March 1957). 

The second measure that I would suggest is a decrease in the per- 
sonal exemption to $500, with a filing fee of $1 on all taxable income 
between $500 and $600, In view of the prospect for greatly increased 
expenditures and therefore for corresponding demands for revenue, 
it is but common prudence to require reporting now by all persons with 
an income of $500 or more. The filing fee is inconsequential. But the 
placing of some six or seven million more persons on the tax roll is 
important, for they would become accustomed to reporting. And 
when later on it becomes necessary to tax their incomes that could be 
done more easily. 

May I now summarize briefly that my proposals may be seen as a 
whole. I believe that the rate of taxation of corporation income should 
be reduced to 40 percent: that the highest rate of the personal income 
tax should be 65 percent: and that the estate tax rates should be 
integrated with those of the gift tax, greatly increased, and made to 
attach upon the passing of the property at death. 

Further, as preparation for the coming period of greatly increased 
need for revenue, I believe that the exclusions. deductions, and credits 
eranted under the personal income tax should be reexamined, and that 
the exemption should be reduced from the present $600 to $500, 
with a filing fee of $1 on all taxable income bet ween these amounts. 

Mr. Foranp (presiding). Mr. Kendrick, that concludes your state- 
ment ? 

Mr. Kenoprick. Yes, sir. 

Mr. Foranp. We thank you for your appearance and the informa- 
tion given the committee. 

Are there any questions ? 

Mr. Keogh of New York will inquire. 

Mr. Kroc. Professor, I am not taking a position on this, but would 
the apparent logic of your position carry you to the point of recom- 
mending the abolition of the corporate income tax completely, as was 
inferentially discussed yesterday ? 

Mr. Kenprick. No. The elimination of the corporate income tax; 
vou are asking whether it recommends that. No, it would not. I 
think we must have a corporation income tax. I see no way of es- 
caping it. 

Mr. Krocu. Thank you, Mr. Chairman. 

Mr. Foranp. Are there any further questions? 

If there are no further questions, we thank you, sir. 

Next on the calendar are the members of the advisory group on 


subchapter K. 
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Will you gentlemen come forward, please ¢ 

In the absence of our distinguished chairman, who is now appearing 
before the Committee on Rules, at the instruction of the committee, L 
am delighted to welcome you gentlemen as members of the advisory 
group to the Subcommittee on Internal Revenue Taxation on sub- 
chapter K, relating to the taxation of partnerships. 

On behalf of the chairman and all the members of this committee, 
I want publicly to thank you gentlemen for the distinguished service 
you have rendered in serving on this advisory group. Each of you 
was selected because of expert knowledge on the subject of the taxa- 
tion of parnerships and because of his outstanding record of public 
service to this committee and to the taxpayers in general. 

The record will show that the advisory group is composed of the 
following distinguished tax practitioners : Arthur Willis, Harry Janin, 
Mark Johnson, Paul Little, Donald McDonald, Herbert Story, Lau- 
rens Williams, and Abner Hughes, who resigned back in May. 

Mr. Willis, are you to be the chief spokesman and moderator of this 
group, how do you wish to proceed ¢ 

Mr. Wixuts. I will act as moderator and will introduce the other 
advisory group members who will discuss various portions of our 
proposal. 

Mr. Foranp. Will you introduce them as they speak ? 

Mr. Wiuuis. Yes, I will. 

Mr. Foranp. I note here that 3 hours has been allocated to your 
group. Youare the general in charge. 

Mr. Wits. Thank you, sir. 


STATEMENTS OF THE MEMBERS OF THE ADVISORY GROUP ON 
SUBCHAPTER K: ARTHUR B. WILLIS, CHAIRMAN, HARRY JANIN, 
MARK H. JOHNSON, PAUL LITTLE, DONALD McDONALD, HERBERT 
B. STORY, AND LAURENS WILLIAMS 


Mr. Foranp. For the purpose of the record, will you give your name, 
address, and the capacity in which you are appearing here this morn- 
ing. 

Mr. Wits. Arthur B. Willis, I appear as chairman of the advisory 
group on Subchapter K: Taxation of Partners and Partnerships. 
My address is 900 Wilshire Boulevard, Los Angeles, Calif. 

Mr. Ikarp. Mr. Chairman, before we get started here, I would like 
to inquire concerning procedure. May we interrupt to ask questions, 
or would you prefer that we wait until these gentlemen have finished 
their statements ? 

Mr. Wiis. I am going to make a general introductory statement, 
and at the conclusion of that statement I would be happy to have any 
questions concerning the broad purposes of our group. Thereafter, 
each of the members of our group will discuss a particular section, and 
we would certainly invite questions at the end of the discussion by 
“ach of the members of the group. 

Mr. Ikarp. Thank you. 

Mr. Foranp. Very well, you may proceed. 

Mr. Wits. Mr. Chairman and members of the committee; we, the 
members of the advisory group, are very pleased to have this oppor- 
tunity to present to you in person the result of 14 months of effort. 
We all thought it was a signal honor to be selected to do this work. 
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We accepted the appointment as a challenge and as an opportunity to 
render a service to the Government, to the taxpayers, and to the public 
at large. 

We felt that the concept of the advisory group was a bold and wise 
move in the direction of obtaining and using the experience of the 
practicing lawyer and accountants to obtain a simpler and fairer tax 
law. We undertook our work with humility, dedication and zeal. 

Our original group consisted of 8 members, of whom 5 were attorneys 
and 3 were certified public accountants. We were reduced by the 
resignation of 1 member to 7. 

We have had a total of 12 meetings, all of which were held in 
Washington, D.C. We had a remarkably high attendance at all of 
those meetings. At our first meeting, which was held _in December 
1956, Mr. Mills, in his then capacity of chairman of the Subcommittee 
on Internal Revenue Taxation, spoke to us about the goals of our 
work. He stated very forthrightly the things that we were expected 
to accomplish. He told us, based on his long and intimate experience 
with tax legislation, some of the problems that we should keep in mind 
in developing a proposed legislative program. 

Mr. Mills pointed out to us that at that time we had had approxi- 
mately 2 years of practical experience working under the partner- 
ship provisions of the 1954 code. He told us that our first interest 
should be in making amendments within the framework of the exist- 
ing statutory principles. He then told us that as a long-range project 
we could make recommendations for changes in the basic framework 
of subchapter K. 

We understood our work with a very real understanding of the 
things that were expected. The point that particularly impressed 
us—and Mr. Mills was careful to see to it that it was impressed upon 
us—was that our primary goal throughout was to be simplification. 
But Mr. Mills pointed out that simplification did not mean the com- 
plete abandonment of all of the rules needed to guide taxpayers in 
partnership transactions. Neither, he told us, was simplification to 
be construed as an invitation to tax avoidance or to tax entrapment 
of the unwary. Having in mind all of Mr. Mills’ admonitions, we 
commenced work, filled with the enthusiasm that Mr. Mills seems 
to have the particular ability to impart to those who work with 
him. 

We commenced our work with these basic facts in mind, and they 
are quite material in understanding our recommendations: 

First, there are approximately a quarter of a million more partner- 
ship returns filed each year than there are corporate returns. Close 
to 1 million partnership returns are filed each year, There are ap- 
proximately 2,400,000 members of these 1 million partnerships. So 
the first fact that was very clear to us was that anything that we did 
in our recommendations for legislative change would affect a large 
number of people. 

The second important fact was this: The average ordinary net 
income of the 1 million partnerships filing returns for the fiscal year 
ended June 30, 1954, was approximately $9,000. There were roughly 
two and a half partners to a partnership, so that averaged down to 
about $3,600 per partner. Furthermore, approximately one-half of 
all of the partnership returns filed reporting any ordinary net in- 
come reported a net income of $5,000 or less, and the average net in- 
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come for that total group was just slightly over $2,000. The net 
income per partner was only about $1,000, So our second conclusion 
was that we must work, as Mr. Mills indics ated, to attain a simpler 
tax law and one that would be understood by the small partnership. 

As a matter of fact, we devised a hypothetical partnership consist- 

ing of two men running a corner grocery store. Very frequently a 
pl ‘oposal would be made by one of the members of our group, and this 
objection would be raised— 
That is fine, your proposal is technically sound, and if the partnership were being 
advised by a sophisticated tax lawyer or tax accountant, there would be no prob- 
lem. But what are we going to do with your proposal in the case of our small 
partnership operating the corner grocery store. How would one of the partners, 
working in the evening hours preparing the partnership return, be expected to 
know or to apply the rule that you are suggesting? 

[f the proponent did not have a satisfactory answer to that question, 
his proposal was usually defeated. 

The third point is that although the average partnership is quite 
small, there is a sizable number of rather substantial partnerships with 
large income and large potentialities for tax avoidance. For the fiscal 
year ended June 30, "1954, there were approximately 100,000 partner- 
ships reporting net income in exc ess of $20,000 and total receipts of 
$200,000 or more. The very top income group, a numerically small 
but revenuewise important group consisting of 438 partnerships, each 
reported a taxable net income in excess of $500, 000. The average net 
income of this top group of 438 partnerships was $1,200,000, or approx- 
imately half a billion dollars for the group. 

So we realized that we could not recommend a simplified tax struc- 
ture that would be technically deficient in view of the fact that there 
was a substantial number of partnerships with large incomes. 

The fourth consideration was that we knew, from the reported de- 

cisions and from our own individual experiences as practitioners, that 
chiles had been use of the partnership form, especially prior to the 1954 
code, to convert ordinary income into capital gain and to obtain other 
preferential tax benefits. Pleasant though this may have been when 
we individually achieved it for our clients, we felt that when it came 
to the advisory group we must use all of our skill and ingenuity to 
close those tax loopholes. 

Thus it was that we started to work. 

Simplicity is not synonymous with brevity. The partnership provi- 
sions of the 1939 code were extremely brief, but by the very reason of 
their brevity they failed to cover many commonplace partnership 
transactions. The 1954 code, in subchapter K, went in the opposite 
direction and attempted to set forth rather comprehensive rules con- 
cerning partnership transactions and their tax consequences. 

The advi isory group meticulously reexamined the entire subchapter 
K. The more we studied it the more were impressed with what an 
excellent overall job had been done in the 1954 code. Considering the 
newness of the concept of a comprehensive coverage of the ground 
rules with respect to partnership taxation and the pressure under 
which the Congress was working, we felt that the Congress did an 
excellent job and, particularly, of course, the Committee on Ways and 
Means and the Committee on Finance. I do not detract at all from 
the work of the Congress when I point out that a great deal of credit 
also should be given to the professional groups who laid some of the 
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groundwork for subchapter K, and who did a fine job in critically 
analyzing H. R. 8300 as it went through the legislative processes in 
Congress. 

The American Law Institute and the section of taxation of the 
American Bar Association had been working on a series of compre- 
hensive rules governing taxation of partnerships several years prior 
to the 1954 code. When the 1954 ake was H. R. 8300, and was pro- 
ceeding through Congress in regular legislative channels, professional 
groups were invited to and did submit comments concerning their 
observations with respect to provisions of the bill. The American 
Law Institute, the American Institute of Accountants, and the City 
Bar of Philadelphia were among the groups that performed outstand- 
ing work in submitting comments and suggestions for changes. These 
comments were received in the helpful spirit in which they were of- 
fered. The Congress did accept many of the recommendations which 
seemed to be sound, and they were incorporated in the 1954 code 
before its final adoption. 

At this time I would like to introduce to you the members of the 
advisory group, each of whom will later speak to you with respect 
to the portion of our total recommendations assigned to him. 

On my immediate right is Mr. Harry Janin, vice chairman. Mr. 
Janin is a certified public accountant, a member of the New York 
accounting firm of Eisner & Lubin. Mr. Janin has been extremely 
active as a member of the Federal income-tax committee of the Amer- 
ican Institute of Certified Public Accountants. He is also an attor- 
ney, a member of the New York County Law Association and the 
American Bar Association. 

Next is Mr. Mark Johnson, on my extreme left. I am reading the 
rest of these names in alphabetical order. Mr. Johnson is an attorney 
and member of the New York firm of Rabkin & Johnson. In the past 
Mr. Johnson has been a member of the council and a committee chair- 
man of the section of taxation, American Bar Association. He has 
been for many years and still is a special adviser to the American Law 
Institute’s tax project. He is the coauthor of the Rabkin & Johnson 
Federal Income, Estate, and Gift Taxation, a very excellent work. He 
also was the coauthor—and this is quite interesting—of an article 
appearing in the 1942 Harvard Law Review that stirred up a great 
deal of interest in the partnership taxation field, and which I feel 
rather directly led to the creation of interest in that subject. The 
final end result of Mr. Johnson’s article may be said to be subchapter 
K of the 1954 code. 

Mr. Donald McDonald, who sits next to Mr. Johnson, is a member of 
the Philadelphia law firm of Montgomery, McCracken, Walker & 
Rhoads. He was formerly a special assistant to the head of the legal 
advisory staff of the Treasury Department at the time that Mr. 
Laurens Williams was head of the legal advisory staff. Among his 
projects with the legal advisory staff was getting out regulations with 
respect to partnerships. I think that the excellent regulations we re- 
ceived are attributable to the fine work of Mr. McDonald and many 
others, both in the Treasury Department and in the Internal Revenue 
Service. Mr. McDonald io is coauthor of a book published by the 


American Law Institute on the taxation of partnerships. 

Second on my right is Mr. Paul Little, attorney, of New York City 
and a member of the firm of Wickes, Riddell, Bloomer, Jacobi & 
McGuire. Mr. Little is the author of a book on partnership taxa- 
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tion which was the first full-length coverage of this very important 
subject. 

Mr. Herbert Story, second on my left, is a certified public account- 
ant and member of the Wichita F alls, Tex. , firm of Freeman, Shapard 
& Story. He has had an unusual backgr ound in the accounting and 
tax problems of the oil and gas industry and was a real help to us on 
the advisory group. 

The man on my immediate left, Mr. Laurens Willi: ams, was formerly 
president of the Nebraska State Bar Association, a member of the 
house of delegates of the American Bar Association, a member of the 
council of the section of taxation, American Bar Association, and has 
many other achievements. The achievement that you are best ac- 
quainted with is his service as assistant to the Secretary of the Treas- 
ury and head of the legal advisory staff. He was awarded the Alex- 
ander Hamilton gold medal for distinguished service in the Treasury 
Department. Mr. Williams is a member of the W ashington and 
Atlanta law firm of Sutherland, Asbill & Brennan. 

These, then, are the men who comprise the advisory group that has 
been working on the partnership project for the past 14 months. 

We also received very valuable service from certain governmental 
employees. Mr. Colin Stam, chief of staff of the Joint Committee on 
Internal Revenue Taxation, participated in some of our meetings, 
Because of his many duties, it was impossible for Mr. Stam to be with 
us at all of our meetings, but his wise counsel and rich experience were © 
of great help tous. We are very appreciative of what Mr. Stam con- 
tr ibuted to our work. 

Mr. Stam also made available to us a member of his staff, Mr. L. N. 
Woodworth. Mr. Woodworth acted as secretary of our group. He 
kept minutes and distributed them to us and thereby saw to it that 
our policy decisions were converted into written form. When we 
became dissatisfied with our rate of progress, arrangements were made 
with Congressman Mills and with Mr. Stam for Mr. Woodworth to 
be assigned to us virtually full time, commencing about October 1. 
From that time on, Mr. Woodworth did all of the initial drafting of 
the proposed statutory language and of the comments. 

We, of course, meticulously reviewed the work that was done by 
Mr. Woodworth, and made changes and corrections. Mr. Woodwor th 
was only carrying out our policy decisions in drafting, but he did a 
tremendous job in helping us and seeing to it that we completed our 
program within the time that was allotted. 

The other Government men who worked with us during this period 
of time were Mr. Michael Waris, Jr., a member of the legal advisory 
staff of the Treasury Department; John M. Sullivan of the Legislative 
and Regulations Division of the Internal Revenue Service; and Mr. 
Henry Jordan, Chief of the substantive Law Section of the Technical 
Planning Division, Internal Revenue Service. 

I think it should be clear that these men participated in our meet- 
ings as technical advisers. They advised us with respect to procedural 
matters. They did not vote on any policy matters, since they were 
not members of the advisory group. Therefore, the recommendations 
that we are submitting to you must be understood to be solely the 
recommendations of the public members of the advisory group, and 
in no way reflecting the opinion or the position of the joint committee, 
of the Treasury Department, or of the Internal Revenue Service. 
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It has been said that Government employees work by the time clock. 
The experience of our advisory group was to the contrary. For the 
convenience of the public members, most of our meetings were held on 
Friday and Saturday. Our Friday meetings frequently extended to 
10 or 11 p. m. Our Saturday meetings would run most of the day. 
We never heard a murmur from any of the Government employees 
sitting in on our meetings that we were depriving them, without 
compensation, of some of their free time, or what should have been 
free time. The members of the advisory group wish to publicly ex- 
press their appreciation of the loyal support and the fine work that 
has been done by these dedicated, competent, Government career men. 

I ask you now to turn to the revised report which you have before 
you. The revised report consists of 22 legislative recommendations. 
We had an earlier report dated May 8, 1957, containing 11 legislative 
recommendations, and those are incorporated in our revised report. 
Two of the 11 recommendations in the first report have been com- 
pletely revised. The other nine have carried over without change or 
with only minor changes into the revised report. 

For your convenience we have indicated, with respect to each of 
these recommendations, whether it is new or whether it is carried 
over from the old report, or whether it is carried over with modifi- 
cations, 

You will also note that we have followed this pattern in our dis- 
cussion of each of the legislative proposals. First, there is a dis- 
cussion of the present law and how it operates or what is wrong 
with it. 

Mr. Foranp. Mr. Eberharter would like to know the date of the 
report. . 

r. Wits. December 31, 1957, sir. 

Mr. Enernarter. Thank you. 

Mr. Wirus. Mr. Williams points out to me that you have two 
documents before you this morning. One is the revised report, which 
T am discussing, and the other is the suggested rearrangements, which 
Mr. Williams will discuss separately later. The Revised Report on 
Partners and Partnerships is what I am referring to now, Mr. 
Eberharter. 

Mr. Eseruarter. Dated December 31, 1957? 

Mr. Wis. Dated December 31; yes, sir. 

We have attempted to follow this pattern in our discussion: first, 
the law as it is presently constituted and what is wrong with it: 
second, our proposal and how it works, You will find at the end of 
each of the comments the specific suggested statutory language to ac- 
complish the result that we recommend. 

The members of our advisory group are not so vain as to think that 
our report will be good for all time, that we have necessarily covered 
all deficiencies of the present subchapter K, or that everything that 
we have recommended will be accepted in precisely the form in which 
it is submitted. We realize that you gentlemen, the technicians in the 
Treasury Department, Internal Revenue Service, and the staff of the 
joint committee will have ideas to be integrated with our report. We 
also recognize that future experience will show additional areas where 
legislative amendments may be required. However, we do submit 
this report to you as being our best thinking at the present time and 
as reflecting those amendments to subchapter K which we feel are 
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definitely desirable in order to simplify it and to improve its techni- 
cal operation. 

I would like to express my appreciation to all of the members of 
the advisory group. I think that you have recognized from my very 
brief recital of a few of their accomplishments w hat an unusual group 
this represents. I frankly admit that when I started out with the 
arma of trying to preside over such a group of distinguished 

eaders of the legal and accounting professions, I had some trepida- 
tees The fact that we accomplished as much as we did is a tribute 
to the fact that these men had the ability to think clearly, to express 
themselves concisely, and most important of all, to listen attentively, 
and with real interest, to the ideas and concepts of the other members 
of the advisory group. It has been a pleasure working with them. 
We have made new frienships and cemented old ones that I know will 
last a long period of time. 

Mr. Chairman, at this time I would be very happy to have any 
questions with respect to the broad outline of the work of the ad- 
visory group. Thereafter, I will introduce the various speakers who 
will talk with respect to the technical sections assigned to them. 

Mr. Foranp. Are there any questions ? 

Mr. Kroeu. I would like to inquire, Mr. Chairman, if I may. 

Mr. Foranp. Mr. Keogh, of New York, will inquire. 

Mr. Krocu. Has there been any opportunity afforded the general 
public to be heard in connection with any of your proposed changes? 

Mr. Wiuus. The first report, of May 8, 1 957, has been made avail- 
able, and those who are interested could write in and obtain it. None 
of the tax services published it. The American Institute of Certified 
Public Accountants has submitted some comments with respect to our 
May 8 report, and we have considered those comments. 

I understand that there are 7,000 copies of the December 31, 1957, 
report printed, and I hope that there will be enough interest on the 
part of the public so that there will be quite a demond for copies, and 
that there will be comments, suggestions, and criticisms with respect 
to the work that we have done. 

Mr. Kroc. Do you, in your December 31, 1957, report, make any 
reference to any of the comments that you received with respect to 
your May report ? 

Mr. Writs. No, sir. 

Mr. Kroon. So that one reading the December report would have 
no way of knowing what comments had been received by the advisory 
group and what action if any had been taken by the advisory group 
on those comments ? 

Mr. Wituts. No, sir. The comments that came in from the American 
Institute, apart from reservations on section 751, were favorable with 
one minor exception, and that was not strictly unfavorable. They felt 
that a certain provision was not necessary. We decided that we had 
not sufficiently explained the problem but that it was real and our 
suggested correction was sound. 

The American Bar Association section of taxation has several legis- 
lative recommendations with respect to subchapter K which will be 
submitted to this committee on Monday by Mr. Lee Park, chairman of 
the section of taxation. Quite a few of them do overlap the recom- 
mendations of this committee. 





H 
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Mr. Foranp. Is that all? 

Mr. Krocu. Yes, thank you, Mr. Chairman. 

Mr. Foranp. Are there any further questions ? 

Mr. Wits. Mr. Chairman, as I mentioned 2 or 3 times in my in- 
troductory remarks, the thing that was pressed upon us most of all 

was the desire to obtain a simplified subchapter K. The first topic 
we will present to the committee deals with the rearrangement of sub- 
chapter K, which was important for the purpose of simplifying the 
statute and its understandability by the average partnership, and 
particularly the small partnership. “Mr, Laurens Williams will dis- 
cuss this for you. 

Mr. Wuiui1ams. Mr. Chairman, gentlemen of the committee, with 
your indulgence, I would like to digress a moment. 

The chairman has been kind enough to refer to the other members 
of the advisory group. I would like to tell you a little bit about the 
chairman. 

Mr. Arthur Willis is a practicing lawyer in Los Angeles, Calif. He 
is also a certified public accountant. About a year ago he completed 
and published what is unquestionably the most comprehensive text- 
book on the taxation of partnerships which, with deference to Mr. 
Little, since his book appeared under the 1939 code, exists today. 

In addition, he was for years chairman of the committee on taxa- 
tion of partnerships of the section of taxation of the American Bar 
Association, and he currently is a member of the council of the sec- 
tion of taxation of the American Bar Association. He is one of the 
distinguished tax lawyers of our day. 

I would like also to say a word about the work of this and the other 
three advisory groups of your Subcommittee on Internal Revenue. 
The work of these men has been, I assure you, completely pro bono 
publico. I have had the privilege of serving on 3 of the 4 advisory 
groups, and I assert to you that the caliber, ‘the professional ability, 
the technical expertness, the practical experience, as well as the the- 
oretical knowledge of the personnel of those groups is really remark- 
able. 

Also, the attitude of those groups I think has been excellent. They 
have really striven, I am sure, to be practical, to achieve simplicity 
where possible, to provide as much certainty in our tax law as might 
be, but all the while trying to be guided by principles of fairness, 
equity, neutral impact on taxpayers ; of our taxing laws, and so forth. 

There is one word that may seem a little crass but I think ought 
to be said, about the value of these services, and that js this: I have 
made a very rough approximation of the amount of time which I 
am certain is the minimum time which the members of this advisory 
group and the other advisory groups have devoted to this work. T 
think I can say without any question of the accuracy of this state- 
ment that if these men were charging private clients at a regular per 
diem, just the ordinary going per diem rates, the total aggregate 
charges of the members ‘of the four advisor y groups which have 
rendered all this service to you without one cent of compensation or 
thought of compensation would exceed, gentlemen, a half a million 
dollars. 

Mr. Kroou. Mr. Chairman, may I interrupt briefly at this point? 

Mr. Foranp. Yes. 
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Mr. Kerocu. Mr. Williams, are you in a position, from your obser- 
vation of those groups on which you worked, to assure this committee 
not only of ali the other qualities you have outlined, but also of the 
objectivity of those groups? 

fr. WitxtaMs. I am, of the three on which I have served, and I 
have no reason at all to doubt that that is true also of the subchapter 
C group. This has been an objective work. The effort has been always 
to be practical, to look to the practical effect and operation of (a) the 
present statute and (6) the recommendations for change. 

Let me assure you that none of us would assert that we have achieved 
perfection in any of our recommendations, but there has been a really 
sincere effort to be objective, not merely theoretical. 

Mr. Krocu. So that we understand our terms, I will ask that the 
final portion of Mr. Williams’ last answer be read. 

(The last answer of Mr. Williams’ statement was read aloud by the 
reporter. ) 

Mr. Mason. Well, the definition of “objective” and “practical” are 
two different things. 

Mr. Kroeu. That is right. 

Mr. Mason. Is that not what you are trying to bring out? 

Mr. Kroon. That is right. 

Mr. Mason. The objectivity of the panel. 

Mr. Krocn. Precisely. 

And I am relying upon our long and pleasant relations with Mr. 
Williams to give us, though it probably is unnecessary, the assurance 
of the fact that the members of those advisory groups with which you 
are familiar have not only been sincere, have not only been practical, 
have not only been devoted, but have also been objective in their ap- 
proaches to the problems discussed by those groups. 

Mr. WitutAMs. Yes, sir. 

Mr. Krocu. Objective and impersonal. 

Mr. Witu1amMs. Completely impersonal, and neither pro-taxpayer 
nor pro-Government, with no partisanship as between the Government 
and the taxpayers, an attempt to be objective in that sense, to obtain 
fairness of treatment in a practical way and have a statute which 
would operate as a practical matter in a neutral sort of way as be- 
tween the two sides, so to speak. 

Mr. Kroon. Or even as between segments of one side. 

Mr. Witutams. Of course. That is a very major thing, sir, which 
has been in our thinking constantly, this problem of impact of a par- 
ticular proposal on the small partnership as distinguished from the 
large partnership, because that same statute has to apply to the mil- 
lion-dollar large partnership as would apply to the little small corner 
grocery, you see. We have attempted in each instance to bear in 
mind its impact on all types, sizes, degrees, varieties of partnerships. 

Mr. Foranp. You may proceed. 

Mr. Wiuu1aMs. Turning now to recommendation No. 1, which is the 
proposed rearrangement of subchapter K. 

Mr. Esernarter. What page in the report, Mr. Williams? 

Mr. Wituiams. That is found on page 1, sir, of the revised report. 

One of the major complaints, of course, of present subchapter K of 
the 1954 code, which is the subchapter which comprehensively treats 
of the taxation of partners and partnerships, has been that it is very 
complicated, that it is intricate and very, very difficult to under- 
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stand. It is sometimes asserted that only a sophisticated, erudite tax 
practitioner is able fully to understand what is provided in subchap- 
ter K. 

We all admit, we all agree and recognize, that there is much truth 
tothat charge. But, even though there is truth to the charge that it is 
complicated, there are certain other truths that must be borne in mind 
in considering the problem. 

First of all, as Mr. Willis indicated, all of the problems in the taxa- 
tion of partners and partnerships existed in the tax law prior to the 
adoption of subchapter K. The problems are not new. The prob- 
lems are not created by the present subchapter K. They are prob- 
lems which have existed in the taxation of partners and partnerships 
ever since 1913. They are problems that are inherent in the total area. 

So, first, I want to make the point that the subchapter and its com- 
plications have not created the problems; the statute has simply faced 
and dealt with problems which always have existed and inherently 
do exist in the field. 

Second, these problems which have always existed and do exist and 
cannot be avoided, which cannot be made to go away, are problems 
which inherently are complex in themselves. There is a very basic 
reason why this is so. 

The tax problems in the taxation of partners and partnerships, 
naturally, in part at least, relate to and are affected by the common 
law of partnerships; the law, statutory and case law, of the States 
and, in some respects, of the Federal Government, which deals with 
the legal relationships of partners and of partnerships. 

The tax law, of necessity, always has and now does fit into, in large 
part, the general law governing partners and partnerships which is 
wholly apart from taxation—the general law determining the respec- 
tive rights and responsibilities of persons who enter into partnerships 
and, as partners, do business with third persons. There arises much 
of the difficulty, because the common law and the statutory law of the 
States respecting partnerships has bound into it a sort of hybrid situa- 
tion. In fact, a partnership may be deemed to be a sort of hybrid 
organization. 

For many purposes, a partnership at common law is a distinct legal 
entity, sort of likea corporation. It is a separate legal person, dis- 
tinct from its members. Yet, for other purposes, the common law 
views a partnership not as a legal entity but as an association of per- 
sons who are coowners of property. This means that, on the one 
hand, you have the concept of the partnership as a legal entity, and, 
on the other hand, the concept that it is a mere aggregate of indi- 
viduals, under the so-called aggregate theory or common-law theory 
of a partnership—that it is an association of persons who are co- 
owners of property. 

So, just as the common law has always had in it these two conflict- 
ing and irreconcilable concepts of a partnership, they have come over 
into the tax law. In the tax law, for example, we have always said 
a partnership is a distinct legal entity, separate from its members, 
for the purpose of reporting or filing a tax return. In respect of the 
transactions between a partnership and third person, we have viewed 
the partnership as a distinct legal person, separate from its mem- 
bers. But, for the purpose of imposing a tax, we have always said 
we do not tax this fictitious, separate, legal person. We treat the part- 
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nership for this purpose merely as a conduit; we use the aggregate, 
common-law theory of a partnership. We do not tax the partnership. 
We tax the individual members on their distributive shares of the 
income of the partners. 

Mr. Kroeu. Mr. Chairman, may I interrupt? I will not do this any 
more than I have to. 

Mr. WiuiiaMs. It is quite all right, sir. 

Mr. Knocu. I mean not to be pedantic, but I wonder if we could 
agree that, from now on, when you use the ae ‘we,” you mean your 
advisory group. In this latter disc ussion, I do not know whether 

ou are talking about recommendations that we are making or that 
ou are making. 

Mr. WituiaMs. I am sorry. I have not come to any recommenda- 
tion. I was attempting to lay the background for the recommenda- 
tion we are going to make, for rearrangement. When I have said 
“we do this” and “we do that,” 1 have not yet intended to refer to 
the advisory group. I should have said, “You, the Congress,” have 
done this thing. ‘The current tax law which you have made is what 
I have been talking about. 

I will try to avoid that from now on. Thank you. 

So that you have, then, these basic and irreconcilable theories, con- 
cepts, of a partnership in the tax law. In addition to this inherent 
difference in the underlying concepts and theory of what is a partner- 
ship and what are the rights and responsibilities of the members of 
the organization itself, in the tax law there is the problem of the 
great variety of kinds of partnerships and the great variety of agree- 
ments among partners, which alter the rights and responsibilities 
of the parties as between themselves, so that you have no common 
Satie You have to provide for all kinds of factual situations and 
all kinds of rights and responsibilities as among partners themselves. 

Clearly, therefore, if the tax law is to be fair, if it is to tax all in- 
come, if it is to tax all ordinary income as ordinary income and all 
capital gain as capital gain, if it is to tax it to the right members 
of the partnership, and ‘if it is to tax them at the right times, then 
you must have specific spelling out of a good deal of detail. Unless 
you do that, unless you do provide for the extraordinary situation, 
the partners, by contract, by altering the agreement among them- 
selves, are able to shift the tax consequence from one member of the 
partnership who might be in a high tax bracket to another member 
of the partnership in a low tax bracket. 

In other words, sophisticated, skillful maneuvering by partners who 
are soundly, wisely, skillfully advised may enable one or another 
member of a partnership to avoid his fair share of the total tax burden, 
unless your tax law takes into account that potential and provides 
that that may not happen. 

Mr. Stmpson. Mr. Chairman ? 

Mr. Foranp. Mr. Simpson will inquire. 

Mr. Stwrson. Would you mind repeating that again for me? I 
missed that. 

Mr. Wiiu1AMs. I will state it in a different way: Unless the tax law 
contains provisions which prevent the shifting of the tax consequence 
among partners, prevents the conversion of or dinary income into capi- 
tal gain; unless there are specific provisions to prevent this, the part- 
ners may, by skillful arrangements among themselves, shift the 
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ordinary, regularly expected incidence of the tax from one member to 
another, or may convert what normally would be ordinary income 
into capital gains. 

In other words, what I am saying, what I was coming to, was 
this: If you have merely simplicity in your taxing statute in relation 
to partners and partnerships, inevitably you will find that skillful, 
erudite people will be able, by clever form arrangements, to avoid their 
fair share, the normal share, the expected share of the tax burden. 

One of the basic, complicating factors in the tax law has been this 
problem of collapsible partnerships, of which you will hear more 
later. That is occasioned by what I am talking about, this necessity 
of having in the tax law something to prevent partners from con- 
verting ordinary income into capital gain by skillful form arrange- 
ments, which, in turn, requires the tax law to contain complicated 
provisions to meet that, without at the same time freezing all carte 
into a common mold, without preventing perfectly legitimate business 
transactions, without penalizing perfectly legitimate transactions. 

Mr. Srmpson. Possibly you do not want any questioning at this time, 
but I would like to get this basic thought clear in my mind. Is 
what you are doing now; plugging wp what you might call loop- 
holes? Is that what you are doing 

Mr. WiiuiaMs. Yes. I am explaining why we cannot have simpli- 
fication alone. You will remember I said the complaint is that the 
1954 code, subchapter K is terribly complicated. 

Mr. Sumpson. Yes, I understand. 

Mr. Wit11aMs. But we have to keep in mind certain reasons why it 
must be complicated, and these are some of the reasons. 

Mr. Simpson. I am looking ahead. Is what your group is seeking 
to do in this area to which you now refer, the plugging up of loopholes, 
or to say better what the law tries to say today ¢ 

Mr. WituiaMs. Both,sir. Where we have found a method whereby 
taxes may be avoided, call it a loophole or whatever you want—— 

Mr. Sravpson. You called them loopholes. 

Mr. Wiu1AmMs. Wherever we have found anything that anyone could 
soundly characterize as a loophole, we have made a specific recommen- 
dation for amendment to plug up that loophole, so to speak. 

Mr. Surson. All right. 

Mr. Wiu11aMs. Where, on the other hand, we have found a situation 
where there was an unjust impact, an undue hardship or whatever you 
want to call it, again we have made a recommendation. But those are 
the specific recommendations, not dealing with rearrangement. 

Mr. Mason. Mr. Chairman, before he goes on, may I clear up a 
little point ¢ 

Mr. Foranp. Yes, Mr. Mason. 

Mr. Mason. You are trying to tell us that you must specify and 
particularize in the law, because of the complexities of the problem 
you are dealing with, and to prevent possible advantages being taken 
under good, sound, legal advice, that they can get out of paying a lot 
of these taxes that would naturally fall tothem. Is that it? 

Mr. Witu1aMs. That is right, sir. 

Mr. Mason. That is what I gathered. Thank you. That is all. 

Mr. Wiu1aMs. Against that backdrop is the fact that, in other 
words, we—this advisory group—do not find a way to recommend to 
you a simple law governing the taxation of partners and partnerships. 
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We do not believe it can be done, that you can have a simple tax law 
which contains no complicated provisions. If re do so, first you will 
permit much tax avoidance ; and second, you will, in its operation, have 
a law that will be harsh and inequitable to other taxpayers. 

Therefore, we believe that you must have a certain amount of com- 
plication in your tax law. 

Mr. Foranp. In other words, it cannot be simple and fair at the 
same time. 

Mr. Wiu1aMs. That is correct. 

What, then, can be done to try to improve what you have, so far as 
simplicity is concerned? What complication can we either avoid or 
minimize ¢ 

We have suggested that one of the difficulties is that the present 
statute, necessarily containing many complicated provisions, while 
logically arranged, nevertheless will have in one section, for example, 
i. simple rule applicable to all partnerships—the sort of rule which 
all partnerships will use—but in that same section there also will be 
2 complicated provision—a special rule designed for a special pur- 
pose—applicable to but very few partnerships. In other words, the 
special rule, which is usually a complicated rule, is found physically 
in the same section, or the same subpart, as the simple rule that applies 
to all partnerships. 

What we have suggested in recommendation 1 is a rearrangement— 
« mechanical rearrangement—of subchapter K. Under this rear- 
rangement, one would find, in the first part, all of the general rules, 
most of them relatively simple, which do apply to all partnerships, 
and which are the only rules which most partnerships will encounter. 
The more complicated rules—the elections and other special rules— 
would be found in a separate subpart. As a result only those who 
have these special problems, by virtue of their particular factual situa- 
tion, would ever need to read and understand these more complicated 
provisions. 

In order to try to demonstrate how this would look, we have asked 
for and had printed a separate document, which is in your hands. 
It is captioned, “Suggested Rearrangement of Partner and Partner- 
ship Proviisons of the 1954 Code.” It is dated January 1958. It 
consists of two parts. The first part is the present subchapter K, 
rearranged. If you did nothing more than rearrange the existing 
law, it would appear as set out in this first part of this separate docu- 
ment. Then, in the second part, we have the same rearrangement, 
but shown in italies, with marginal notes to indicate the source, are 
the various amendments we have separately recommended, separate 
from the rearrangement. In this way, you may see simply how the 
rearrangement would appear. 

Perhaps it might be well if you would turn to page 21, which is the 
beginning of the second part. You will note that part I would con- 
tain rules generally applicable to partners and partnerships. Part 
II would contain the rules dealing with “collapsible partnerships.” 
Those are special rules, presently quite complicated. We have some 
recommendations for the simplification of those rules, but they are 
applicable, out of the million partnerships in American, at the wildest 
guess to probably not more than a matter of some thousands. Then, 
in part IIT, are the special rules, the elections, and that sort of thing. 
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The other two parts, of course, follow along more or Jess with the 
present. statute. 

We think the physical segregation of the general rules applicable to 
all partnerships, which all partnerships normally encounter, which the 
so-called simple partnership, the corner grocer in a partnership en- 
counters, into the one subpart will make it easier for him and for his 
advisers to read and understand the law applicable to him. This leaves 
for other parts the more complicated provisions, which we believe 
you must retain in the law if you are to prevent tax avoidance and 
prevent inequitable results in given situations. 

That, without trying to go into detail, is the overall storv on the 
first recommendation. 

Tf you have any further questions, I would be glad to answer them 

Mr. Foranp. Are there any questions? 

Mr. Kroen. To confirm what is in your suggested rearrangement, 
the italicized matter is the suggested new matter. Ts that right? 

Mr. WriatAMs. Yes. 

Tf T may more or less repeat to make sure that we understand: Tn 
the second half of the document on the suggested rearrangement we 
have rearranged subchapter K and also put into the rearrangement 
each of the specific 21 other recommendations for change which are 
made in our report. Those appear in italics. The marginal notes are 
added to indicate the source in present law of the various provisions, 
because in certain situations, Mr. Keogh, one or another of our recom- 
mendations is for the omission of some language, but we have not 
shown in this the omitted language; only the additional language. 

Mr. Hrrronc. In other words, there are no stars or anything of that 
kind to show omitted language. 

Mr. Wrru1aMs. That is correct. 

Mr. Foranp. Mr. Eberharter. 

Mr. Enernarter. Is it the intention of you gentlemen to go over 
each specific recommendation ? 

Mr. WrirtaMs. Yes, sir. 

Mr. Ereruarter. That is, in your testimony today? 

Mr. Wir1i1aMs. Yes, sir. Each specific recommendation will be 
discussed specifically. 

Mr. Wirus. It will probably be in general terms. That is all the 
time will permit. 

Mr. Enernarter. The subject is a very complicated one, and it is 
going to be very difficult for this committee to decide on specific recom- 
mendations. There will be difficulty in deciding whether the specific 
recommendations are sound, and whether or not there are any loop- 
holes being created in them. 

Mr. Williams understands that, because he has been in executive ses- 
sions with us for many years. ' 

Mr. Wis. I think we all appreciate that. We have wrestled with 
this for 14 months, and we also believe that this is an area that requires 
quite a bit of study before one can hope to understand it. 

Mr. Esernarrer. In other words, we will have to use a good bit of 
our own time to dissect these recommendations. 

Mr. Foranp. That will be done when we consider these issues in 
executive session. 

Mr. Enrrnarter. I was wondering whether they were going to do 
the explaining here today. 
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Mr. Foranv. No, they are going to give us a general explanation of 
each recommendat ion, and we will debate it and discuss it in executive 
session later on. 

Mr. Wirtts. That is correct. 

Mr. Foranp. Mr. Mason. 

Mr. Mason. Mr. Williams, it seems to me that in this rearrangement 
you have run out a very, very helpful and important thing, and yet 
there is nothing complicated about it. You have put all the simple 
part, that affects, say. 800,000 of these partnerships all in one part, and 
all they need to do is to pay attention to that. If they do not belong 
to that simple group, they do not have to bother their heads about this 
other material that, has been heretofore mixed all through the section. 

Is that the idea ? 

Mr. Winutams. That is correct. 

Mr. Mason. That seems to me to be very, very helpful, because if all 
I need is the simple arithmetic, the geometry and algebra and trigo- 
nometry and calculus I do not need to bother with, because it does not 
affect me. 

i Witiirams. We have tried to be objective about this. The dan- 
ger is, though, that if I think that all I need are the simple rules, all I 
r why are the simple rules. But it may turn out that I needed one of 
these complicated rules which I did not read. 

Mr. Mason. But if I make only $10,000 a year, I will not need these 
complicated rules, or if I make $5, 000 a year or $20,000 a year. 

Mr, Witutams. That is largely true. 

Mr. Mason. I can really solve it myself. But if Iam making in the 
hundred-thousand bracket, maybe T had better employ somebody to 
say. “Well, you had better look at this other complicated rule.” 

Mr. Sareson. How do you know you will not? 

Mr. Wirniams. I think that is correct, sir. 

L might just add one footnote. There will.be those who object to 
the rearrangement. If.any group had a right to object, we think that 
we would represent the sort of group that would have a right to object. 
[ say this because in part this means that we eannot talk our own gob- 
bledygook any more. We cannot say “Section 736,” and so forth— 
you know how tax lawyers talk—because we have got to learn new 
section numbers all over. But I suspect we are the kind of people least 
entitled to consideration, when considering the effect of simplification. 
I think, too, that. it is not too serious a problem. I suspect much of 
the objection will come to the rearrangement section number changes, 
and there is not too much of that. 

As you do get into the study of this, I would like you to note the 
remarkably ingenious way many of the old section numbers have been 
preserved so that there is not a major change of section numbers them- 
selves. 

Mr. Kroon. But even the rearrangement of numbers requires the 
expert practitioner to refresh his knowledge of the law, too—so that 
it has that salutary effect. 

Mr. Simpson will inquire. 

Mr. Srreson. Could we put a bracket on here. “For use only by 
those with partnership incomes under $5,000 or $10,000” ? 

Mr. Wirrtams. No, we have tried to take that kind of approach to 
see if we could build very simple rules for partnerships with incomes 
of only so much, and so forth, but each time you try to draw that type 
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of distinction, you find particular factual situations that make it 
unwise. There are exceptions, of course, to what I am saying, but this 
is usually the case. 

Moreover, one year you are a simple partnership, because your 
income is down. The next year you have a big income, so you are a 
complex partnership. 

Mr. Srupson. So that the argument that we are simplifying it, so 
far as the lawyers and accountants are concerned, is not valid. The 
lawyer will have to study it all, anyway, as well as the accountant. 

Mr. Wittis. Could I answer that ? 

That is partially true, but a great number of the 1 million partner- 
ship returns are made out by public accountants, bookkeepers, and 
the partners themselves, and they will be immensely aided by the sim- 
plified rules. I am sure they will read nothing beyond the simplified 
rules, 

Mr. Stmpson. Unless they get caught. 

Mr. Foranp. Mr. Ikard wil inquire. 

Mr. Ikarp. Mr. Williams, are we not perhaps creating a false im- 
pression here, that this complication is all tied to size? Is it not true 
that some of your most complicated partnerships may be small ? 

Mr. Wiu1aMs. That is correct. 

Mr. Ixarp. I am just wondering if that is a correct impression to 
leave, that the mere size is the only thing that determines whether 
you go over into the back of the book or not. 

Mr. Witxti1ams. You are right. You may have the same problem 
in a very small partnership that you have in a very large one, and it 
is just as complex one place as the other. 

Mr. Ixarp. Many times, more so. 

Mr. WituiaMs. It may be as complex. I do not know that it is more 
so. However, it is true that usually the small partnership has not had 
tax planning done for it, and has not minimized the effect of it. 

Mr. Ixarp. But the point I make is that where you may have several 
partnerships, in the aggregate a — operator, the taxpayer involved 
would have the advice and skill of experts even though each entity 
within itself might not be a large one. 

Mr. Wituirams. Mr. McDonald had just suggested a point that I 
think is well taken. 

The distinction is not so much between large and small. The dis- 
tinction is between the usually encountered problem, the ordinarily, 
customarily, generally encountered every-day problem, and the un- 
usual sieabice which only a few taxpayers ever have. 

Mr. Ixarp. I think that is a much better distinction than the other 
one. 

Mr. Wiis. Mr. Chairman, before the next speaker is introduced 
to speak on his section, perhaps I should inquire whether you wish 
to do that yet this morning, but first I would like to address myself 
to two questions that were raised and directed particularly to Mr. 
Williams. One is on the problem of simplicity. 

All of us on the advisory group have taken quite a berating from 
our friends that are working occasionally with partnerships about 
the complexity, and we very frequently hear, “Why don’t we go 
back to the simple rules of the 1939 code ?”’ 

I point out to you that while the 1939 code was extremely brief in 
its treatment of partnerships, it completely failed to answer many 
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very important problems, For example—and this is quite a sur- 
prising fact—there is absolutely nothing in the 1939 code that told 
you whether or not you realized gain or loss when you contributed 
property to a partnership at a value in excess of the adjusted basis 
to the contributor. Everybody has assumed no gain or loss, but there 
is nothing in the statute that assures you to that effect. 

There was nothing in the statute that covered the effect of the death 
of a partner or the sale of a partnership interest, whether that termi- 
nated the partnership. There was nothing in the statute that de- 
fined the nature of gain or sale of a partnership interest, with the 
result that it was possible to convert inventory gain into capital gain 
through the sale of a partnership interest. 

That last point leads to the question raised by Mr, Keogh with 
regard to our objective. 

I might point out that the members of this advisory group, being 
practicing attorneys, lawyers, and accountants, were the ones who 
naturally became first acquainted with tax loopholes. The Treasury 
Department usually learns about them from experience as they come 
in through requests for rulings and examination of returns. We are 
directly on the firing line, working for clients, and we are the first 
ones to scrutinize the law thoroughly and see what are the areas of 
possible loopholes, 

I think I can assure the members of this committee that we brought 
to bear our full skill and did our very best in an objective manner to 
plug these tax loopholes. 

Mr. Chairman, do you wish to go on to another speaker at this 
time / 

Mr. Foranp, T was just going to ask you how long your next speaker 
would take. 

Mr. Wiiu1s. He is assigned 10 minutes. 

Mr. McDonald, is that about the time your presentation would 
take? 

Mr. McDona.p. I will not exceed that. 

Mr. Foranp. The Chair is of the opinion that if it is agreeable 
with the rest of the members, we should work until about quarter 
or half past 12, unless the bells ring, and then come back at 2 o’clock. 

(Discussion off the record.) 

Mr. Foranp. Very well, Mr. Willis, will you introduce your next 
witness, 

Mr. Wiis. The next speaker is Mr, Donald McDonald, of Phil- 
adelphia, who will discuss distributive shares of partnership income 
and the character thereof. These are items Nos. 2 and 3 of the report 
dated December 31, 1957. 

Mr. Forann. You are recognized. 

Mr. McDonaup. Mr. Chairman, as Mr. Williams pointed out, at 
least since Mr. Johnson wrote in 1942, one of the fundamental prob- 
lems that have faced the draftsmen of legislation taxing partnerships 
is whether they recognize the partnership as a separate entity or as 
a group of individuals. Let us consider the pattern of taxation of 
partnerships which has existed in the country since 1913. 

The partnership as such has never paid an income tax, with the 
exception of the year 1917, on its own income. The individual partners 
have been liable for the income tax. Nevertheless, since the books 
and records are held by the partnership entity, the partnership has 
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always been required to supply the Commissioner with the necessary 
information to compute the individual income taxes. 

The question which has faced you gentlemen before and faced the 
draftsmen of the 1954 code was, what effect should be given to the fact 
that an item,of income or an item of deduction was either received or 
spent by a partnership and not by the individual himself. 

The pattern of the 1954 code was to require a separate statement on 
the tax return of the partnership of seven categories or baskets of 
income or deduction : for example, long-term gains, short-term gains, 
ine from property used in a trade or business, dividends, and the 

ike. . 

All of these remarks are directed to point. No. 2 on page 6 of our 
report. 

{r. Kroeu. Do I understand correctly that your references to 
sections now will be to sections of the existing law, and not to sections 
in your suggested rearrangement ? 

Mr. McDona.p. For the committee’s convenience, we are referring 
to the 1954 code section numbers. 

In section 702 (a), the eighth category gave the Secretary of the 
Treasury or his delegate complete discretion to require the separate 
statement of other items of income or deduction. The last basket in 
this section 702 approach was what they call section 702 (a) (9) in- 
come, It was the residual income; or loss left after stating separately 
all the other required items, 

This became material, because the next section, 702 (b), provided 
that for tax purposes the character of any of the items separately stated 
was to carry through tothe partner. An item received by the partner- 
ship as a capital gain would be capital gain to the individual partner. 
However, 702 (b) did not provide that the residual income would also 
retain its character. 

When faced with this problem in the regulations, the Treasury took 
a broad view on the theory that there was no intention to deprive an 
individual partner of a benefit because of the character of his income, 
solely because it was not listed in the statute. This advisory group 
approved the decision to take that broad position, and, therefore, 
recommends that not just the categories separately stated should 
retain their character in the partner’s hands, but also that all items 
of income, gain, loss, deduction, or credit received by the partnership 
should be treated the same way on the individual taxpayer’s return; 
in other words, adopting a pure conduit concept. 

This led to a second problem. As you gentlemen well know, all 
through the code there are limitations generally on the amount of 
specific types of deduction. The charitable deduction cannot exceed 
20 or 30 percent of adjusted gross income. Exploration expenses can- 
not exceed $100,000. . Various limitations of that type exist. 

The Treasury first in its regulations, and our group second in its 
report, were faced with the problem of whether fhis limit applied to 
the partnership as an entity. Does it apply to the individual taxpayer 
only, or is it one limit on top of another, applying first to. the partner- 
ship and then to the individuals? 

Again, we assumed that it was not your intention either to diserim}- 
nate against partnership businesses or to put them in a favored posi- 
tion—to discriminate against them by the double limitation, or to put 
them in a favored position by allowing the deduction up to the limita- 
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tion at the partner ship level so that if the taxpayer formed 5 partner- 
ships, he could get 5 times the allowable amount of deduction. As a 
result we have recommended that the statute make it perfectly clear 
that limitations of that kind are imposed solely upon the individual 
partners, on a partner-by-partner basis, and that there is no such 
limitation at the partnership level. 

Mr. Esernartrer. Will that not increase the amount that is liable to 
be paid under existing law / 

Mr. McDonatp. No, sir. At best, this is clarification of the posi- 
tion taken in the regulations issued under subchapter K. There is no 
increase in permissible deductions. 

Finally, in this area, there is always a problem of interpreting the 
precise language of section 702 (b), namely, that the character of an 
item, where character does ¢ varry through, shall be treated as if the 
income were realized directly in the same transaction as realized by the 
partnership, or incurred in the same manner as incurred by the 
partnership. 

This group, in its report, wishes to emphasize that its interpreta- 
tion of that section of the code is that the item shall be considered 
as realized directly by the partner or expended directly by the partner. 
In a vague sort of way you might say that the partnership is no more 
than the agent of the indiv idual partners. 

Mr. Kroon. Excuse me, Mr. McDonald. That is your subsection 
(d) in the suggested rearrangement ? 

Mr. McDonavp. Section (d) is the matter of limitations. This is 
the matter of how you determine the character of partnership income. 

Mr. Krocu. I am just trying better to follow you. Why, on page 22 
of your suggested rearr angement, is not subdivision (d) of 702 (a) 
italicized ? 

Mr. McDonatp. That must have been an oversight in the italicizing. 
It is a completely new section. There is nothing equivalent to it in the 
1954 code. 

To carry back to this problem of character determination: Let us 
assume, for example, the real-estate dealer, as a typical illustration, 
who has dozens of tracts for sale in his own right, and in addition forms 
. partnership with some wealthy individuals to operate a shopping 
center or 'to operate an apartment house held for rental, a long-term 
investment. 

The question is, Does the mere fact that this real estate is in a part- 
nership make it any different from the real estate which, in the ordi- 
nary course of business, he holds for sale ? 

The position of the advisor y group on this matter is that you can- 
not disregard the existence of the partnership, but that the mere exist- 
ence of the partnership, without any other facts, is not enough to 
change the character of the real estate inside the partnership; that 
you must treat all the transactions as if this real-estate dealer indi- 
vidually was holding this real estate for rental, If the fact that it is 
in a partnership, as one of the surrounding facts and circumstances, 
indicates sufficient segregation of those assets for investment pur- 
poses, he is to be entitled to treat them as capital assets, just as a 
security dealer can segregate securities for investment. On the other 
hand, if the real estate inside the partnership is being sold and he 
is providing all the selling services, if the investors are mere specu- 
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lators and he is the salesman, the fact that he has put that real estate 
inside a separate legal entity will not change the character of the 
income to him. 

Finally, under section 702, there was one oversight, in our opinion, 
in the 1954 code, which worked unfairly to the taxpayer. There was 
a concept imposed in the 1954 code that an amount guaranteed to a 
partner would be treated like a salary payment from an entity. The 
code went on to say that such a payment was part of the partner’s 
gross income. At the same time, the individual partner shared in 
all items of gross receipt by the partnership, 100 percent of the part- 
nership’s gross income was divided up among the partners, and he 
had that gross income, too. 

Let us take an example. Say his share of the gross income of the 
partnership is $10,000. He was guaranteed $5,000 annually. A tech- 
nical interpretation of the 1954 code would arbitrarily say that this 
man, out of the $10,000 received by the partnership, had received 
$15,000 worth of gross income, because in determining gross income 
the deductions are not taken into effect. 

Point 3, on page 9 of our report, is a technical amendment to make 
sure that there is no double counting of a guaranteed payment to a 
paxener in determining his gross income. In other words, we are 

imiting his share of gross income in my example to $10,000. 

Mr. Foranp. Does that conclude your statement ? 

Mr. McDonatp. It does. 

Mr. Foranp. Are there any questions? 

If there are no questions, you may call your next witness. 

Mr. Wiuts. May I just add that that is one of the changes the 
American Institute commented on. We do not have any fear that 
in computing tax this would result in a double counting, but there are 
certain areas where it is necessary to know a taxpayer's gross income; 
for example, in determining whether or not he has omitted more than 
25 percent of his gross income so that the 6-year statute of limitations 


ore. : 

here are various other areas where the gross income of a taxpaver 
is quite material, and it is only that rather restricted area in which 
this technical amendment would apply. 

The 1954 code does not result in a double counting of this as tax- 
able income. 

Mr. Chairman, my next speaker, if I could take him out of order. 
would take only about 5 minutes, which I think would fit in satis- 
factorily. 

Mr. Foranp. Then, suppose we hear your next witness, and then we 
will recess until 2 o’clock. 

Mr. Wiis. The next witness is Mr. Paul Little, who will speak on 
transactions between a partner and a controlled partnership. 

Mr. Lrrrie. The section involved which I would like to discuss is 
referred to in our report on page 16. It is recommendation No. 8, 
headed, “Section 707 (b).” 

Section 707 generally sets out the rule that if a partner deals with 
his partnership as thought he were a third person, the transaction is 
recornized as being just that. This clarifies a great area of uncertainty 
which was present under the 1939 code. 

The minute you recognize, however, that a nartner may deal with 
his firm as a third party, you create the possibility of a certain amount 
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of tax manipulation. Therefore, the 1954 code contained two excep- 
tions to this general rule. 

We are making no recommendations with regard to the general rule 
itself, but we do have a recommendation with regard to the exceptions 
which provide safeguards to the revenue. 

The first exception to the general rule that a partner may act in 
a capacity as a third party with his partnership is contained in section 
707 (b) (1), and is designed to disallow losses on sales of property 
between a partner and his controlled partnership. The theory is that 
if a partner owns property which represents a potential loss, because 
its value has depreciated, and he sells it to a controlled partnership, 
he is establishing a tax loss by that sale but is not effectively relinquish- 
ing control of the property. 

Section 707 (b) (1) disallows such losses when the partner has more 
than a 50 percent interest in the partnership to which he sells the 
property. Similar rules apply to sales from the partnership back to 
the controlling partner or between two partnerships where the same 
persons control both. 

Our suggested change is to add to that exception similar provisions 
disallowing losses in the case of sales between a partnership and a con- 
trolled corporation, a partnership and a trust, and a partnership and 
an estate. The same principles, we feel, should be applicable in trans- 
actions between those types of entities, and that is a deficiency in the 
present statute. 

The second exception to the general rule of section 707 is designed 
to prevent a partner with more than an 80-percent interest in a firm 
selling to the firm an asset which was a capital asset in his hands and 
reporting a capital gain on it, while the firm buying the asset achieves 
a higher tax basis which would allow it to claim depreciation deduc- 
tions against its ordinary income on the increased value. Thus, in 
effect the statute prevents the partner giving his partnership deprecia- 
tion deductions at a cost to himself of only a capital gain. 

In that situation we realize that even before the 1954 Code, we had 
a general provision of similar character involving sales by a share- 
holder to his controlled corporation. However, the details of the 
provisions relating to corporations and relating to pertnerships are 
somewhat different, and the partnership provisions are more stringent 
than are the corporate provisions. 

We can see no basis for applying more stringent rules to a controlled 
partnership in a situation such as this than those applied to a con- 
trolled corporation. While we may have some questions about the 
overall adequacy of the provision dealing with corporations, we feel 
that our function is to simply call this difference to your attention ; 
state that we can see no justification for more stringent rules regard- 
ing partnerships than corporations in such situations, and recommend 
that you adopt the same rule for controlled partnerships as for con- 
trolled corporations. 

Mr. Foranp. Mr. Eberharter will ask a question. 

Mr. Esernarter. Would it not be better for us to attack the problem 
from the other standpoint, and to recommend more stringency with 
respect to the corporations than less with respect to partnerships ? 

Mr. Lirrtx. That presents a policy question which we wanted to 
bring up for your consideration. However, from our standpoint we 
felt that we had reached the limit of our authority in pointing out this 
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situation and in saying that at least there is on reason that we can see 
for different rules with respect to the two. 
. Eperwarter. Thank you, sir, for your answer. 

Mr. Larriz. Yes, sir. 

Finally, there is an overall problem appearing in both of the sub- 
sections under 707 (b) with regard to transactions between related 
partnerships in which the same persons have more than 50 percent 
interest in the two—for purposes of disallowance of loss—or more than 
80 percent interest in the two—for the purpose of treating as ordinary 
income the capital gain on sales. 

The statute now reads that if the same persons own, directly or in- 
directly, more than the prohibited percentages of interests in the two 
partnerships, then these statutory exceptions to the general rule of 
section 707 will apply. The loss will be disallowed or the capital gain 
will be ordinary income. 

We feel this creates an unintended hardship in the situation where 
there is a great discrepancy in’ the proportionate interests of the 
parties in the two partnerships. For example, assume a partner, say 
partner A, has a 10 percent interest in the B—A partnership and a 90 
percent interest in the A-B partnership, and partner B has a 90 
percent interest in the B—A partnership and a 10 percent interest in 
the A~B. Sales between the two firms will tend to he at arm’s length. 
For that reason, we have suggested considering the percentage of 
common ownership in the two partnerships. If partner A owns 10 
percent in the B—A partnership and 90 percent in the A-B partner- 
ship, his common percentage of ownership is only 10 percent. 

Mr. Krocu. Mr. Chairman, I do not follow the rationale that any 
transaction between partners, however great a difference in their per- 
centages, can be at arm’s length. 

Mr. Lirrie. Well, it tends to be at arm’s length in this situation, 
because the equitable interests of the parties in the two partnerships 
involved in the transaction will vary so greatly. If I own a 10 percent 
interest in one partnership which is selling an asset to another in 
which I have a 90 percent interest, it will make a tremendous differ- 
ence to me as to whether or not the selling partnership has a taxable 
gain or deductible loss, and whether the second partnership is buying 
an asset the purchase of which will be recognized for tax purposes. 

Mr. Kroeu. With respect to the second partnership in your illus- 
tration, the other partner is in precisely the same position, is he not? 

Mr. Lirrtx. It seems to me, sir, he is in precisely the opposite posi- 
tion, because his equitable interest in the two firms will be reversed. 
Since he has a small percentage of interest in the first firm, it would 
not make much difference to him whether or not the gain or loss on 
the sale was recognized to that firm. 

Mr. Kxroex. No, but in the illustration you have provided us with, 
the second partner in the first firm has precisely the same position in 
the second partnership as the first one had in the first partnership. 

Mr. Lirttz. That is true. 

Mr. Krocu. Between the two, together, they have equal shares. 

Mr. Lrrruz. In the two partnerships. 

Mr. Kroon. In both partnerships. 

Mr. Lirriz. But under the tax law, we will have different tax con- 
sequences to the first partnership and the second. 
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Mr. Keocu. I do not want to get into that phase of it. I just want 
your justification for saying that the transactions between those two 
partners are more likely to be at arm’s length. 

Mr. Lirrtz. The justification is that there will be separate tax con- 
sequences to each of the 2 partnerships which will affect the 2 partners 
differently. 

Mr. Keoen. All right. 

Mr. Litrrtz. That concludes my remarks. 

Mr. Foranp. That concludes your statement ? 

Mr. Lirrie. Yes. 

Mr. Krocu. Where in your suggested rearrangement will we find 
these suggested changes? 

Mr. Lirrtx. On page 32, section 765. 

Mr. Foranp. That concludes this gentleman’s statement. Are there 
any further questions? 

Tf not, the committee will recess until 2 o’clock. 

Mr. Willis, you have consumed just one hour and a half. You start- 
ed at a quarter after 10, so you have an hour and a half left. 

Mr. Wuu1s. I think we are just about on schedule, sir. 

Mr. Foranp. Very well. 

(Thereupon, at 12:15 p. m., the committee recessed, to reconvene at 
2 p. m.) 

° AFTERNOON SESSION 


Mr. Foranp (presiding). The committee will come to order. 


STATEMENTS OF ARTHUR B. WILLIS, CHAIRMAN, ADVISORY GROUP 
ON SUBCHAPTER K, LOS ANGELES, CALIF.; HARRY JANIN, OF 
EISNER & LUBIN; MARK H. JOHNSON, OF RABKIN & JOHNSON; 
AND PAUL LITTLE, NEW YORK, N. Y.; DONALD McDONALD, OF 
MONTGOMERY, McCRACKEN, WALKER & RHODES, PHILADEL- 
PHIA, PA.; HERBERT B. STORY, OF FREEMAN, SHAPARD & STORY, 
WICHITA FALLS, TEX.; LAURENS WILLIAMS, 0F SUTHERLAND, 
ASBILL & BRENNAN, WASHINGTON, D. C.—Resumed 


Mr. Wiuus. Mr. Chairman, Mr. Keogh, just before adjournment, 
raised a question that I think requires a moment or two, to clarify. 
Something with respect to the overall policy of subchapter K, which 
we think is a sound policy. 

Mr. Keogh questioned whether when a partner is dealing with a 
partnership, there wasn’t a situation which was almost automatically 
suspect. 

The whole philosophy of subchapter K was to permit partners in 
many situations to make decisions as to the tax results among them- 
selves, so long as there was nothing that was really detrimental to 
the revenue. It was felt it was proper that the partners should work 
out these problems among eceaaal ves. 

It is for that reason that we have many of the elections, It has 
been the experience of members of the advisory group; at the in- 
dividual experiences in their hometowns, that it does work out that 
way, and except in the case where the partner is selling to a partner- 
ship that he truly controls—-where it is an alter ego for him—that they 
very definitely deal at arm’s-length basis. 
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I just wanted to make that statement for the record, that it is both 
the policy of existing subchapter K, and our experience indicates it to 
be a sound policy, that partners pretty well take care of dealing at 
arm’s length among themselves. 

Our next witness will speak on the question of the deduction of 
organization expenditures of partnerships, the determination of basic 
of partners interest, the change or adoption of a taxable year, and 
the close of the partnership taxable year, Mr. Harry Janin. 

Mr. Jantn. Mr. Chairman, and members of the committee, the items 
of organizational expenditures of a partnership appears as No. 4 
in our revised report on page 9. The purpose of the proposal is to 
permit partnerships to deduct expenses for convenience termed organi- 
zational expenditures, over a fixed period of 60 months. Corpora- 
tions are presently allowed a similar deduction, but the code does not 
contain a specific provision allowing these items to partnerships. 
Absent such a provision, case law has indicated that the items would 
not be deductible. 

There are a number of differences between the group’s proposal and 
the present corporate provisions, but I think only one of these dif- 
ferences merits discussion at this time. 

Under the corporate statute, a corporation may deduct expenses in- 
cident to its creation. The proposal of the group broadens the defini- 
tion beyond such expenses. Under the group’s proposal, a partner- 
ship may deduct not only expenses incident to its creation, but also ex- 
penses incident to a modification or amendment of the partnership 
agreement. Expenses incident to the preparation of buy and sell 
agreements among the oe are covered also, and so are expenses 
incident to raising or obtaining capital for a partnership. 

Mr. Foranp. Mr. Eberharter has a question. 

Mr. Epernarter. Those expenses, would they amount to much? 

Mr. Jantn. As a general rule, such expenses of a partnership are 
not substantial. 

Mr. Esernarter. It is a minor suggestion, is it? Is it considered 
a minor suggestion ? 

Mr. Janin. Relatively minor in amount; yes, sir. 

Mr. Mason. Would it vary with a big partnership and a small part- 


nership ? 


Mr. Jantn. There necessarily would be some variation, sir; yes, sir. 
Mr. Exsernarter. Legal fees, and so forth, and things like that? 
Mr. Janin. That is correct. 

Mr. Foranp. You may proceed. 

Mr. Jantn. The next item I should like to discuss is the basis of a 
partner’s interest in his partnership. That appears as No. 5, at page 11 
of our revised report. 

The purpose of the proposal is to simplify the determination of a 
partner’s basis for his interest in the partnership. The present code 
contains a general rule for such determinations which requires, in 
effect, an empirical computation. The partner, in making this deter- 
mination, starts with his original contribution. He adds to that 
amount subsequent contributions, and his share of profits of the part- 
nership. He deducts from that amount of the share of losses, and any 


‘withdrawals. The result is usually the basis for his interest in the 


partnership. 
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That sounds simple, except that if a partnership has been in ex- 
istence 10, 15, or 20 years, the records from which this information 
could be had are not usually available. 

As I was saying, this determination under the code is stated in a 
general rule which requires a computation of transactions which may 
have occurred over a period of many years. 

The code also states an alternative rule. Under the alternative rule, 
you merely look at the balance sheet of the partnership, and determine 
the partner’s interest in each asset in the balance sheet as of a par- 
ticular date, and deduct from that his interest in liabilities. The re- 
sult is usually the basis for his interest in the partnership. 

The group believes that the alternative rule is the simpler rule. I 
repeat, the group believes that the alternative rule is the simpler rule, 
and that the simpler rule should be made the general rule of the statute, 
rather than the present general rule which requires a computation 
of transactions over a period of years. 

As a result, the group therefore recommends to the committee that 
the alternative rule be made the general rule, unless the partnership 
elects otherwise. However, to safeguard against possible errors, in- 
accuracies, or undue or improper results, we have a provision which 
permits the secretary of the Treasury or his delegate, or any partner 
for that matter, to come forward and make the determination under 
the present general rule, the empirical determination, if that result 
produces a substantial difference from the determination which we 
suggest be the principal determination here. 

If anyone does come forward, we then suggest that the person so 
coming forward should have the burden of proving that his result 
produces a substantial difference from the general rule which we are 
suggesting be adopted. 

The third item I should like to discuss relates to changing or adopt- 
ing a taxable year, and is shown as No. 6, at page 13, of our revised 
report. 

Je have considered two situations which we believe should be codi- 
fied in the statute. The first situation covers a new partnership, whose 
principal partners are on different taxable years. 

For example, a principal partner is one who has an interest of 5 
percent or more in partnership capital and profits. If a new partner- 
ship has principal partners with different taxable years, such a part- 
nership, under the code, must request permission to adopt any tax- 
able year, even to adopt a calendar year. 

We believe in such circumstances the partnership should be per- 
mitted to adopt a calendar year without requesting permission. This 
thought of ours is already embodied in the regulations. To be certain 
that there is no question about the partnership’s right to do so, we 
believe the regulations now in effect should be codified. 

The second situation we desire to cover is one where the principal 
partner has a different taxable year than the taxable year of his 
partnership. 

Let us assume a principal partner, that is, one who has an interest 
of 5 percent or more in capital and profits, is on the basis of a taxable 
year ending May 31, and his partnership is on the basis of the calendar 
year ending December 31. If that principal partner desires to change 
toa Taeuber 31 basis, it appears to us from the code that he may do 
so without requesting permission of the Secretary of the Treasury or 
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his ee, although the regulations state that such permission is 
ui 


e believe the regulations state the proper rule. We believe there 
should be some administrative control of such changes, in much the 
same manner as there is administrative control of changes in taxable 
years by any other type of taxpayer. 

We therefore suggest that the code be amended to make it clear 
that in such circumstances the principal partner must request permis- 
sion of the Secretary of the Treasury or his delegate before such a 
change may be made. 

On this score, I should like to digress a moment to talk of the 
regulations dealing with changes of taxable years. The regulations 
very a. require that before a taxpayer may change his taxable 
year, he must set forth a substantial business purpose for the change. 
Then the regulations go on to state that if the effect of the change 
would be a reduction in tax liability, by reason of the shifting of 
income or deductions, that result alone would be enough to defeat 
the request. 

We think there is undue emphasis on the point of a shift of tax 
liability. We believe that a shift in tax liability is a factor which 
must be considered in determining whether or not there is a sub- 
stantial business purpose. But we do not believe a shift of tax liabil- 
ity should be the sole and controlling consideration. 

However, we make no specific statutory recommendation on that 
score, but suggest to the committee, if the committee agrees with our 
thinking, that a statement along the lines I have been talking about 
be embodied in the committee report, which we hope will lead the 
Commissioner to change the emphasis in his regulations. 

The last point I should like to discuss is the close of a taxable year 
upon the death of a partner. This item is shown as No. 7, and appears 
on page 15 of our revised report. 

he purpose of the proposal is to give taxpayers a greater degree of 
flexibility, in determining whether the taxable year of a deceased part- 
ner should close with respect to his partnership income. The present 
statute may best be set forth by example. 

Let us assume a partnership which is on a calendar-year basis, and 
let us assume a partner, a member of that partnership, also on a calen- 
dar-year basis, dies on December 1. He has been a member of this 
partnership for 11 months. Because of his death, his taxable year 
closes on December 1. 

However, under the present code, the taxable year of the partner- 
ship does not close with respect to him or with respect to any other 

artners. The taxable year of partnership continues to December 31. 

ecause the taxable year of the partnership does not close, none of 
the income of the partnership is includible by the representatives of 
the deceased partner in his final return for the 11-month period ended 
on December 1. That result may be very inequitable. 

The partner, for example, may have incurred substantial expenses, 
deductible expenses, during the last 11-month period of his life, and 
if his partnership income is not reported in this period he might have 
no income to offset against these expenses. He may also be entitled to 
income splitting with respect to partnership income, and that would 
not be available here. Primarily, however, he may lose the benefit 
of exemptions which are given to him for the 11-month period. 
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In order to remedy the situation, therefore, we propose and suggest 
to this committee, that the partnership year close with respect to the 
deceased partner at the time of his death. That means that the deceased 
partner, or, rather, the representatives of the deceased partner would 
reflect in his final return, ending on December 1, his share of the in- 
come of the partnership from January 1 to December 1. But that pro- 
vision is not mandatory. 

If the successor in interest, or if the representatives of the deceased 
partner, choose, they may elect to continue the taxable year of the 
deceased partner to the normal end of the partnership year. In other 
words, representatives of the partner are given flexibility, they can 
either decide to close the taxable year as of the date of death or they 
can decide to continue the taxable year as the present statute requires. 

Now if at some time the partnership interest is disposed of, then, 
of course, the option to elect would necessarily terminate and the 
partner’s taxable year would terminate and end as of the date of the 
disposition, exchange, or other sale of the particular interest. 

hank you for your attention. 

Mr. Foranp. Are there any questions ? 

Mr. Keogh ? 

Mr. Kroeu. With respect to the suggested amendment of 706 (c) on 
page 16 of your revised report, I note that you have not incorporated 
that in your suggested rearrangement. 

Mr. Jantn. I am sorry, sir, | cannot hear you. 

Mr. Keocu. In connection with the suggested amendment of 706 
(c) appearing on page 16 of your revised report, you have not incor- 
porated that in your suggested rearrangement of the provisions. 

Mr. Janin. We have, sir. It appears on page 31 of the suggested 
rearrangement as section 764. 

Mr. Kroon. I see. You have adopted that since this report? 

Mr. Jantn. No, sir. Our revised report deals with only the present 
sections of the code. It is a separate suggestion of ours. Under the 
rearrangement, this particular section would appear in section 764. 

Mr. Kroon. Thank you. 

Mr. Foranp. Are there any other questions ? 

If there are no further questions, we thank you. 

Mr. Wiis. The next witness will speak on termination of the part- 
nership upon the sale of an interest of 50 pom or more, and also on 
the limitation of the distributive share of a partnership’s net loss. 

Mr. Herbert. Story. 

Mr. Story. Mr. Chairman, and members of the committee, the item 
I shall discuss is found on page 20 of the revised report of the advisory 
group. 

First I would like to discuss the present law provisions, some of the 
problems involved, and then the recommendations of the advisory 

roup. 
. Noveatie a partnership is considered terminated if, within a 12- 
consecutive-month period, there is a sale or exchange of 50 percent or 
more of the total interest in capital and profits of the partnership. 
This is so whether or not the sales or exchanges are to existing part- 
ners or to third parties. The regulations issued under this section, 
however, have in effect provided relief from this sale or exchange pro- 
vision in the case of the 2-man partnership, where 1 retires or dies, 
and he or his heirs receive section 736 payments for a period of time. 
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The regulations also provide that the liquidation of a partner’s in- 
terest in a partnership, or the contribution of the property to a partner- 
ship that would effectuate such a 50 percent or more change, is not to 
be considered as a sale or exchange. The regulations issued under sec- 
tion 731, however, provide that where contributions and distributions 
are made within a short period, they are to be treated as an exchange 
if, in fact, the distribution and contribution were made in order to 
effect such exchange of property between two or more of the partners 
or between the partnership and partner. 

The advisory group is raising only a few problems in regard to this 
section. The code refers to “sale or exchange.” However, it is the 
belief of the advisory group that Congress really meant “sales or ex- 
changes,” and that is one of the areas that should be changed. Also, 
the present difference in treatment between sales of interests mare 
partners and contributions to a partnership by existing partners whic 
result in a 50 percent or more change in partnership interests, or dis- 
tributions by a partnership that would effect such change, does not 
appear to be justified. 

herefore, your advisory group is recommending that section 708 
(b) (1) (B) be amended to provide that a partnership shall not be 
terminated by sales or exchanges between partners who have been 
members of the partnership for at least the 12 months prior to such 
sales or exchanges. It should be especially noted that we are limiting 
this sale or exchange to partners who have been members for more 
than the 12-month period. 

We further suggest that the report of your committee accompany- 
ing any such change make it clear that in case of distributions and 
contributions by members of the partnership occurring in a short 
period of time, that where the members of the partnership have been 
such for less than 12 months, these transactions should be considered 
as if they were sale or exchange between one of the partners and a 
third party. 

That is all I have regarding this item. 

Mr. Foranp. Mr. Eberharter will inquire. 

Mr. Exsernarter. This is a general question. 

In arriving at a decision as to the recommendation that you would 
make, gentlemen, I would like to know whether or not you arrived at 
that decision by majority vote? 

Mr. Wiis. Yes, sir; we always arrived at it by a majority vote. 

Mr. Esernarter. In some instances there was some dissent? That 
is, it is not unanimous? 

Mr. Wuu1s. It was practically all unanimous. There were very 
few areas in which we finally did not reach unanimity of opinion. 
We started out originally with widely divergent thoughts, but we 
came together before we reached a final conclusion. 

Mr. Exsernarter. Then we cannot say, as a matter of fact, that this 
is a unanimous report of an advisory group, can we? We can say 
the opinion is not unanimous as to every recommendation, but it is a 
unanimous report. Would you agree with that? 

Mr. Wuuis. That is correct. I think that would be acceptable. It 
is a unanimous report. 

Mr. Esernarter. It is a unanimous report, with some difference of 
opinion as to specific recommendations. 

Mr. Wuu1s. That is correct, sir. 
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Mr. Esernarter. Thank you. 

Mr. Srory. I have one other section, Mr. Chairman, section 752, 
which has to do with the limitation on a partner’s distributive share 
of losses. This is found on page 43 and 44 of the revised report, dated 
December 31, 1956. 

Under the present law provisions, section 704 (d) provides that a 
partner’s distributive share of a partnership loss is to be allowed 
only to the extent of the partner’s adjusted basis for his interest in 
the partnership. This section further provides that any excess of a 
loss over the adjusted basis of the partner’s interest is to be allowed as 
a deduction at the end of the partnership year in which such excess 
is repaid by the partnership. 

In determining a partner’s adjusted basis for his partnership in- 
terest present law provides that any increase in his share of liabilities 
to third parties is to increase the basis of his interest. Thus if a 

artner’s share of the partnership loss gave rise to an increase in lia- 
bilities owed a third party, there would be an increase in the adjusted 
basis of his partnership interest which in turn would enable him to 
deduct the loss. 

Present law appears to provide, however, that if the liability is 
between a partner and the partnership, such liability has no effect on 
a partner’s basis for his interest in such partnership; whereas as I 
stated before, the liability to third parties does have such effect. 

The group discussed several possible solutions with respect to this 
section. One of these would provide that where a partner is fully 
obligated to repay his share of hardship losses, he would receive a 
basis for his interest to the extent of his obligation. Normally, this 
would make his share of losses automatically deductible in the year 
incurred. 

Another suggestion has been that the deduction of a partnership 
loss in excess of the basis of the partnership interest be denied in the 
year incurred only if there appears to be no reasonable prospect of such 
partner repaying to the partnership his share of partnership capital 
consumed in the loss. 

Another suggestion discussed by the group, would permit a partner 
up to the time of filing of a partnership return for making an addi- 
tional capital contribution, in order for him to deduct his share of a 
partnership loss. 

Your advisory group after considering these alternatives decided 
to make the following recommendations with respect to this section : 

We recommend that where a partner is fully obligated to pay a 
liability to the partnership, that he receive an increase in the basis of 
his interest to the extent of his obligation. This would accord such 
liabilities the same status as liabilities to third parties. 

Your advisory group does not believe that there should be any dis- 
tinction between the liability of a partner to the partnership and a 
share of liability of the partnership to third parties. Furthermore, it 
is believed that this proposed change would help conform the tax 
law to generally accepted Ssoonnhg principles. 

As stated before, this will normally make any loss deductible in the 
year in which incurred by the partner. 

In view of our recommendations, we are recommending that sub- 
section (a) of section 752 of the code be amended to provide in the 
case of the liabilities of the partner that any increase in a partner’s 
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liability to the partnership is to be considered a contribution to the 
partnership and, thus, increase the basis of his interest. Similarly, 
with respect to a decrease, it is suggested that subsection (b) of section 
752 be amended to provide that any decrease in the partner’s liability 
to the partnership be considered as distribution by the partnership 
and, thus, decrease the basis of the partner’s interest. 

That is all I have to say on this section, Mr. Chairman. 

Mr. Foranp. Are there any further questions ? 

Mr. Kxroeu. I am trying to follow—obviously, somewhat ineptly— 
this entire presentation. On page 44 of the report, in the upper center 
of the page, you say : 

To carry out the recommendation of the advisory group, it is recommended 
that both subsection (a) and (b) of section 752 be amended, 
and so forth. Looking at the rearrangement that you have given me, 
I cannot find section 752. I am wondering how someone reading this 
revised report, attempting to evaluate whether you have done what 
you have recommended to do, can locate it in this rearrangement. 

Mr. Story. That can be found, I believe, on page 28 of the suggested 
rearrangement, and it will become section 746. 

Mr. Wiu1s. Mr. Keogh, there is also another cross-reference index. 
If you will turn to the first part of the revised report on page 4, we 
show the existing numbers and where they will be found in the re- 
arrangement. At the bottom of that, following section 751, you will 
see, at the bottom in parentheses, sections 752, 753, 754, and so forth, 
become, respectively, and then they list the new section numbers. 

Mr. Krocu. My attention had not really been called to that. That 
is from page 2 on; 2 to 6? 

Mr. Wiu1s. Yes, sir. 

Mr. Kxroeu. It would seem to me that, in this suggested rearrange- 
ment, you ought to set on the existing law as it is, so that those who 
read it would know what has been taken out, with your cross-refer- 
ences, and they can refer to the new section to see whether you have 
done adequately what you have recommended be done. 

Mr. Wiuiams. Mr. Keogh, I apologize for the fact that that has 
not already been done. The simple fact is that when we went to pre- 
pare this separate document, which does contain the rearrangement 
it turned out to be one of those last-minute operations. Asa matter of 
fact, sir, this was not completed until about 7 : 30 or 8 o’clock last night. 
It was printed overnight. It is just one of those things, and I apolo- 
gize on behalf of the group, and also on behalf of our secretary, who 
had undertaken to do it. 

Mr. Foranp. Are there any further questions? 

Mr. Esernarrter. Let me ask Mr. Williams this: Do you think you 
gentlemen could assist the staff in having that done, as suggested by 


Mr ee 

Mr. Wiiu1aMs. I think it can be done quite simply. I agree it would 
be helpful to the committee. 

Mr. Mason. And the staff could do it without your assistance. 

Mr. Wiu1aMs. Certainly. It is a mechanical job, I am confident 
it could be done. I am sure the Revenue and Treasury folks would be 
glad tohelp. We would be glad to help, certainly. 

Mr. Wiuuts. The next witness will speak on the subject of transfer 
of a capital interest in a partnership as compensation for services. 

Mr. Laurens Williams. 
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STATEMENT OF LAURENS WILLIAMS, OF THE FIRM OF SUTHER- 
LAND, ASBILL & BRENNAN, WASHINGTON, D. C. 


Mr. Wiiu1aMs. Mr. Chairman and gentlemen, in the 1954 code, in 
section 721, you made specific provision as to whether or not any tax 
consequence, in terms of currently taxable gain or loss, would result 
from the transfer of property toa partnership. In other words, when 
two men form a partnership and contribute property to the partner- 
ans is that or is that not, itself, a taxable transaction ? 

nd you said in section 721, as was believed and assumed to have 
been the law under the 1939 code, that no gain or loss shall be rec- 
ognized to a partnership or to any of its partners in the case of a con- 
tribution of property to a partnership in exchange for an interest in 
the saieatliaen 

Now, there are those who claim that the word “property” in the 
statute includes services; that, therefore, when you adopted this stat- 
ute, which says no gain or loss is recognized either to the partnership 
or to members of the partnership when they contribute property to the 
partnership, that you included services, 

And, therefore, if, for example, you and I were to form a partner- 
ship and you said I will put in $10,000, and I said I don’t have any 
money but I will contribute my services, and we are to be equal 
partners, sharing not only the profits equally but, also, having equal 
interests in the partnership capital, equal interest, if you please, in the 
$10,000 which you put into the partnership, there are those who say 
that under this statute, I, who rendered services to the portnennp 
and received in exchange an interest in partnership property wort 
$5,000, have not received any taxable income. Now, we think that 
clearly was never intended. 

The Treasury Department, in the regulations under this section, 
took the position that it did not cover services. The Treasury took 
the position, rather, that, where a partner receives an interest in the 
partnership property, the partnership capital, in exchange for, or 
in consideration of, rendering services to the partnership, he realizes 
ordinary income. 

Now, two problems arise in that connection. No. 1: How much 
income has he received? On how much income shall he be taxed? 
Secondly, when shall he be taxed ? 

As to the amount of income, the Treasury Department’s regula- 
tions take the position that the amount on which such a partner is to 
be taxed is the fair market value of the interest in the partnership 
capital which he receives where the transfer of a capital interest to 
him is in consideration of services which already have been rendered 
occurs—where the services are complete—and that, where he receives 
the transfer of property in advance of completion of the services, then 
he is to be taxed on an amount measured by the value of the property 
at the time he does complete the services. 

Then, as to the time when he is to be taxed, under the regula- 
tions 

Mr. Kroon. Excuse me, Mr. Williams. Taxed as ordinary income? 

Mr. Wiit1ams. Yes, sir. Because this is compensation for personal 
services. He is being paid by receiving an interest in the partnership 
capital rather than receiving dollars, 
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Mr. Kroeu. It is noncash remuneration ? 

Mr. Wuu1aMs. It is noncash remuneration. 

Mr. EperHarter. When is he taxed on that? 

Mr. Wru1aMs, There is nothing in the statute covering this. And 
that is the reason we are making the recommendation that there be 
something in the statute covering it. 

But, going back: Under the regulations, the Treasury says, the 
time he is taxed depends upon all the facts and circumstances, but 
in substance it boils down to this: that he is to report this income and 
pay tax on it at the time it is subject to his withdrawal—that is, when 
there are no restrictions or limitations on his right to this capital— 
when he could sell it and realize on it, or could draw it out. 

This, then, is the time he is to be taxed. 

Mr. Mason. I give my services and you give the $10,000 and we go 
in together, but I haven’t performed any services so far, so my services 
are being paid, you might say, in this capital ahead of time. You 
say in the agreement you cannot sell your half of this until 5 years 
from now or whenever it is. Is that the idea? 

Mr. Wiu1ams. That is right, sir; yes, sir. 

Mr. Mason. That isall. Thank you. 

Mr. Keroen. Mr. Chairman, suppose an employee of a partnership 
in its ed on a salary for 10 or 15 years is finally rewarded by an 
interest in the partnership and receives, therefore, his percentage in- 
terest in the capital assets of the partnership; are you contending 
that in the year he is given interest he should include the value of that 
interest in his income for that year ? 

_Mr. Witx1ams. If it is compensation for his personal services, yes, 
sir. 

Mr. Kroc. Well, I have given you the facts. He has worked; he 
has been paid a salary for his work; and the time has now come to 
elevate him to the doubtful status of a partner; and you are going to 
tax that? 

Mr. Witu1aMs. Yes, sir. 

Mr. Krocu. Why not recommend spreading it over the period of 
his employment ? 

Mr. Wiu1ams. Well, if he qualifies under the other sections of the 
code, to spread it back, he could. 

Mr. Ixarp. In the example that Mr. Keogh gave, he would be tax- 
able on whatever his pro rata share of the capital assets of the part- 
nership are in the year that he became a partner ? 

Mr. WitraMs. Yes. Provided that there were no restrictions on 
his interest, on the transferability of his interest. 

If the agreement said, as Mr. Mason indicated, and most agreements 
do provide, or if the State law imposed a condition that he cannot 
convey this, he cannot sell this, he cannot realize on it, then the time 
would not be when he became a partner but when those restrictions 
were removed. 

Mr. Ixarp. I do not want to get ahead of you until you have finished 
your basic statement. If you would like to go ahead, that is all right 
with me. I have several questions. 

Mr. Wriu1aMs. I am talking so far not about our recommendations, 
but about what the Treasury Department’s regulations currently say 
is the current law. 

Mr. Ixarp. Allright. Let’s go ahead. 
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Mr. Wiuu1AMs. I think I have practically covered it. 

The advisory group has condita that on balance the Treasury 
Department regulations are a sound solution to the problem, but be- 
lieve that there should be a statutory base for the regulations. 

There is nothing in the statute on this subject. There might be a 
question, as I said at the start, of the validity of the Treasury De- 
partment’s regulations on this subject. And so we are recommend- 
ing that there be a new section which under the current structure of 
subchapter K would be section 724. This new section would say in 
substance that where a partner receives an interest in partnershi 
capital as compensation for his personal services he shall be deem 
to have received ordinary income, just as if he had been paid in cash 
or other property. 

As to the amount to be taxed, however, there is one basic problem 
in the current treatment of this problem in the Treasury Department’s 
present approach in its regulations. 

This is: Suppose that a transfer of a capital interest to me occurs 
today in consideration of my promise to render services over the next 
2 years. 

Mr. Evernarter. Particularly with respect to professional services? 

Mr. Wriu1aMs. It might be a professional service. 

Mr. Eseruarter. Doctors and lawyers and scientists. 

Mr. Wiuu1aMs. Yes, it might well be so. 

In this case, however, suppose that it is not in a professional or- 
ganization but in a business organization. Suppose that such a partner 
receives a one-tenth interest in the partnership capital. But he has no 
right to draw it down at that time. He cannot then sell it. He cannot 
realize on it. 

Perhaps he is forbidden to borrow against it or even encumber it. 
Under the present regulations he would not be taxed now, nor would 
the amount on which he is to be taxed in the future be determined now. 
The amount would be determined later at the end of the 2-year period 
when he can draw it down. 

Now, this 10 percent interest may well have appreciated in value 
at the end of 2 years. A part of the increase in value at the end of 2 
years may well be not due to his personal services. This appreciation 
in value is not compensation for his personal services—this is an 
nan in value which ought to have capital gains treatment. 

e believe that under the Treasury’s regulations they might in in- 
stances be taxing as ordinary income what is purely and truly capital 
gains. 
~ So, we recommend changing that and measuring the amount to be 
taxed as ordinary income in such a manner as to exclude from such 
taxation anything that really is capital gain. 

As to the time of taxation, no major change is recommended. The 
time when it is to be taxed is at the time the service partner receives 
it, if there are no restrictions or limitations at that time. On the other 
hand, where there are limitations or restrictions as to transferability, 
the time of taxation will be the time when those restrictions or limita- 
tions have been removed. 

Now, there are two other facets of this problem which I would like 
to mention. First of all, let’s take the original illustration of the 
man who contributed $10,000 cash and the other chap who puts in 
his services. 
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Now, we are going to tax the man who rendered the services and 
received a one-half interest in that $10,000 capital at ordinary income 
rates. What about the fellow who put in the $10,000? alf of it 
now is gone. It is not his any more. It is gone. What about him? 
What about the partnership / 

Hasn’t it in effect paid $5,000 salary to this man out of its capital? 
Isn’t it a like thing ¢ 

We think it is. Therefore, we say where a partner relinquishes 
an interest in the capital, where he gives it up because it is trans- 
ferred to another partner, he will be entitled to an appropriate de- 
duction. The deduction of the transferor partner matches the tax- 
ing of it, on the other side of the transaction, to the man who ren- 
dered the services. 

The other point is this: Particularly in the oil and gas and mineral 
field, there historically have been many situations in which the geolo- 
gist, the lawyer, the professional man, has rendered services in and 
about the development of a mineral property and has received in 
exchange an interest in the mineral property. 

Normally those are received in advance, during the promotional 
stage. The Internal Revenue Service for years has ruled that the re- 
ceipt of such interests are not taxable as ordinary income at the time 
of the transaction. Now that may apply not only in the case of min- 
eral ventures but in other situations. I used minerals only to illus- 
trate the type of thing that can occur. 

We recommend that if you adopt the proposed treatment of taxing 
as ordinary income interest in capital received as compensation for 
services, that you except from that provision any income which would 
not be taxed if you were not in partnership form. 

In other words, we say, “Don’t penalize people because they happen 
to choose the partnership form of doing business.” Whatever the cir- 
cumstances, if you have a situation in which the individuals involved 
would not be taxed had they used some other form of business or- 
ganization, then we say don’t impose a tax where they use the part- 
nership form of organization. 

I might summarize by saying that in substance what we are sug- 
gesting here would do two things: One, it would provide specific 
statutory coverage of a problem that currently is not covered; and, 
secondly, with the exceptions I have mentioned, would provide a 
statutory basis for the way the Treasury Department is imposing the 
tax at the present time. 

Mr. Keoeu. Mr. Chairman. 

Mr. Foranp. Mr. Keogh. 

Mr. Keoau. Do I state correctly that in connection with this last 
item which you have discussed—which I understand is included in 
your suggested section 770, subdivision (d), on page 34—that in an 
attempt to equate different situations you adopt—that is, to achieve 
equity between a partnership and some other form of business—you 
have adopted for the partnership the lesser restrictive provisions ap- 
plicable to the other form or type of business ? 

Mr. Witu1aMs. Yes, I think it might be stated that way. 

Mr. Kxoeu. That is in line with the question you asked earlier. 

Mr. Witu1ams. What we are trying to say is this: If the nature 
of the interest received in exchange for services is the sort of thing 
which is not taxed to individuals in nonpartnership situations today, 
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then we would not impose a tax here simply because if you and I do 
something as individuals and you pay me in a certain way and we are 
not partners at all, and there is no tax, then why impose a tax because 
we happen to put ourselves in a partnership instead of doing it as 
individuals? 

Mr. Krocu. That is in line with what we hope will be the continu- 
ing trend of, according to partners, the right of, say, officers of cor- 
porations, for example. 

The CnarrmMan. Let me ascertain if I may for the record: Is there 
anything in your report concerning the Jenkins-Keogh bill? 

Mr. Ixarp. Yes, sir. We just got a recommendation on it. 

_ WiuraMs. I think the only reference is the page numbers—9 
and 10. 

Mr. Ixarp. In one of the examples you gave about the apprecia- 
tion of property and the value of it, how would you determine the 
value of the services where normally there also would be some capital 
gains involved. 

How would you propose to determine that now ? 

I know that in the clearcut cases it would be easy. But it would 
seem to me there would be a lot of twilight operations there. 

Mr. Wiru1aMs. I think perhaps the simplest way to answer your 
question would be to refer you to the paragraph on page 22 of the 
revised report. 

You notice there that this first paragraph under (e) in italic refers 
to the amount; and that as I understand it is your question: How 
much are we going to tax as ordinary income? 

That paragraph states: 


Now, if at the time the partnership interest is transferred 
I am starting with the second sentence— 





it is not subject to restrictions or limitations as to its transferability, the amount 
to be taken into account is the fair market value at the time of the transfer. 
Now, we do not get this problem except when we have to postpone 
determination of amount, because there are restrictions. So, that is 
in the next part. 
The second sentence says: 
Or the transferee partner’s proportionate share of the adjusted basis of the 
partnership property at that time, whichever is lesser— 
which I did not mention, but which is a problem of equating the 
deduction which occurs to the partner whose capital interest is 
diminished. 


If at the time the partnership interest is transferred it is subject to restric- 
tions and limitations as to transferability— 


and that is our situation— 


the amount to be taken into account is the lesser of, first, the transferee part- 
ner’s proportionate share of the adjusted basis of the partnership property, the 
same as where it is not subject to the restrictions, or, second, the fair market 
value the interest would have had at the time of the exchange if there had been 
no limitations or restrictions as to transferability at that time. 


In other words, you look back and say if at the time this was trans- 
ferred to you in the first instance there had been no limitations or 
restrictions how much would it be worth at that time? 

That is one. 








a 


‘ 
$ 
| 
4 
i 





2194 GENERAL REVENUE REVISION 


And then, finally, the final safeguard to avoid taxing capital gain, 
the third test is the fair market value of the services performed. 
The amount that is taxed as ordinary income will be the lesser of 
these three tests. 

Obviously, I believe, that means that any value at the time of 
taxation due to appreciation in value of the property itself during 
this interim aoa will not be taken into the amount to be taxed. 

Mr. Ixarp. Generally, I think this is a good recommendation. 

The only thing that troubled me about it was that you might get 
into situations where it would be hard to make determinations. 

Mr. WiiuiaMs. I think we have to face that fact. I think that is an 
accurate criticism. 

Mr. Mason. I want to get this in concrete form. 

You give me 5,000 when we enter into partnership because of my 
coming services that I will perform. And you tie strings onto it for 2 
years. That is 5,000. But at the end of the 2-year period it now has 
a market value of $7,000. So, there has been a $2,000 gain which was 
not paid forme. It is just appreciation. 

ow, then, am I taxed at the end of the 2-year period, income tax 
on the $5,000, and capital gains tax on the $2,000? 

Mr. Witu1aMs. No, sir. 

At the time when you are taxed, you are taxed only on the ordinary 
income portion. That is all. 

In other words, in your hypothetical situation where a man received 
an interest worth $5,000 at the beginning but subject to restrictions, 
and so forth, the maximum he would have to pay ordinary income tax 
on would be $5,000—and this is one of the conforming amendments 
of section 722 that I have not bothered to mention, but it is referred 
to at the top of page 23—he would then have a $5,000 basis for his 
interest in that Seen 

However, if he later sold his interest in that partnership for $7,000, 
he at that time would have $2,000 long-term capital gains, the dif- 
sapenee between his $5,000 basis and the amount he realized on the 
sale. 

Mr. Mason. That isclear. Thank you. 

The Cuarrman. Mr. Keogh has the floor. 

Mr. Krocu. This is perhaps not too material, but I am curious, 
on page 34, about the rearrangement of partnership provisions in 


(c) (2). 

+n specify that it shall be the lesser of A, B, or C. How can you 
determine the lesser of 1 of 3 things. 

Mr. WituraMs. I apologize. at is a very good point. We should 
consult a grammarian. 

The Cuarrman. Have you concluded your statement? All of you 
have now testified except Mr. Johnson ? 

Mr. Wits. We are not working it quite that way, Mr. Chairman. 
We have allocated certain areas for discussion. The next topic is Dis- 
tribution of Partnership Property, which I was going to discuss. 
Since I have done so much talking, and we are obviously short of time, 
I am going to pass on mine. 

The Cuarmman. No, no. Let me suggest that you take the time 
that is required. 

I understand that if you do, you can be through perhaps by 4 
o’clock ? 
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Mr. Wuu1s. If I don’t talk we can be through by 4 o’clock. 

The Cuarmman. We want you to talk, Mr. Willis, and explain the 
report. 

it is in our interest to have you gentlemen explain to us what you 
have in your report. I think it would be well for you to proceed as 
you had planned. 

Mr. Wis. I will proceed and try to condense it. 

The area of distribution of partnership properties is one of the 
more complex areas in subchapter K. You have the problem of gain 
or loss to the distributing partner, the basis in his hands of the dis- 
tributed property, the election to adjust basis of the undistributed 
partnership property, the actual determination of the amount of the 
adjustment to basis, and lastly the allocation of that adjustment among 
various partnership properties. 

Then if you happen to have a collapsible partnership, which Mr. 
Mark Johnson will discuss later, you run into still further complica- 
tions. Having in mind the admonition from Mr. Mills that we should 
simplify the law, we were sorely tempted to recommend major sur- 
gery in this area, because we saw one way we could combine 5 com- 
plicated sections into 1. 

The statute could provide that gain or loss shall never be recog- 
nized on any distribution of partnership property, and that the part- 
nership basis of the distributed property carries over into the hands 
of the distributee partner. This would eliminate the necessity for 
any adjustment to basis of the undistributed partnership property. 

We recognized there would be certain opportunities for shifting of 
income, but we did not think that was too great a price to pay if it 
would simplify the law that much. Then we ran into the realities 
of some of the problems that would arise, problems that I assume 
might well be reflected in letters addressed to you gentlemen from 
distressed partners. 

For example, suppose a partner has a $15,000 basis for his partner- 
ship interest, and because the value of the partnership property has 
depreciated in value, he receives in liquidation of his entire interest 
only $5,000. The rationale of our theory required the conclusion that 
he had no deductible loss. But it is hard to explain to a person, 
when he had been cashed out of a deal and got less out of it than he 
put into it, that he does not have a deductible loss that he can show 
on his income-tax return. 

We also ran into problems with respect to the absolute carryover 
basis of distribution. If a partner with a $2,000 basis happened to 
receive property from the partnership having a tax basis to the part- 
nership of $20,000, then under our contemplated rule he would have a 
$20,000 basis for that property in his hands. Thereafter when he 
sold the distributed property obviously he had an $18,000 nontaxable 
gain, which would be nice for him but it would be a bit illogical. 

We finally decided we could not do that. As much as we would 
like to simplify partnership distribution, we just could not justify the 
application of that simplified rule to specific situations. 

owever, we are recommending amendments that we believe are 
substantial improvements with respect to the adjustment to basis of 
undistributed partnership property. The first thing we did deals with 
the election to adjust basis. Section 754 of the present code provides 
for an election if there is a sale or transfer of a partnership interest 
20675—58—pt. 258 
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or if there is a distribution of partnership property. If you make that 
election, then you may adjust the basis of partnership property. 
However, if you make that election, it is irrevocable. And, further- 
more, the election to adjust basis of partnership property in the case 
of a sale of a partnership interest edhe you to adjust basis of partner- 
ship property in the case of a distribution of partnership property. 
e saw no reason why the one election should bind the partnership 
in the other type of a situation. Therefore, in our legislative recom- 
mendation No. 20, appearing on pages 48 and 49 of our report, and 
which appears as section 784 on page 37 of the rearrangement, we 
| recommend that separate elections be provided with respect to the 
sale or transfer of a partnership interest and with respect to the dis- 
tribution of partnership property. 
A further amendment that we are recommending in connection with 
. the election is that you have the right to make this election or to change 
the election at any time within the period of time for filing the part- 
nership return plus 3 years thereafter. Under the present regulations 
you must make the election within the time required by the statute 
HE for filing the return. We thought that was too short a period. Very 
HE frequently taxpayers are not aware of the significance of the election, 
| and, therefore do not make it within the time specified. So, we are 
recommending that the period for making the election be extended. 
| In regard to the next area you have before you a multilith sheet 
| that explains the problem and our legislative recommendation in an 
example form. We come to the problem of the adjustment to basis 
of partnership property once you have made the election. 
| The Carman. That sheet will be made a part of the record at 
/ this point. 


( 
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PRESENTATION ON PARTNERSHIP DISTRIBUTIONS—LEGISLATIVE 
RECOMMENDATION NO. 12 


Adjusted Fair market 
basis value 





| Example for illustration purposes 









Partnership assets: 








Needed ots Pink dhl Kel beahs- 64 sis Gane <p hese n sions babes aos $15, 000 $15, 000 

end aes ieee tales Saar tecpikine sale ath a ora cc taddanssartelenene 13, 000 15, 

PE IS S624} cin eed guip-ocindabih ds aednd sonpwngabuccedas 2, 000 15, 000 
| ps eet adtbec. federal. soatesn tek Lp seek le 30, 000 45, 000 
q ITI Soe nn nce ae ome 0 0 






' Partners’ capital interest: 


1 Partner A, at the time of formation of the partnership, contributed to the partnership property having 
! an yor basis in A’s hands that was $9,000 less than its fair market value. The general rule of section 
704 (c) (1) is in effect as to allocation of depreciation, depletion or gain or loss with respect to contributed 
: roperty. 
i : 2 estnae B contributed money to the partnership as his capital contribution. 









‘| 3 Partner D purchased the interest of former partner C. The partnership did not elect (under section 
j 754) to adjust the basis of partnership assets pursuant to section 743 (b). The purchase price of C’s interest 
i was $4,000 greater than C’s adjusted basis for that interest. Partner D purchased his partnership interest 
gE more than 2 years prior to the distributions under consideration. 
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TOTAL AMOUNT OF ADJUSTMENT TO BASIS OF UNDISTRIBUTED PARTNERSHIP PROPERTY 
(LEGISLATIVE RECOMMENDATION NO. 12) 


I. Present law—Eaamples of its operation. 


A. Assume the partnership, in the example stated on page 1, distributes 
$15,000 cash in complete liquidation of a partner’s interest. 


Increase (de- 
Gain or crease) in 
(loss) recog- | basis of un- 
nized to distributed 
distributee | partnership 


property 
If $15,000 cash is distributed to: 
Ie <soreses oiatettsaipineinananniin amiulsean rinthadecgctus tt. lett dein $11, 000 $11, 000 
ERE ie La lie gg ee tie tae ok Sepcpealiaiesramiadnen 2, 000 
D. . asem secenscces (2, 000) (2, 000) 


B. Assume that the partnership distributes the inventory, valued at $15,000, 
to a partner in complete liquidation of his interest. 





Increase (or 

Partnership’s| Basis of dis- | decrease) in 
adjusted basis)tributed pro basis of un- 
of distributed] erty in hands} distributed 
property of distributee | partnership 





property 
If the inventory is distributed to— 
hdl ne wenined SRI detache dss vuidbutbimesttddestuudbbieen $13, 000 $4, 000 $9, 000 
Ditundscdeheuisith<deeguttitduimunveinia tpi ceed vewed 13, 000 ti endiccdcten 
BP iccocieusne cnbseleiar esti ecient ideas seagulls oxdidie dauailineipemtaniedaciaiah marie | 13, 000 13, 000 1 (4, 000) 








1 The adjustment to basis of undistributed property of the partnership arises because of a $4,000 deductible 
loss sustained by D on the distribution (sec. 731 (a) (2)). 


C. Assume that the partnership distributes the depreciable property, valued 
at $15,000, to a partner in complete liquidation of his interest. 


| 

| Increase or 

|Partnership’s} Basis of dis- | (decrease) in 

adjusted basis/tributed prop-| basis of un- 

of distributed| erty in hands} distributed 
property | ofdistributee! partnership 

















property 
If the depreciable property is to be distributed to— 
Be dis dddstdiddeameubiicascdees boty da ckb nahh eBesbbudctiin $2, 000 $4, 000 ($2, 000) 
ID ndash Mi: Heine thts tha dhdbsine tbebks) Cpe dabedsatbie ened 2,000 13, 000 (11, 000) 
BD in daudenah vig tvesapaweosedeccstaddansutempeaetaaaetnne 2,000 17, 000 (15, 000) 
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IT. Advisory group’s recommendation—Hzamples of its operation. 


A. Assume the partnership, in the example stated on page 1, distributes 
$15,000 cash in complete liquidation of a partner’s interest. 


1. Although the partners’ respective bases of their partnership interests 
vary, each partner, in the example stated, has a one-third interest in the 
partnership capital. Under the rule stated in section 734 (b) of the ad- 
visory group’s recommendation, each partner’s proportionate share of the 
adjusted basis of the partnership property is $10,000 (one-third of $30,000). 


2. Accordingly, regardless of to which partner the $15,000 in money is 
distributed, the adjustment to the basis of the undistributed partnership 
property is an increase of $5,000, determined as follows: 


Partnership’s adjusted basis of the $15,000 cash distributed__ $15, 000 
Less—Decrease in distributee partner’s proportionate share 
of the total adjusted basis of the partnership property (re- 
tirement of his one-third interest in partnership property 
with a total adjusted basis of $30,000) _...__.__-_______-___ 10, 000 





Adjustment (an increase) to basis of undistributed partner- 
ani property .scccaidiiikt jo clitblonil elena 


B. Assume the partnership distributes the inventory, valued at $15,000, to 
a partner in complete liquidation of his interest. 


1. Again the adjustment to basis of undistributed partnership property 
is the same amount, regardless of whether the inventory is distributed in 
liquidation of the interest of A, B, or D. 


2. The adjustment to basis is an increase of $3,000 determined as follows: 


Partnership’s adjusted basis of the inventory distributed_._.._ $13, 000 

Less—Decrease in the distributee partner’s share of the total 
adjusted basis of the partnership property (retirement of 

his one-third interest in partnership property with a total ad- 

See nee Ee GOR tee eee eee ee Oost 10, 000 


Adjustment (an increase) to basis of undistributed partner- 
BE I ia chi hdr Dea enhancer dpienth 8, 000 


C. The same procedure would be followed in determining the adjustment to 
basis of undistributed partnership property if the partnership distributed the 
depreciable property, valued at $15,000, to a partner in complete liquidation 
of his interest. The adjustment to basis of undistributed partnership property 
in this case would be a decrease of $8,000. 

Mr. Wiis. It is necessary to have this adjustment because the 
distributed property may not take the same basis in the hand of the 
distributee partner as it had in the hands of the partnership and as a 
result the partnership logically should adjust the basis for its re- 
remaining partnership property for this difference. I think probably 
the best way to explain this is just to run through this example that 
you have before you in the multilith sheet. 

We have here a simplified partnership balance sheet showing assets 
of cash, inventory, and depreciable property. The inventory you 
will note is not substantially appreciated, so we are not in a collapsible 
partnership area. We have no partnership liabilities. 

The partners have different tax bases for their partnership interest. 
The reasons for the differences appear in the footnotes. I shall not 
attempt to explain now. But they are logical differences and ones 
that do occur in routine partnership transactions. 

We have these partners, each one with a $15,000 interest in the fair 
market value of partnership assets. Now we are going to distribute 
various items in retirement of the interest of one partner. If you will 
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— to page 2 of the example you will see the operation of the present 
aw. 

First assume that the partnership distributes $15,000 in cash in 
complete liquidation of a partner’s interest. Under the present law 
one of the rules for the adjustment to basis of partnership property is 
that you make the adjustment for the amount of taxable gain or the 
deductible loss to the distributee partner. 

Assume that the $15,000 in cash is distributed to partner A. As 
shown in the schedule, he would have an $11,000 taxable gain and, 
accordingly, there would be an $11,000 adjustment to basis of partner- 
ship property. In the case of a distribution of $15,000 in cash to B, 
a $2,000 gain and a $2,000 adjustment to basis of partnership property 
are the results as indicated in the schedule. 

Both of those adjustments are plus adjustments, However, in the 
case of the distribution to D, D has a deductible loss of $2,000. Con- 

uently, there would be a reduction of $2,000 in the basis of partner- 
ship property. 

You will note that the amount of the adjustment varies with respect 
to each partner, thereby creating complexities that we thought should 
be avoided. 

Now we turn to the second situation. Assume that the partnership 
distributes the inventory valued at $15,000 to a partner in complete 
liquidation of this interest. Now, the present section 734 (b) says that 
if property is distributed to a partner and it takes a different basis in 
his hands than it had in the hands of the partnership, the increase or 
decrease in the basis of that particular property shall constitute an 
adjustment to the basis of the remaining partnership property. 

If inventory with a fair market value of $15,000 and a basis to the 
partnership of $13,000 is distributed to partner A, the basis of the 
distributed inventory in A’s hand is $4,000, which is the basis of his 
partnership interests. Asa result, there is a plus adjustment of $9,000 
to the remaining partnership assets. 

In the case of the distribution of the inventory to B, there is no 
change in the basis of the distributed property. Therefore, there is no 
adjustment to basis of undistributed partnership property. 

In D’s case, because inventory is involved, there is a $4,000 loss on 
the distribution, and there is a minus adjustment of $4,000. 

The schedule at C on page 3 of the example illustrates the computa- 
tion of adjustment to basis of partnership property following a dis- 
tribution of the depreciable property. It is self-explanatory and to 
conserve time I shall not discuss it. 

Now, we come to the advisory group’s recommendation. This you 
will find as item 12 of the revised report at page 25 and as section 781, 
page 37 of the suggested Rearrangement of subchapter K. 

Assume, again, the situation where we had the $15,000 in cash dis- 
tributed. Under our recommendation, the adjustment to basis of the 
undistributed partnership property is determined by taking the dif- 
ference between the partnership’s basis of the property distributed and 
the reduction in the amount of the distributee party’s proportionate 
share of the total basis of partnership property. Note the difference 
between our proposal and the present statute. Under our recommen- 
dation, the adjustment to basis of partnership property is not measured 
by the distributee partner’s basis of his partnership interest. It is 
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measured by the distributee partner’s proportionate share of the part- 
nership’s total adjusted basis of its property. 

Thus where the $15,000 in cash is distributed, it makes no difference 
whether the distribution is to A, B, or C; in each case there would be 
an increase in the basis of undistributed partnership property of 
$5,000. The computation of the adjustment is at the bottom of page 3 
of the example. 

Similarly, in the situation in B, shown on page 4, where we have the 
distribution of inventory, there would always be a plus adjustment of 
$3,000 to the basis of the undistributed partnership property upon the 
distribution of the inventory. 

We felt that this is a more desirable rule because it avoids the prob- 
lems of a different adjustment to basis depending upon who is the dis- 
tributee partner. It also avoids the problem of ascertaining the dis- 
tributee partner’s base of his partnership interest in these cases. 

Lastly, and we feel this is quite important, too, section 734 (b) 
under our recommendations would be coordinated with section 748 
(b), which deals with the adjustment to basis of partnership property 
where there is a sale or exchange of a partnership interest. 

You gentlemen may recall that in the 1954 code there was a last 
minute change made by the House and Senate conferees with respect 
to 743 (b). Wenow feel the same changes should be made in 734 (b). 
We are recommending that this be done. 

There are 1 or 2 final points with respect to our recommendations. 

We have a de minimis rule in connection with this adjustment as 
we also have later on in connection with the collapsible partnership. 
Even though there has been a prior election to make this adjustment 
to basis of undistributed partnership property, under our proposal 
the partnership would not be required to make the section 734 (b) 
adjustment if the total amount of the upward or downward adjust- 
ment does not exceed a thousand dollars. We feel that $1,000 is a 
sufficiently small amount that neither the taxpayers nor the revenue 
agents should be put to the bother of trying to compute the upward 
or downward adjustment. 

The last area dealing with this adjustment for distributed prop- 
erty is the allocation of the adjustment to various partnership prop- 
erty. Under the existing law, the adjustment has to be divided up 
between two classes of property—capital assets or property used in 
the trade or business and all other property. We feel there is no 
longer any necessity for this approach. Because of changes we are 
recommending be made in the area of collapsible partnerships, Wwe 
now suggest that the statute simply provide that the adjustment. be 
allocated among properties other than section 751 assets, which in gen- 
eral are inventory and unrealized receivable assets. 

That concludes my remarks. 

Are there any questions? 

The Cuarrman. Are there any questions of Mr. Willis on this? 

Let me see if I understand, Mr. Willis. 

You are making the adjustment with respect to values in excess of 
a thousand dollars. And on adjustments, as I understand from what 
you have said, which are less than this, you make no change? 

Mr. Wits. Yes, sir. , 

The partnership could make the adjustment even though it were 
less than a thousand dollars if it wanted to go to the bother. But 
it could not be required to do so. 
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The Cuarrman. Any further questions on this? 

Apparently there are no questions, Mr. Willis. 

You may proceed. 

Mr. Wiis. Mr. Chairman, the next witness is Mr. Mark H. John- 
son, Who will discuss the collapsible partnership provision. 

The CHarrman. Mr. Johnson. 


STATEMENT OF MARK H. JOHNSON, OF THE FIRM OF RABKIN & 
JOHNSON, NEW YORK, N. Y. 


Mr. Jounson. Mr. Chairman, and gentlemen of the committee, this 
is the present section 751 as amended. It appears on pages 37 to 43 
of the December 31 revised report. These sections in the rearrange- 
ment are section 749, 750, and 751, and 785. 

As you will notice, the report on this is fairly extensive and a little 
formidable. I want to assure you that actually that report is quite 
succinct. This area, if not the most important in the partnership 
law, I think I can safely say is the most troublesome and one of the 
most complicated that we have to deal with. 

I think I can say that some aspect of this problem was discussed 
at every single one of our meetings over the 14-month period. And it 
represents a number of transitions in approach and some extremely dif- 
ficult decisions. In the limited time that we have here—we could 
easily have a 3-hour discussion on this one section alone—I will try 
first to give a little background of the problem and then try to hit the 
high spots of our particular recommendations. 

The collapsible partnership problem basically arises from a very 
simple situation. Assume A, B, and C are anthees of a partnership, 
and that A wants to sell his interest in the partnership. Let us say 
that part of the assets of this partnership consist of unrealized receiv- 
ables for personal services, of appreciated inventory. It might be 
housing development projects, houses not yet sold off, assets which if 
the individual had owned and sold directly would certainly be ordi- 
nary income to him. The question is: if he sells those assets as part 
of the partnership interest package, does he get capital gain on those 
assets ¢ 

Now, of course, you will recognize that this is essentially the same 
problem that we have in the more familiar collapsible corporation 
area. The partnership problem presents problems of its own, how- 
ever. The judicial background of this was extremely tangled. By and 
large, prior to the 1954 code, the courts had generally held with the 
taxpayers against the Treasury position, holding that a taxpayer who 
did sell an interest in a partnership was entitled to a single flat overall 
capital gain, with no fragmentation of his interest, and, therefore, had 
no ordinary income on the portion of that gain that was attributable to 
inventory assets, receivables, and so forth. 

The 1954 code for partnerships did adopt the concept of a collapsible 
partnership and provided basically for a fragmentation rule. So 
that the Commissioner was entitled to come in and say what you are 
really selling is this bundle of separate assets. And if a large part of 
this consists of ordinary income items, you should be cane as ordi- 
nary income on your gain. The approach varied greatly from the 
approach for the collapsible corporation. 
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By and large, the partnership approach was a true fragmentation 
rule where you try to get approximately the same result that you would 
get on individual sale of assets. The collapsible corporation approach 
was different in two major respects. In the first place, the test for a 
collapsible corporation basically resolved around the question of pur- 
pose, which, of course, is a very nebulous and difficult test. 

Secondly, the collapsible corporation statute is essentially the all-or- 
nothing, the meat ax, approach. If the corporation meets the requi- 
site set of tests, everything is ordinary income. If it does not meet 
those tests, everything is capital gain. 

Well, each of these approaches has its own difficulties, of course. 
And when we began our reexamination of this problem, we decided 
that we would reexamine from scratch. And we considered seriously 
the advisability of adopting the corporate approach. After what we 
considered mature consideration, we felt that this was not a desirable 
approach. Moreover, we felt that this was one important area where 
the two advisory groups, the Advisory Group on Subchapter K, and 
the group for subchapter C, ought to try to get together; that, as 
nearly as possible, we should try to have uniformity for the two types 
of entities and to try to get as nearly as possible the same results. 

To that end our group appointed a committee, and the Subchapter 
C Group appointed a committee to consult on this. Fortunately, we 
were able to reach substantial agreement, as you will hear when the 
subchapter C group reports. The Subchapter C Advisory Group 
has basically adopted the present partnership approach. It will rec- 
ommend to you that that be incorporated in subchapter C. We are 
very pleased with that. We think that is a very major improvement 
in the whole Internal Revenue Code. 

In addition to agreeing on fundamentals, we also tried to agree as 
far as possible on specific techniques. And we cooperated throughout 
our work on this to try to get the two sections as nearly the same as 
possible. We discovered that there are inevitable differences due to 
the basic differences in taxation of corporations and of partnerships. 
But, by and large, we found that the two patterns could work out very 
closely parallel. After studying the final report of the subchapter C 
group, we have realized that there are a few areas where they could 
probably be brought still a little closer together. But those are not, 
I think, in any fundamental aspects of the problem. I think that prob- 
ably the very able staff of your committee could iron out the differ- 
ences between those two sections and really have them parallel. And 
if that is done, it would be a great boon to taxpayers and their advisers 
in their understanding of the problem. I think it also would be a 
great help to the Treasury in the administration of the whole collapsi- 
ble corporation and partnership problem. 

Now, as I said, the basic problem is, very simply stated, how do you 
take care of the sale of a partnership interest? However, a very 
similar problem arises on distributions—liquidations, or partial liqui- 
dations, or current distributions of property. They create very nearly 
the same problem as the sale of a partnership interest. 

For example, if a partnership has appreciated inventory as a major 
asset and one of the partners is to be bought out of the partnership 
and is to be paid cash, taking into account the appreciated value of this 
inventory, are we to allow this liquidated partner to pay capital gain, 
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or, as in the case of his having sold to a third party, are we to look 
at the nature of the underlying asset to see whether he really received 
inventory income that ought to be taxed as ordinary income upon the 
distribution. 

The present code provides parallel or nearly parallel treatment for 
the two types of cases. And this is one place where experience has in- 
dicated that great complexity has been introduced, and the difficulty 
in. the liquidation and distribution area seems to be far more than the 
avoidance problem warrants. However, after considerable weighing 
of the simplicity versus revenue protection factors, we decided that 
we could not ignore the revenue protection aspect, and that before 
we could recommend the deletion of this provision in connection with 
distributions, we had to have some alternative. The alternative that 
we devised is not completely satisfactory. But we think that it is the 
least of several possible evils. 

The solution that we have recommended is a carryover basis ap- 
proach with respect to these inventory and receivables items. Basi- 
cally, what we provide is that the partnership basis follows the prop- 
erty. Our approach is that ultimately ordinary income should be paid 
by somebody upon the appreciated inventory or upon the receivables. 
And in the case that I gave, for example, where one partner is being 
paid out in cash on account of inventory that has appreciated in value 
in the partnership, the best solution we could devise was to say we will 
let you receive capital gain treatment when cash is distributed to you, 
but we will not allow the partnership to step up its basis for that 
inventory. 

Ultimately, therefore when that inventory is sold, the other partners 
will have to pay the full ordinary income tax on that inventory. Of 
course, this involves a certain possibly inequitable shifting of tax 
among partners. Our primary justification for this is that in this kind 
of transaction the partners will very normally be quite conscious of 
possible tax impact upon them, and if the remaining partners are will- 
ing to pay that price we will let the partners have that deal, because 
the chances are that the remaining partners will know that in this type 
of situation they will have to pay the ordinary income tax if the dis- 
tributee does not. 

Well, that was, of course, one of the most difficult decisions that we 
had to make. And, in doing that, we have really swept away a very 
large part of the criticism that has been prevalent against the present 
section 751. 

Mr. Keocu. Would not the effect of that recommendation be one 
of two things: either lower the price for the interest payable to the 
retiring partner or discourage the distribution entirely? 

Mr. Jonnson. Well, the partners, of course, if they are going to go 
through that kind of transaction and know the tax effects, surely would 
adjust for this shifting of ordinary income. I agree they would take 
that potential liability or inchoate liability into account in deter- 
mining the amount that the retiring partner is entitled to. 

Mr. Krocn. The tax incidence would, in effect, artificially lower the 
real value of the inventory ? 

Mr. Jounson. I would think that would be right. And, of course, 
if that were done, then in kind of a roundabout way you would be 
working out the equities among the partners properly. 
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The Cxuarmman. Well, Mr. Johnson, actually, wouldn’t this rule 
mean that a tax would be imposed upon one person for the assets of 
another ? 

Mr. Jounson. Yes, I think you can fairly say—except to the extent 
that the partners have adjusted their values between themselves to 
take that into account—that would be the effect. But, as I say, this 
is one of those almost impossible decisions where you really have 
to weigh the minuses, as it were, of the various approaches and take 
the least bad solution. 

Mr. Harrison. Suppose that there had been an agreement for a 
distribution with respect to this partnership interest made under 
existing law. This would very drastically change the agreement 
among the partners, sort of ex post facto, would it not? 

Mr. Jounson. Well, I would not think there would be very many 
fixed agreements of this type for the buying out of one partner 
today to operate in the future. 

Mr. Ixarp. It would be only those you might catch by the effec- 
tive date in the process ? 

Mr. Harrison. There are a great many agreements that provide 
that in the event of the death of a partner or his resignation that 
the interest shall be purchased in accordance with certain terms. 

Mr. Jounson. I do believe that if this provision is enacted existing 
partnership agreements will be reexamined, and probably in many 
cases redrafted to take care of the new impact of the law. I would 
think that just as that did happen in 1954—— 

Mr. Harrison. But many smaller partnerships would not. 

Mr. Krocu. Let me ask you, Mr. Johnson: How could you force 
the revision of an existing partnership agreement in the event of the 
teat of this recommendation, assuming the partner intended to 
retire ¢ 

Mr. McDonatp. With your permission, may I answer that question? 

In our report, we recognized that this rule—that inventory will 
always carry the ordinary income tax with it until its ultimate sale— 
would change present law and provided that if the partners wish to 
agree to enter into the complexities which are involved in the present 
751 (b) under a present agreement, for example, they could do so. 
We do not intend to prohibit them from working out the ordinary 
income tax in that manner. 

So that if there were existing agreements and the partners could 
not reset the price, if they did not want to upset their form of bargain, 
they would be entitled to say, “All right, we will take the pre-1958 
code treatment of this for our tax consequences.” And our advisory 
group would approve that. 

Mr. Jounson. Of course, if they want that treatment, they would 
have to agree to follow the mechanics that would produce that result. 
But Mr. McDonald is perfectly right, it could be done if all of the 
partners agree to do it. 

Mr. Kroex. Could an analogous situation arise in the case of a 
stockholder in a collapsible corporation? I am asking that for in- 
formation. - I do not know. 

Mr. Jounson. Oh, yes, that problem does exist. I don’t like to 
anticipate the subchapter C report, but they have a couple of pages 
on nonaliquot distributions that you will hear about. They have 
adopted the more complicated solution in this area, rather than our 
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shortcut. Their justification is that the corporate entity makes it 
impossible to use our technique of carryover basis in the corporate 
field. I am not underwriting that. I am not entirely sure that that 
isso. But it probably is, from the caliber of the men who decided it. 

Mr. Krocu. Well, I am leading up to this general question: In your 
obviously serious efforts to correlate subchapters C and K, have you 
adopted as a general rule the principle of adopting that alternative 
which is perhaps, shall I say, more considerate of the individuals 
than of the Treasury Department ? 

Mr. Jonnson. Oh, no. Mr. Keogh, I would say to that very defi- 
nitely and strongly no. Our only criterion and the only reason that 
we have adopted this for the partnership area is that we think that 
there is no question of ultimate revenue loss in this. It is purely a 
question of who pays the tax. 

Mr. Mason. That is an arrangement between the partners. The 
Treasury doesn’t even care about it. 

Mr. Jounson. That is right. We have adopted this approach al- 
most entirely in the interest of simplicity. We feel that the partner- 
ship area does afford the possibility of that approach, which probably 
the corporate area does not, and that it is unfortunate that the C men 
felt that there was no way out of the complexity that they are forced 
to adopt because of the separate corporate entity. But we feel that 
we have an adequate solution along simple lines in the partnership 
field. And, therefore, we are going on our divergent ways in that one 
aspect of the problem. 

fr. KeocuH. Would you say yours is more adequate for the retiring 
partner than the remaining partners ? 

Mr. Jounson. I do not know that you can even generalize on that. 
Possibly I suppose it affords an easier way out for a retiring partner 
if the remaining partners are willing to incur that tax. But you see, 
you have got to bear in mind this one practical thing. By and large 
I would say that in 99 cases out of 100, we are not talking about long- 
term assets. By and large these ordinary income items are short-term 
assets. They are inventory items. They are receivables that are going 
to be collected and on which tax is going to be paid. This is not a 
matter of revenue deferment. If the retiring partner does not pick 
this up in March, the remaining partners will probably pick it up in 
April. That is the kind of thing that mostly we are talking about. 
And I really think that we do not have in this area revenue protection 
as a primary consideration. 

Our worry is whether the partners will be adequately advised to 
protect themselves. I think that is a real worry. But we feel that 
we just have to impose that kind of a burden on the taxpayers in the 
interest of the simplified tax structure we are secon ng. 

Now, if I pay, I would just like to give a brief rundown of some of 
the 7 or 8 items that we have covered under our new section 751. 

Let me summarize briefly : The problems break down into the types 
of transactions affected, which I have just covered; types of assets; 
measures of income; limitations; and nag relief for partners who 
have recently purchased their partnership interest. 

Now, on type of assets, the present section 751 is written in terms of 
unrealized receivables and inventory items which have appreciated 
substantially in value. We have redefined that basic term as section 
751 assets. And we have correlated that with the capital gain defini- 
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tions that appear in other provisions of the code. We believe that 
that is a large gain in the interest of simplified understanding of the 
general nature of the problem. 

Moreover, it eliminates a lot of uncertainties and ambiguities on the 
distinction between unrealized receivables and inventory items them- 
selves, because, in the present statute, inventory items are not taken 
into account unless they measure up to a certain percentage of ap- 
preciation, whereas unrealized receivables are automatically splin- 
tered off. 

The Cuarrman. Mr. Johnson, may I ask you a question ? 

Mr. Jounson. Surely. 

The Cuarrman. Are you including the old section 117 (j) items? 

Mr. Jounson. No, we are allowing capital gain on the old section 
117 (j) items. But if the partnership has old section 117 (j) items 
which, in the aggregate, produce a net loss or would produce a net 
loss upon their sale, we are permitting that as an offset against the 
ordinary income on the inventory and receivable items. We are try- 
ing to equate a sale of the partnership interest with the treatment 
which would be accorded an individual if he had sold, let us say, a 
pure coownership interest in these properties. In think by and large, 
we have achieved that correlation. 

Now, I see that by that statement I have just covered one of the 
topics I had still to outline, namely, the measure of what constitutes 
income items. 

Now, on the topic of limitations, we have recognized that although 
it is very important to stop the collapsible partnership as a tax avoid- 
ance device—the large real estate developments and kindred ventures 
that involve large sums of money where the collapsible partnership 
would be used purely for tax avoidance—on the other side of the fence 
we have a large number of transactions which ought not to be bothered. 

Let use take, for example, the man who sells his interest in the cor- 
ner grocery store, and who has a few thousand dollars of profit. Part 
of that profit is likely to be attributable to good will, and maybe a 
little bit of it is attributable to the increase in value of some of the 
cans of groceries on the shelf. To make that man go through the 
complications of a collapsible partnership rule is the very kind of 
thing that creates criticism of the tax law. 

Now, we have tried to introduce some limitations by way of de 
minimus rules that would make this fragmentation rule, these simple 
everyday cases where the amount of tax at stake is generally less than 
the value of the revenue agent’s time who is examining it, let alone 
the taxpayer’s time. There are three such items we have recom- 
mended. 

First we clarified the statute on a point that is now ambiguous. 
We recommend that this statute not apply at all unless there is an 
overall gain on the sale of the partnership interest. It could be con- 
tended under the present statute that even if you sell a partnership 
interest at a loss, if the loss is primarily attributable to capita] items, 
and nevertheless there are some receivables and inventory items, you 
might have a little bit of ordinary income and a larger capital loss. 
We have said that the collapsible partnership rule should not apply 
at all unless there is an overall gain on the sale of the partnership 
interest. 
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Second, the collapsible rule is not to apply under our proposal un- 
less the amount of ordinary income that would result to the partner 
is more than a thousand dollars. That, of course, is an arbitrary 
figure. It may be that some other amount is more appropriate. But 
certainly we feel there should be some dollar de minimis rule in this 
case. 

Incidentally I may remark that I know the corporate group origin- 
ally had such a rule, but then turned it down for the reason that it 
is too easy to have multiple corporations. I think that that is not 
a sufficient factor in your partnership case. And, therefore, even if 
your committee accepts the corporate group’s rejection of such a rule 
in the corporate area, we believe that nevertheless such a de minimis 
rule would be appropriate for partnerships. 

As the third limitation—and this is primarily the one which will 
eliminate the question of counting the cans of groceries on the shelf— 
we have substituted a much simpler test of substantial appreciation 
for the dual test that is now in the statute. The present statute pro- 
vides that there must be a 20 percent appreciation in asset value, and 
the inventory items must be 10 percent of the total value of the assets. 

We have finally worked out a formula that takes both of those fac- 
tors into acount on a kind of automatically self-adjusting scale. We 
recommend that the statute apply only when 15 percent of the net 
selling price is attributable to the appreciation in inventory items and 
receivables. Thus, if you sell your partnership interest for $100,000, 
and if more than $15,000 of that amount is attributable to inventory 
appreciation and receivables, then you will pay tax on the $15,000 as 
ordinary income. But if you have only, let us say, $10,000 of section 
751 appreciation on this $100,000 selling price, we say then it ought 
to be just one capital gain package, because that is probably the way 
the parties really viewed it. 

Now, in this connection, I may say that we have injected what I 
think is a very important loophole plugging device that the present 
statute badly needs. The present statute is based upon gross asset 
value. And we have learned of instances, particularly in the real 
estate development field, where heavily mortgaged property is in- 
volved, and where the leverage is very great, in which a partner can 
have a gain which represents a large part of his net investment and 
still fall outside the collapsible partnership statute. We are recom- 
mending, therefore, that the test be net asset value, in other words, 
gross assets over partnership liabilities, in measuring this 15 percent. 
When you are really making that amount of profit based upon your 
true equity investment, you ought to pay your ordinary inventory 
tax. 

I think with the time limitations that is at least a highlight report 
on what we are recommending on 751. 

The CHatrman. Mr. Johnson, do I understand that you are fram- 
ing 751, in line with what we may expect from the subchapter C group 
for the treatment of similar situations involving corporations? Is 
that the purpose? 

Mr. Jounson. Yes, indeed. 

The Cuarrman. Now, if I understand, they will not utilize the ex- 
isting provisions of section 751 for the corporate proposal. Will they 
utilize what you recommend here insofar as your recommendations 
modify existing law. 
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Mr. Jounson. Oh, they are making them independently. 

The Cramman. I understand. But I want to find out just how 
closely related the treatment will be taxwise in the hands of partner- 
ships and in the hands of corporations. 

Mr. Jounson. As closely as I have been able to study their final re- 
port, I would say that it is quite close. It is very much the same frag- 
mentation approach. 

The Cuarrman. Much closer than it is under existing law. 

Mr. Jounson. Yes, indeed. 

The Cmarrman. Now, let me ask you, Mr. Johnson, with respect to 
the inapplicability of the rules which are set forth in section 751 
to distributions, you do that in the interest of simplification ? 

Mr. Jounson. On the distributions, yes, that is the primary con- 
sideration. 

The Cuairman. This question of distribution involves shifting of 
income, does it not ? 

Mr. Jounson. Yes. 

The CHairman. Under the rule you are suggesting here with re- 
spect to distributions, where cash is distributed in place of inventory 
items and where there are trade or business assets in the partnership 
which can be adjusted upward for any capital gain realized on the cash 
distribution, is it not possible in that kind of a situation for one to 
permanently convert ordinary income into a capital gain ? 

Mr. Jounson. Well, I think my answer to that, if I understand the 
question is, that under our solution with a carryover basis approach 
there would be no opportunity for ultimate conversion of any ordinary 
income into capital gain. Somebody is going to be paying ordinary 
income tax on the full amount of inventory appreciation and personal 
service income or other ordinary income items. 

The Cuarrman. Then, you. believe that for the most part, at least, 
there would be no opportunity to prominently convert what is other- 
wise ordinary income into a capital gain. 

Mr. Jounson. That is right. 

The CHarrman. It may have the weakness that we mentioned a 
moment ago of requiring someone to pay a tax on somebody else’s 
assets, but you believe there would not be an overall loss as a result 
of converting something into capital gain that is otherwise ordinary 
income. 

Mr. Jounson. That is correct. 

The Cuairman. Are there any further questions? 

Mr. Foranp. They would pay that additional tax on somebody 
else’s income only if they agreed to. 

The Cuarrman. That is true. But I wanted to be certain that there 
could be no prominent conversion to what is otherwise ordinary in- 
come into a capital gain under this rule that you are suggesting. 

Mr. Jonnson. That is correct. 

The Cuarrman. Are there any further questions? 

Mr. Ixarp. What of the situation where you have partners getting 
out, wouldn’t there be a tendency under this suggestion to value the 
income items low and the capital items high? I know that is a 
question you can’t answer, but wouldn’t there be that tendency ? 

Mr. Jounson. All I can say is that ultimately those items are going 
to be realized on. I mean these things are going to be reduced to cash, 
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And if one doesn’t pay the tax at that point, it is going to be picked 
up later. It just has to be. 

Mr. Lrirriz. May I add this, Mr. Johnson? Won’t the interests of 
the parties in this case be adverse in a valuation upon withdrawal. 

r. JoHNSON. That is correct. 

Mr. Lirriz. So there would be no particular overall tendency to 
value one kind of asset low or high because there would be negotia- 
tions presumably between the parties. 

Mr. McDonatp. I would like to add further in answer to Mr. 
Ikard’s question that as I understand our proposal there would be no 
appraisal question whatsoever, because the partnership base for these 
inventory assets would be their cost. It would be permanent, and 
the difference between that cost and the ultimate sale price of the 
inventory is what is going to be taxed as ordinary income. 

Mr. Ixarp. I recognize there would be no appraisal; I didn’t mean 
to imply there would be. I may have used that word, but I mean 
“price.” 

You don’t propose to take what the books would show ? 

Mr. Wiu1ams. I think there is an error in your premise, sir. 

Mr. Ixarp. There is. 

Mr. Wiuuiams. Perhaps this may help. 

Where a partner is paid off in cash, these rules do not come into 
play directly as to him. He may get capital gain, period. 

But the point is that the underlying assets, the collapsible assets, 
to wit, the unrealized accounts receivable of a partnership on the cash 
method of accounting, and the appreciated inventory, retain their 
bases, the same bases they had before. So that when an account re- 
ceivable is collected by the succeeding partnership, one hundred cents 
on the dollar is ordinary income and so forth, you see. But the part- 
ner getting out simply gets capital gain. 

Mr. Ixarp. I see. 

Mr. Wiiuiams. The remaining partners are the ones who will 
realize the ordinary income. Now, if on the other hand you make 
a liquidating distribution, not of cash, but you distribute the inven- 
tory to the retiring partner, he takes as his basis the basis the partner- 
ship had. Therefore, when he sells that inventory, he is going to 
realize the ordinary gain, because not only does basis stay the same, 
but the character of the asset stays the same. 

And, therefore, if a partner retires and receives as his liquidating 
distribution simply accounts receivable of the partnership, when he 
collects 100 percent on the dollar, it is ordinary income. 

That means necessarily that the interests of the parties are adverse. 
And in their negotiations to determine how much anyone is going 
to get when he withdraws from that partnership, certainly that part- 
ner is going to take into account, and the remaining partners are 
going to take into account, the tax consequences. And we can ex- 
pect, I think, through this arm’s length bargaining that is bound 
to occur in the average situation that there will be no important shift- 
ing of income. 

Mr. Ixarp. I think you have cleared it up. 

Mr. Krocu. Now, following up, onal that same situation you 
have just described obtain even if the retiring partner for one reason 
or many reasons was paying much more in his capital account than 
the books show ? 
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Mr. Williams. It is possible that there wil] be some shifting of 
income. In other words, it may be possible for one retiring partner 
to withdraw and get capital-gain treatment entirely, solely capital- 
gain treatment, when in fact some of the additional amount received 
by him is due to the fact that there are unrealized receivables in the 
partnership. That is possible. But the overall simplicity of this 
is what causes us to make recommendation. 

Mr. Kerocu. And if in the liquidation of those partnership assets, 
if the remaining partners find later that they paid the retiring partner 
too much, that will reflect itself, too, according to the type of asset 
that they dispose of. 

Mr. Wuu1ams. That is correct. It is going to be important to 
partners to know the effect of this. Mr. Harrison was concerned 
about the effect on existing agreements. Obviously this is the sort 
of amendment which we would suggest be adopted only prospectively ; 
only effective for years commencing sometime in the future, to give 
people some time to get acquainted with it. 

The Cuatrman. And further questions. 

(No response. ) 

The Cuatrman. Mr. Willis, has your group, or have you gentlemen 
thought in terms of what these proposed changes might do to the 
form of the return itself? 

Mr. Wis. Yes, sir. 

The Cuarman. I mean toward moving in the direction of simplifi- 
cation of the return. 

Mr. Wits. Mr. Chairman, we understand this question has been 
raised quite independently of any changes in the law. As the result 
of certain recommendations made by accounting organizations, the 
Internal Revenue Service has already taken the initiative in making 
changes in the partnership return form which should simplify it. 

We do not believe that the changes we are recommending will fun- 
damentally simplify the partnership return form. But we are satis- 
fied that they will not make it more complex. 

We are also satisfied that our recommendations generally will be 
easier for the uninitiated to follow. 

The Cuarrman. I assume that the instructions accompanying the 
form would be a little bit more involved, would they not? 

Mr. Wiuuts. I think the other way around, sir; I think the instruc- 
tions can be simplified under our recommendations rather than be 
made more complicated. 

The Cuarrman. That is the feeling of all of you, I presume. 

Mr. Willis, did your group think in terms of an election in the in- 
terest of simplification ? 

Mr. Wits. What kind of an election, Mr. Chairman? ; 

The Cuamman. Well, such as we have in the case of an individual 
who now, of course, has a short form he can use. He doesn’t have to 
specify all of his deductions but instead can take a 10-percent stand- 
ard reduction. ; 

Was any thought given to whether or not a similar approach might 
be applicable with respect to the partnership return itself. 

Mr. Wiuus. We did in this way, sir. 

At the outset we realized the very important problem of the so- 
called simple partnership, such as the corner grocery store partner- 
ship that we referred to very frequently in our group meetings. We 
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gave serious consideration to the possibility of writing a suggested 
a ag in 8 or 4 sections that would cover 90 percent of all partner- 
ships. 

The Cuatrman. That is what I am thinking about. 

sat Wuuis. It was a very attractive idea and we thoroughly ex- 
ored it. 
But difficulties arose in the selection of an appropriate measure of 
a simple partnership. We were not satisfied with a net income meas- 
ure. A very complicated partnership situation might report a rela- 
tively small net income. 

We were not able to work out any other satisfactory test to separate 
simple partnerships from the complex ones. 

We already have estates and trusts with a so-called simple trust and 
the complex trust. The experience there generally indicates that very 
little was accomplished by way of simplification of the tax law from 
the concept of a simple trust. We thought that in the final analysis, 
attempting to write special rules for the so-called simple partnership 
and bridging the transition when the simple partnership became a 
complex partnership would increase rather than diminish the overall 
complexities of the law. 

We believe that in the proposed arrangement where we have set 
forth in the first part of subchapter K those sections that are gener- 
ally applicable to most partnerships, we have accomplished quite a bit 
in simplifying the application of the statute to small partnerships. 

The Cuairman. There is more of the report to cover yet, is there 
not ? 

Mr. Wiis. We have 3 more who are scheduled for a total of ap- 
prommataly 30 minutes. Will you instruct us as to what you wish 

one? 

The Cuarrman. I think we had better finish this afternoon, if we 
can. 

Mr. Wixuts. Now our next witness is going to speak on the subject 
of the amounts paid to retiring partners or to the successor in interest 
of a deceased partner, Mr. Paul Little. 


STATEMENT OF PAUL LITTLE, NEW YORK, N. Y. 


Mr. Lrrriz. Mr. Chairman, gentlemen, my comments will deal with 
section 736 which appears as item 14 in our revised report of Decem- 
ber 31, pages 28 to 33, and as section 776 on page 3401 the proposed 
rearrangement. 

Section 736 of the present law is designed to clarify the tax treat- 
ment of amounts paid to a retiring partner or the successor in interest 
of a deceased partner which exceed the value of the partnership 
SretanatG 

Here again, as in the case of the collapsible partnership provisions 
which Mr. Johnson has been discussing, our primary problem is one of 
determining which of the partners will account for items of income 
of the firm. The revenue considerations if any, are definitely sec- 
ondary or incidental. 

Primarily this section is designed to solve the problem among part- 
ners as to who is to account for partnership income when there is a pay 
out over a period of time of a retiring partner or the successor estate 
of a deceased partner. 

20675—58—pt. 2——59 
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I think for simplicity we can refer only to retiring partners in this 
discussion, keeping in mind the same problems, may also be involved 
in the case of a deceased partner. The approach adopted in the 1954 
code is to divide amounts paid to a retiring partner into two categories. 
The first category generally is the amount paid in respect of the re- 
tiring partner’s interest in the property of the partnership, and the 
second is generally any amounts in excess of that interest in property. 

The amount attributable to this interest in partnership property 
generally is treated as a distribution of property, subject to the genera] 

istribution rules. The excess amount is treated as a distribution of 
partnership income. It is taxed to the retiring partner as income, and 
reduces the taxable income of the partnership just as though the re- 
tiring partner continues to be a partner for the time during which he 
receives these payments. 

This section under the 1954 code has been most helpful in clarifying 
an extremely difficult situation under the 1939 code. But it is easy to 
see that the classification of a particular amount received by a retiring 
ert ee under this statute is most important, since if it is income, it is 

eductible by the partnership and taxed as ordinary income to the 
retiring partner. If, however, it is a distribution, it is not deductible 
by the partnership and is treated as an ordinary distribution by the 
retiring partner. 

In addition to the classification of the payment, the time when the 
retiring partner accounts for it is also important. 

Now, our suggested recommendations with respect to section 736 
primarily involves, first, a simplification and second, a clarification of 
its application. 

First, with regard to simplification, if we can move back to the 
corner grocery a minute, it was the ae of the group that section 
736 as contained in the 1954 code was not designed and probably was 
not intended to apply to a situation in which a partner retires from 
his corner grocery store and receives a lump sum payment, or a series 
of payments over a relatively short period of time. 

We do not believe that the normal intention of the parties in that 
situation is that the payments should include an income element. And 
if I may take the liberty of quoting Mr. Stamm, my recollection is 
that in some correspondence with a midwestern attorney, shortly after 
the 1954 code was enacted, in which that question was raised, he ex- 
pressed the view that it was not contemplated that in a small partner- 
ship, or even a large partnership for that matter, where there is a 
lump sum payment received on retirement, that the retiring partner 
had to go through all of these complexities to figure whether or not 
the payment had an income element in it. 

The regulations, however, have taken a contrary approach. Our 
recommendation is that the statute clearly indicates that a lump sum 
payment in retirement of the interest of a partner does not contain an 
income element. We also recommend that if the payments are nof 
spread over more than a 12-month period, they should be considered 
simply as a liquidating distribution with no income element in them, 
in the absence of a specific agreement to the contrary. 

In addition to that simplification, there are three areas in which we 
feel it advisable to clarify the application of section 736. The first is 
to provide specifically for the time when the payments classified as 
income payments are to be accounted for. We have provided as the 
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general rule that they shall be accounted for as of the last day of the 
partnership taxable year in which the amounts were paid. However, 
this rule is subject to an exception. In the case of these income pay- 
ments, if they are paid within approximately three and a half months 
after the close of the taxable year on which the calculation of the pay- 
ment was based, the amount is to be treated as a payment of income in 
= of the preceding year. 

ur feeling is that if the calculation of the amount is made with 
respect to the preceding year and it is paid shortly after the close of 
that year, the normal intention of the parties is that it is a payment 
of income with respect to the prior year and should be so treated. 

The second clarification involves a rather difficult technical problem 
in which a retiring partner is receiving income payments over a period 
of years, but the amount received by him in 1 year consists of both cash 
and other kinds of property. The problem is whether the other prop- 
erty received can be considered as being received in the portion of the 
transaction treated as a normal distribution, or whether that property 
is to be classified as an amount received in payment of the share of 
partnership income due the retiring partner. 

Our fear is that if the property is treated as a payment in discharge 
of the partnership’s obligation to pay the retired partner a share of 
partnership income, it may be argued that the partnership is using 
this property to discharge an indebtedness to the retiring partner, 
which would generate income to the firm where none really should 
exist. If the value of the property does not exceed the value of the 
amount the retired partner should receive as a normal distribution of 
property. 

Our recommendation is that where property and money are both 
distributed to a retiring partner, the money be considered first as satis- 
fying the obligation to make a payment of income and the property 
be considered as first being distributed as a part of the normal distr1- 
bution of property. 

We feel this would give the normally expected result in such a situa- 
tion and would also eliminate extremely troublesome problems of 
allocation otherwise presented if the property had to be divided be- 
tween a distribution and a payment of income. This recommendation 
is a clarification and likewise I think it is fair to say it is a simplifi- 
cation of the existing rule. 

The final recommendation is a clarification designed to meet the 
situation in which a partner who is receiving a long-term pay-out 
arrangement under section 736, finds that due to reasons over which 
he has no control whatever, the partnership has suddenly incorporated, 
or has sold its business and the purchaser has assumed the liability to 
make the continuing payments to him. Under those circumstances we 
suggest that the statute clearly state that the provisions of section 736 
carry over, and the retiring partner receive the same type of tax treat- 
ment as before despite the fact that there had been a change in the 
partnership’s situation. 

In addition, the new successor of the old partnership will fre- 
quently get some kind of a tax benefit from the obligation to make 
these payments, in the way, for example, of an increase in basis because 
the obligation is undertaken in order to acquire assets. If, for example, 
this is an obligation to which the successor had to agree to in order 
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to acquire the partnership assets, the cost of performing the obligation 
would go into the basis of those assets. 

If, however, no tax benefit is available to the successor under any 
other theory of the tax law, then we have recommended that the suc- 
cessor be allowed a deduction for the payment of income just as the 
predecessor partnership was allowed to deduct the payment under 
existing law. 

I think that pretty well summarizes the proposed changes in section 
736, Mr. Chairman. 

The Cuarrman. Mr. Little, let me ask you with respect to existing 
law just for purpose of clarification: Does section 736 (a) permit 
members of a service-type partnership to buy the interest of a retiring 
or deceased partner out of untaxed earnings at the moment without 
imposition of any tax on that? 

ery definitely the section does so provide. 

Now, does the panel make any recommendation with respect to 
that point ? 

Mr. Lirrte. If you are suggesting the possibilty that this may occur 
under the definition of “unrealized receivables” in the present law, I 
doubt such a possibility exists. The statute contemplates that amounts 
received by the retiring partner attributable to his interest in unreal- 
ized receivables of the partnership will always be treated as a pay- 
ment of income. Because of our suggested changes in section 751 
eliminating the words “unrealized receivables” and substituting “Sec- 
tion 751 assets,” we have had to correlate our treatment of unrealized 
receivables in 736 with the change in 751. We have done that by pro- 
viding that to the extent amounts are received by the retiring partner 
which are attributable to his interest in items normally accruable by 
a partnership on the accrual basis of accounting, those amounts shall 
be treated as ordinary income items in the hands of the retiring 
partner. 

Ts that what you had in mind? 

The CuatrrmMan. Well, I am thinking about the situation where or- 
dinary income-tax rates are imposed on the deceased partner’s succes- 
sors in interest. 

Mr. Lirrtz. Oh, I see what you mean. 

The Carman. You are not changing that situation; are you? 

Mr. Lirrie. No, we are not. 

The Cuarrman. Isn’t that a situation that ought to be changed ? 

Mr. Lirrie. We considered that problem. And we feel that that is 
not a problem which is a partnership problem at all. We feel it is a 
problem inherent in the provision allowing an estate to receive a 
stepped-up basis for a portion of the partnership interest on the death 
of a decedent and requiring the estate to report income in respect of 
a decedent for the remaining portion. If there is any feeling on the 
part of the committee that this is not a desirable procedure in the case 
of deceased taxpayers generally, or a procedure which they would 
not like to have continued, the place to consider a change would be in 
the sections dealing with the step-up in basis on death, and income 
in respect of a decedent. 

The Cratrman. Well, so long as we permit section 736 (a) to 
remain, does it not put a strain on section 691 (c), the section to 
which you are now referring ? 
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Mr. Wuu1s. The next witness is going to refer specifically to the 
roblems dealing with income in respect to the decedent, Mr. Mills. 
T think that will answer your question. 
The CuarrmaNn. I am sorry to get ahead of you. 
Proceed, Mr. Willis. 
Mr. Wuu1s. The next witness is Mr. Donald McDonald, who will 
speak on income in respect to a decedent. 


STATEMENT OF DONALD McDONALD, OF THE FIRM OF MONT- 
GOMERY, McCRACKEN, WALKER & RHOADS, PHILADELPHIA, 
PA. 


Mr. McDona.p. Mr. Chairman, and members of the committee, this 
deals primarily with the loopholes, the possible hardships, and over- 
sights in the present code section 753. 

t is our recommendation No. 19 on pages 44 to 48 of our report, and 
it appears in the rearrangement as section 777 at page 36. The prob- 
lem arises primarily out of the fact that, as you are all aware, we 
have both an income tax and an estate tax. It is complicated by the 
fact that under the general rule at the present time if a partner in a 
calendar-year partnership dies, say, on December 25 of the year, and 
the decedent’s share of income of the partnership for that year is not 
taxed in the final life period return of the partner, but is taxed to his 
estate at the close of the calendar year. 

Now, in the normal situation where there is income accrued to a 
cash-basis taxpayer, the Revenue Act of 1942 recognized that there 
was a very strong possibility of double taxation; that there were 
cases in which the income tax to the estate, plus the estate tax on the 
value of the income yet to be received, would exceed 100 percent of 
the income item. At that time, they adopted a very salutary rule 
in section 142, later section 691, of the 1954 code, and labeled such 
income “income in respect of a decedent.” 

It had these consequences: Had the income been collected the day 
before the decedent died, his income tax liability against that income 
would have constituted a debt deductible in computing his taxable 
gross estate for estate-tax purposes. If the income is collected after 
his death, they could not give him a deduction against the estate tax 
for a debt. Instead, the pattern of section 142 or 691 is to turn it 
around the other way and say we collected an estate tax on the fair 
value of this right to collect some income. When you pay your in- 
come tax, in the year that this income tax is collected we will give 
you a deduction for the amount of the estate tax paid. In that way 
you get a rough and ready equity. 

In the partnership field there are some definite problems. One is 
the fact that partnership income becomes taxable whether or not dis- 
tributed at the close of the taxable year. Therefore, the specific lan- 
guage of section 691, “all items of gross income in respect of a decedent 
* * * shall be included * * * for the taxable year when received. 
* * *” raises some question as to whether the distributive share for 
the last year up to the date of death is really income in respect of the 
decedent at all. There is nothing in the statute, because section 753 
applies only to what are called section 736 (a) payments, which Mr. 
Little discussed. However, in the regulations, the Treasury firmly 
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took the position that the distributive share of income for the period 
up to the date of a partner’s death should be considered income in re- 
spect of the decedent, and our first recommendation is that the statute 
support this recommendation. There is a further complexity there. 

As all of you know, partners tend to withdraw part of their dis- 
tributive share during the taxable year, or in this case before their 
death. So that there will be cases in which the estate will never col- 
lect the full amount of the distributive share on which the estate has 
to pay the tax. At the same time this deduction for estate tax paid 
has normally been measured by the amount of such income that you 
could point to in the estate tax return as included in the gross estate. 
Here again there is nothing specific on this point in the statute. But 
if the objective of section 691 is to prevent this double taxation and 
the total of the estate tax and the income tax from exceeding 100 
percent of the income item, it is necessary that the estate tax on the 
whole distributive share—whether specifically in the estate tax return 
or not—be deducted. Let’s take an example where up to the date of 
death the decedent’s share of income has come to $10,000. And he 
has withdrawn from the partnership $9,000 of that. His estate is 
going to have $10,000 of income on which to pay income tax. Unless 
you are going to collect a tax in excess of that amount, you must give 
him the estate tax paid credit, not for the $1,000 that is still available 
to be included in his partnership interest at the date of his death, but 
for the full $10,000 on which there is still an income tax to be paid. 

Again the regulations have taken this position, and that regulation 
was based on earlier practice of the Service. The advisory group at 
this time feels that it is time to codify this section and make it perfectly 
clear that even though the estate tax value for estate tax purposes of 
a partnership interest specifically includes only the undrawn portion 
of the distributive share, that in computing the estate tax paid 
deduction, the full amount of distributive share which will become 
taxable to the decedent’s estate is to be taken into account. 

Now, that correlates further with the fact that normally on the cash 
basis taxpayers, to avoid an argument that there is no income, section 
1014 (c), dealing with the basis of property, says that any item which 
is income in respect of a decedent shall have a zero basis. 

That has led to what we feel is a hardship or an inequity which the 
regulations could not overlook. If there is a distributive share of 
partnership income which shortly before the death has been reinvested 
within the partnership in tangible assets—say there is a hundred 
thousand of income currently, and they build a hundred-thousand- 
dollar building with it—tt is presently arguable, although by no means 
completely certain, that in computing the successor’s basis for his 
partnership interest after death, the value of the partnership interest 
is $100,000. But since $100,000 of this is considered income in re- 
spect of the decedent, and income in respect of the decedent gets a zero 
basis, we would have to reduce the basis of the interest to zero. Then 
if the asset basis adjustment election were in effect, the basis of that 
building would also be zero. Under those circumstances depreciation 
on that building thereafter would be completely denied to the part- 
ner’s successor in interest. 

Therefore, the third of our recommendations in this area is to say 
that as to the distributive share of the decedent up to the date of his 
death, although it will be considered income in respect of a decedent 
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in the sense that the estate must pay income tax on it, and in the sense 
that there will be a deduction for an estate tax paid, in computing 
basis of the partnership interest, section 1014 (c) denying basis will 
not apply; that any money on hand at the date of a partner’s death 
which has entered into the valuation of his partnership interest shall 
constitute a part of the basis with which his estate begins holding the 
partnership interest. 

Finally, it was discovered that, in the amendment of section 753 by 
the Senate, a loophole had been opened, that there could be on hand 
unrealized receivables of the partnership, but unless there was a pay- 
out of this partner under section 736, the statute did not make those 
unrealized receivables income in respect of a decedent and deny them 
basis. So that it was open to the taxpayer to argue that if he made 
the election to adjust the basis of assets and either sold the partner- 
ship interest to a stranger, or as the decedent’s successor stayed in the 
partnership business, that those unrealized receivables had a basis as 
to the decedent’s successor equal to their fair market value on the date 
of his death. 

Here our recommendation is that we return to the House version 
of section 753, which said that there shall be no stepup in basis for 
any item of unrealized receivables owned by a decedent. This would 
mean that the decedent’s successor could not step up the basis whether 
he sold the interest, or stayed in the business, or, as under present law, 
sold out. 

Now, generally speaking, those are the recommendations which this 
group favors to complete and clarify the area of income in respect of 
a decedent in the partnership field. 

The Cuarrman. Mr. McDonald, is there any difficulty in the rela- 
tionship of 736 and 691 in the case where we deal with these service- 
type partnerships? 

Mr. McDonarp. Let’s take a hypothetical situation. 

The CuarrmMan. Well, before you go into that, pardon me for in- 
terrupting. I have always suspected that we do have some difficulty 
in this area in the case of the service type arrangement of partnership. 
I would like to be straightened out on it as to whether or not there is. 

I do not like to use the word “loophole” but there is a possibility of 
different treatment in that situation from what is intended, because 
we speak so often of the situation wherein capital assets are involved ? 
And there are situations that are affected by the combination of the 
two sections where capital assets are not involved. 

Mr. McDonatp. Well, now, let me take two situations. First of all, 
if there are capital assets involved, there is no problem. 

The Cuarrman. I agree with you. 

Mr. McDonatp. If there is a service partnership involved, we do 
not have the problem of inventory basis stepup, which occurs under 
general principles of law, and which 736 definitely intended. 

The problem is: What has the retiring partner to sell or what is he 
entitled to? He has his share—if it is a cash basis operation—he has 
his share of the accrued fees, or the billed fees which have not yet been 
collected. Undoubtedly if the surviving partners give him only his 
share of these fees, he is charged with ordinary income on it. It is not 
included in the surviving partners’ income. If there is substantial 
goodwill in this business then there is an election. Under the present 
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736, if the ae say nothing, then the goodwill or any payments 
for goodwill will be taxed as ordinary income to the decedent. 

On the other hand, if the decedent is well advised, and there is a 
true element of goodwill, the treatment of the payment for that is 
ordinary income to him can be avoided simply by saying in the part- 
nership agreement that there shall be X dollars paid for this goodwill 
Then the payments for it are not deductible to the surviving partners; 
they are ee an asset, and the amount paid would result solely 
in capital gain, or since the estate-tax agent would undoubtedly put a 
value on the goodwill about equal to what was being paid for it, there 
would be no gain or loss to the decedent’s estate on that payout. 

But I frankly am bothered by your suggestion that in any normal 
going business concern section 736 opens the opportunity to buy an 
interest with nontaxed income. It is our view that somebody is going 
to pay the tax at some point, whether it is the decedent or the surviving 
partner. Here again we have an antagonistic interest between them. 
And the Federal Government is protected on its ordinary income. 

The Cuamman. Now let me correct the impression I created. I 
oo in what was intended to to be 1 question midway to emphasize 
the fact that it is possible for 2 partners to buy out the interest of a 
third partner with funds on which no tax has been paid. 

Now, in the process, the other part of my question would come into 
play. I did not mean to say that they constituted a loophole and that 
there was forever an avoidance of the payment of.tax on that amount 
of money. I did not mean that at all. It very definitely is taxed to 
someone else. 

So, I did not want you to think that I considered that to be in and 
of itself a loophole, because I do not. 

Mr. McDona.p. I think we consider that very analogous to our 
recommendation on 751, that as long as someone is going to pay tax 
at ordinary income rates to the Federal Government on 100 percent 
as between the partners, in our experience we have not found them 
sufficiently willing to give “P their income or pay more taxes than 
they haveto. So that does take care of itself. 

The Cuatrman. It is your understanding, then, that actually, where 
I may decide to buy out the interest of a deceased partner whose name 
I want to continue in the business, that there is taken into considera- 
tion, in determining how much is treated as a section 736 (b) payment, 
the goodwill for which I am paying? That is also taken into con- 
sideration in the adjustments under section 1014 giving a stepup in 
basis at death and that this is how these two sections come together 
That is your understanding ? 

Mr. McDonaxp. That is correct. If the goodwill has received a 
new basis, as it would since it is includible in the estate tax base—— 

The Cuarrman. It is really a capital distribution, I guess. 

Mr. McDonatp. That is correct. 

The Cuarrman. And it is so treated in the law today? 

Mr. McDonatp. That is correct. I think there is a possibility in 
your case that a misadvised estate of a deceased partner could be 
taxed on ordinary income to the full extent, at the same time ending 
up with an unusable capital loss for the value of the goodwill. 

But I believe the statute offers adequate protection in that by 
agreement with his partners, if the partners designate a payment, 
as a payment for the goodwill, these results would not follow. 
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The Cuarrman. So long as there is designation that this $10,000 
is for goodwill? 

Mr. McDonatp. That is correct. 

The Cuarrman. Are there any questions of Mr. McDonald on this? 

Mr. Wiu1aMs. I would like to comment that in my experience, 
Mr. Mills, one of the major assets that is taken into consideration in 
these buy-and-sell agreements of the partners is also the work in 
process, for example, which is a very large amount in the average law 
firm. So, very frequently the 736 (a) payments, which may be made 
over 3 or 4 or 5 years, really represent almost entirely simply the 
value at the date of death of then-existing accounts roscirahl plus 
work in process. So, that while on the surface it may appear that 
there are $25,000 interest in accounts receivable, they are paying out 
$100,000 at ordinary income rates, deductible out of current income 
to the surviving partners. 

On the other hand, actually that is probably just simply the value 
of the work in process at the date of death. 

Mr. Wiis. Our next witness is Mr. Herbert Story, who will dis- 
cuss ae exclusion from certain organizations being treated as part- 
nerships. 

The Cuarrman. Mr. Story. 


STATEMENT OF HERBERT B. STORY, OF THE FIRM OF FREEMAN, 
SHAPARD & STORY, WICHITA FALLS, TEX. 


Mr. Story. Mr. Chairman, gentlemen of the committee, my discus- 
sion will cover section 761 (a), which is item 22 on page 52 of the 
revised report. 

First, I would like to discuss the provisions of the present law; sec- 
ond, some of the problems involved; and, third, the recommendation 
of your advisory group. 

he present law defines partnerships and creates two special cate- 
gories of organizations which may, by proper election, be excluded 
from subchapter K. These organizations are those for investment 
purposes only and not for the active conduct of a business; or for the 
Joint production, extraction, or use of property, but not for the purpose 
of selling services or property produced or extracted. 

The present law provides that this election for such an organiza- 
tion to be excluded must be made by all members of the organization. 
It further provides that the income of the members must be adequately 
seed without the computation of partnership taxable income. 

That, briefly, is the provision of the present law. While this area 
is not as complicated as some of the others, I think it has created con- 
siderable confusion among more partnerships, or unintended partner- 
ships, than most of the other provisions. The regulations covering 
this subject have been amended and additional rulings have been 
made in order to clarify this section. 

The principal problem is that it is almost impossible, or impractical, 
for all members to make the election to be excluded from this section. 
While the regulations state that the managing coowner or operator of 
the property can make the election, the code does not so provide. 

In order to be excluded from section 761, the regulations provide 
that the managing coowner must file a properly executed return with 
the district director for the district in which the organization has its 
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principal place of business, the name or identification and address of 
the organization, the name and address of all members of the organiza- 
tions, a statement that the organization qualifies for exclusion, a state- 
ment that all of the members of the organization elect to be excluded, 
and a statement indicating where a copy of the operating agreement 
is available, or if they are operating on an oral agreement, where the 
information can be obtained. 

’ The regulations further provide that for each subsequent year the 
organization is required to file an information return, form 1099, 
regarding each member of the partnership. This creates additional 
accounting problems and confusion among the members where they 
can adequately determine their income without the necessity of a part- 
nership calculation. 

It could affect the rights of the parties as among themselves and 
create serious problems. 

One of the problems in my opinion which is created by treating 
these coowners of properties as partners arises with reference to elec- 
tions that the partnership is required to make under section 703. 
Section 703 provides that certain elections shall be made by the part- 
nerships. An example of these elections are the method of account- 
ing, method of computing depreciation, soil and water conservation 
expenditures, exploration expenditures, and intangible drilling and 
development costs. 

A serious problem is presented in the case of the uninformed man- 
aging coowner who does not properly file the exclusion from the part- 
nership provisions. He, of course, does not consider the coownership 
to be a partnership and therefore does not make these elections. Later, 
when it is determined that there was a partnership, the managing co- 
owner finds he is delinquent in the fling of a partnership return 
and that the “unintended partnership” has not made the proper elec- 
tions. 

In referring to these elections, I particularly have reference to the 
election to expense or capitalize intangible drilling and development 
costs which would vitally affect the coowners and with respect to 
which the various coowers might desire to make different elections. 

In view of the problems involved in these so-called unintended part- 
nerships, the advisory group is recommending that the two special 
categories of organizations which presently have the option to be 
excluded from the statutory definition of partnerships be treated as 
partners only if they so elect. In other words, if the coowners want to 
operate under the partnership form, they could do so. 

We would further suggest that in any report of your committee 
on this provision that it be made clear that a minimum amount of 
reporting should be required in administering this provision, and that 
the recurring annual information returns which we do not believe 
necessary in the case of such organizations, no longer be required. 
We feel that the filing of these information returns serves no useful 
purpose either to the taxpayer or to the Internal Revenue Service. 

Mr. Ixarp. I have one question. 

As I understand your recommendations, you, in effect, actually just 
reversed the present procedure, so that if they want to be treated as 
a partnership, then they would have to assert that election rather 
than elect not to be so treated. 

Mr. Srory. That is right. 
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The Cuarrman, Mr. Willis. 

Mr. Wiis. Mr. Chairman, that concludes the testimony of our 
group. On behalf of the members of the group, I would like to thank 
the members of your committee for their very courteous attention and 
for the very penetrating questions. You have displayed not only an 
interest in what we have done but a thorough background in the In- 
ternal] Revenue Code. 

We thank you very much. 

The Cuarmman. Mr. Willis, permit me just a moment to thank you 
and the members of the advisory group on subchapter K for the many, 
many hours of work that you have devoted to this subject in the in- 
terest of improving the tax treatment of partners and partnerships. 

I know that all members of the committee join me in expressing our 
deep gratitude to you and the members of your group. You have 
made many worthwhile suggestions. I want you to know that the 
committee will give very close consideration to your suggestions, and 
I appreciate very much your sending me a copy of your book on 
partnership. Maybe I misunderstood one chapter. But in your dis- 
cussion of that matter today with Mr. McDonald, I thought perhaps I 
saw some degree of concern with respect to the tax treatment of re- 
tiring and deceased partners. 

Mr. Krocu. Mr. Chairman, I would like to say at this point that 
I find myself a bit mentally fatigued, although I am sure if some 
of my juniors were here they would deny that that was the state of 
fact that could exist. But I do want to thank you and the members 
of this group for having provided me with one of the most interesting 
days that we have had around here in a long time. And I want to 
compliment my fellow New Yorkers and the others from other parts 
of the country who have contributed so much to this day. 

The Cuatrman. I think all the members of the committee would 
agree that you gentlemen have very eminently set forth the reason why 
you were selected to serve in this advisory capacity. 

You have all demonstrated your great knowledge of this subject, 
each and every one of you; and we again thank you for the con- 
tribution you have made to our efforts here. 

Mr. Ixarp. I think it was while you were absent that Mr. Keogh 
made a suggestion about revising this rearrangement. It is in the 
record, but if it would be proper, I would like to ask unanimous consent 
that that be done. I think it would be of aid to the committee in being 
able to digest this material. 

Actually it already contains the present law in which no change is 
suggested, and in addition the suggestions and recommendations of 
the advisory group which are shown in italics. It was a job that was 
done under rather strenuous circumstances. We were told by Mr. 
Williams it actually didn’t get to the printer until last night. The 
result is that there is at least one part that should be italicized that 
isn’t. In addition, as Mr. Keogh suggested, it would be desirable to 
bring the present law, which is deleted, into the document so we could 
see it in reviewing the changes proposed. Also, I think he suggested 
some cross references. 

I think this is a wonderful document. I am merely asking unani- 
mous consent now that the additions that were suggested by Mr. 
Keogh and which the advisory group understands, they are purely 
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mechanical, be made, and the document be reprinted that we may 
have it for study. 

The Cuamman. Yes. That is a matter we can take care of. 

Now, has permission been granted already for both of these docu- 
ments to be included in this record ? 

Mr. Ixarp. No. 

The Cuarrman. I think they both should be included just prior to 
in epening statement by the chairman of the advisory group, Mr. 

illis. 

Mr. Ixarp. I was anticipating that. That is the reason I made my 
request. I believe it ould be better for the corrected document to 
i. in the record rather than this one. 

r. Eperuarter. I wish to add my thanks to those of the other 
members of the committee, and also my thanks to the chairman for 
his astuteness in obtaining the advice and help of these wonderful 
students of partnerships. It has been very helpful to the committee. 
: - sure I know more about partnerships today than I ever knew 

efore. 

I have a clearer realization of their tax treatment. 

The Cuarrman. Again we thank you gentlemen for the valuable 
assistance you have rendered not only to the subcommittee, but also 
to the full committee today, in giving us an opportunity to better 
understand some of the difficulties that presently exist with respect to 
subchapter K. Thank you very much. 

Our next witness is Col, Richard W. Coward. 

Mr. Coward, please come forward and give us your name and ad- 
dress and the capacity in which you appear, for the record. 

Mr. Cowarp. My name is R. W. Coward. 


STATEMENT OF COL. R. W. COWARD, MEMBER OF TAX COMMITTEE, 
ASSOCIATED INDUSTRIES OF ALABAMA 


Colonel Cowarp.- Gentlemen, I speak not only as a member of the 
tax committee of the Associated Industries of Alabama, but as a manu- 
facturer struggling with the problem of accumulating working capi- 
tal and acquiring badly needed plant equipment and also as a part 
owner of a small corporation faced with the dread possibility that the 
estate tax may wipe out all that I have worked for and leave my 
family destitute. 

I advocate a tax system fair to all and with no special favors to any 
group—not even my own. 

I believe tax rates can be reduced even in the face of the present 
international situation, Additional funds for defense, if needed, can 
be obtained partly from the increase of revenue resulting from the nat- 
ural growth of the economy and this growth will be stimulated by rate 
reductions that offer more incentive for risk taking. . 

The greatest source of funds for defense, however, lies in economies 
pointed out by the Hoover, Commission and others. You gentlemen 
of the Congress should assert yourselves and exercise that control of 
the purse strings that was vested in you by the Constitution. You 
and only you, and your colleagues have the financial fate of our coun- 
try in your hands. If you will really look into the operations of the 
Government you will find not only that many activities should be cur- 
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tailed or eliminated entirely, but that great sums can be saved in those 
that must be retained or even enlarged. 

I am referring to the administrative or overhead costs of the various 
agencies and I speak from personal experience. As a colonel in the 
Ordnance Department I was assistant chief of the St. Louis Ordnance 
District during the Second World War. During the 11-month pe- 
riod ending in November 1943 we reduced our payroll 39 percent 
while the amount of Ordnance material contracted for, inspected and 
accepted by us increased by 35 percent. This reduction was accom- 
plished without discharging any employees. We simply stopped hir- 
ing people to replace those who voluntarily dropped out. e also 
stopped doing work that, although desirable, was not essential. Every 
challenged operation was valiantly defended by the department head 
concerned but not one of them could convince me that we would lose 
the war if we stopped the particular activity in question. 

This saving in cost was accompanied by an increase in efficiency 
so great that it was observed and commented upon by the contractors 
with whom we were doing business. This does not mean that our dis- 
trict was simply overmanned and was then returned to normal. AI- 
though we were only fourth or fifth in size we achieved the lowest 
overhead of all the 13 districts and held it throughout the rest of the 
war. 

If you gentlemen would place men in the Government who had the 
desire and the authority to reduce costs that 1 had and who had no 
other duties to perform you would be amazed at the results. You 
could give them the desire very simply. Just pay them a percent of 
what they save. 

Section one of the 1954 code might well have been written by Karl 
Marx for in the Communist Manifest he designated a steeply gradu- 
ated income tax as the second most important device for the destruc- 
tion of capitalism. It is easy to see why Marx did this. The gradu- 
ated tax strikes at the very taproots of our economy. The very 
people who have the imagination, the initiative, the ability and the 
means to create not only new businesses but whole new industries are 
restrained from doing so. What man in his right mind who is in the 
91 percent bracket is going to risk the 9 percent residue of his income 
in an effort to make more money to be taxed at 91 percent? 

It is not justified by revenue. The whole yield from the surtax is 
only about 8 percent of the Federal budget and about 29 percent 
of the total tax on taxable incomes of less than $2,000. In fact, so 
large a part of the revenue comes from the 20 percent base rate that 
if it were increased to 24 percent, all surtaxes could be dropped with- 
out any loss of revenue. I do not propose doing this as it would 
mean reducing the tax on some people and increasing it on others. 
This makes it politically unfeasible. 

There are those who propose increasing the individual exemption 
by $100. Such a move would serve to increase the steepness of the 
graduation. A couple with two children and an income of $3,000 
before personal exemptions would enjoy a tax reduction of 66% per- 
cent while at the $5,000 level the reduction would be only 15.4 per- 
cent and at $10,000, 5.5 percent. Please consider that under the pres- 
ent rate a man whose taxable income if 5 times $4,000 pays 16 times 
as much taxes and if his income is 10 times as much he pays 47 times 
as much. Let us not consider playing further into Mr. Marx’s hand. 
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The advocates of increased exemptions argue that a will 
thereby be increased resulting in stimulating the economy. It has 
probably been pointed out to you gentlemen that $2.5 billion added 
to consumer spending would increase it by only 1 percent while the 
same amount added to net new investment in plant and equipment 
would be an increase of 44 percent. Tax reduction in the higher 
brackets would tend to go into this field. 

Although I personally would favor a flat rate limited by constitu- 
tional amendment to a maximum of 25 percent I believe the best im- 
mediate procedure is the enactment of the Sadlak-Herlong bill. This 
bill is bipartisan. It contains safeguards against deficit financing. 
It makes provision for reducing the base rate which should give it very 
wide popular appeal and has every appearance of being highly practi- 
cal both from a fiscal and a political point of view. It should be 
noted that a Gallup poll published early in 1955 showed 53 percent of 
the public in favor of a top limit of 35 percent tax on individual in- 
comes so there is every reason to believe that the passage of this bill 
will meet with general approval. Our organization endorses it and 
ae your committee to report favorably upon it. 

presume that you gentlemen have been thoroughly informed by 
previous witnesses as to the grievous burdens imposed upon corpora- 
nee the income tax, so I shall limit my remarks to the means of 
relief. 

Many gadgets are proposed to be added to the tax law. Most of 
these which I have seen are mainly for the benefit of small business. 
Being a small-business man I am in favor of a number of them, partic- 
ularly the proposal to permit deductions for reinvestment. I will omit 
any a tailed discussion of them, but would like to urge that no legisla- 
tion should favor small business over big business or vice versa. I 
peer h condemn the idea of a graduated surtax for corporations. 

say this, knowing that the one I have seen proposed would reduce the 
tax on my own business. 

All of these gadgets are, after all, just gadgets, and do not get at the 
real root of the trouble which, as we all know, is the rate of taxation. 
And here, again, I recommend to you the Sadlak-Herlong bill. It does 
not go as far as I would like, but it is a practical, politically feasible, 
and realistic approach to the problem and goes as far as we can hope 
for at this time. 

To the owners of closely held businesses, the estate tax is the most 
cruel and vicious of all. For one thing, it is furtive. It lurks among 
the shadows—the shadows of death. The income tax isa hardship, but 
it is out in the open and we know the rules; we can figure where we 
shall stand under any set of conditions, and we are here to cope with it 
and to argue with the Revenue Service if we disagree with it. But the 
owner of a closely held business goes to his grave without knowing 
whether he has left his heirs an asset or a tax debt. It is possible under 
section 2031 (b) of the 1954 code for the Internal Revenue Service to 
set such a high value upon a man’s equity in a small business that his 
widow, in a forced sale, cannot realize enough out of his entire holdings 
to pay the estate tax upon them. Tax experts tell me this has actually 
happened. The irony of it is that the greater a man’s success, meas- 
wd by his company’s growth at the time of death, the greater the 


danger to his estate. 
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We are trapped by the fact that we have to die without knowin 
what value will be set upon our businesses. This tax is a cruel an 
inhuman punishment meted out to a man for operating a closely 
held business. And for what? The revenue from it is insignificant— 
little more than 1 percent of the budget, even with the gift tax added 
to it. Yet, for this triflng sum, hundreds of thousands of men oper- 
ating the 4 million small businesses in this country are forced to face 
death without knowing whether the provisions they have made for 
their loved ones are going to be a help or a hindrance. 

Considering the beating a man takes all his life, both from corporate 
and individual income taxes, it is an avaricious tax collector indeed 
who stirs his dead ashes seeking to share in what little residue of his 
earnings he had when he died. When a criminal’s body is carried 
from the execution chamber, his debt to society is reckoned as paid, 
but an honest man finds no refuge, even in his tomb, from the rapaci- 
ous clutches of the tax collector. 

Any modification of our tax law should begin with the elimination 
of the estate and gift taxes. They are well known to be the cause 
of many mergers of smaller businesses into larger ones. This trend 
is not only unhealthy but outright dangerous. A few large businesses 
can easily be nationalized, while a multitude of small businesses is a 
protection against socialism. 

If it is impossible to repeal these taxes at this session of the Con- 
gress, the following suggestions are offered : 

1. One of the most perplexing aspects of estate planning hinges 
upon the estate-tax treatment of certain transfers of property during 
the life of the decedent. For example, the presumption in section 
2035 (b) works a hardship that is difficult to justify, since all estate 
planning is done in contemplation of death. A man still in his twen- 
ties who buys a life-insurance policy does so in contemplation of 
death. 

Since both estate and gift taxes are essentially taxes upon the trans- 
fer of property, there is no good reason for the differences between 
them. The existing differences have arisen out of the fact that the 
two taxes started from different origins and have developed along 
different lines. 

Much confusion and hardship could be avoided by consolidating 
the estate and gift taxes so that both fall under the same schedule of 
rates; that is, a single tax upon the transfer of property. ‘Then con- 
templation of death would not be a complicating issue. . This would 
simplify estate planning and would simplify the administration of the 
laws at the same time. 

The new rate could be a compromise between the two present ones 
to maintain the same revenue yield, and the gift exemptions could 
be increased to avoid increasing the tax on the smaller estates, 

2. It is recommended that section 2031 (b) be amended to provide 
a fixed formula for assessing the value of equities in closely held 
businesses. This would greatly banish the uncertainty with which 
the owners of such equities are plagued today. The book value of 
the stock could be used, or a formula based upon average earnings 
for, say, a 5-year period preceding the death of the decedent. 
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3. In order to obviate the hardships resulting from forced sales in 
order to close an estate within 15 months, it is recommended that 
section 6161 (a) (2) be eliminated and a section 6151 (b) (3) be 
added, giving automatically to all estates a period of 10 years in 
which to pay the tax. 

Thank you very much, gentlemen, for permitting me to speak to 
you, and, in conclusion, let me remind you that 3,000 years ago in the 
39th Psalm, King David said, “Every man * * * heapeth up riches 
and knoweth not who shall gather them.” If King David were here 
today, he’d know. 

(The following letter was received by the chairman :) 


ASSOCIATED INDUSTRIES OF ALABAMA, 
Birmingham, Ala., February $3, 1958. 
Hon. Wirzur D. MIx1s, 
Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr Mrirts: I would like your permission to amend the statement made 
by me before your committee on January 28, 1958. 

First, let me apologize for taking up your time with a statement which I later 
decided needs changing. This came about because this statement had to be 
prepared in a great hurry in order to meet a deadline of January 7, and at the 
time of its preparation my tax consultant was out of the city. After preparing 
the statement I was confined to my home by an attack of influenza until just 
3 days before I left to come to Washington. 

My general criticism of the estate and gift taxes as submitted in my written 
statement and as stated by me orally to your committee stands as stated and as 
written. I still disagree 100 percent with the basic philosophy behind the estate 
tax and the gift taxes and feel that they should be abolished. The revisions 
I wish to make pertain only to the means to be employed in lessening the burden 
of worry. and anxiety imposed upon the taxpayer who holds equities in closely 
held businesses in the event that these taxes must be retained at this time with- 
out reduction of revenue. I believe that the changes proposed below can be 
made without any appreciable loss of revenue. Larger estates will probably 
not be affected by the proposed changes nearly so much as the smaller estates, 
where more of the equities in closely held business will be found. As pointed 
out previously, the provision of section 2035 (b) throwing all gifts within 3 
years preceding death of the decedent into the estate unless the estate can prove 
that these gifts were not made in contemplation of death and placing he burden 
of proof upon the estate, puts the estate in a very difficult position because all 
estate planning is made in contemplation of death. Furthermore, the statute 
as written puts the estate into the position of having to prove a negative which 
is, I believe, generally considered among lawyers to be virtually an impossibility. 
I therefore recommend that the question of contemplation of death be eliminated 
from the code so that gifts made even upon the deathbed would be taxed as gifts 
and not thrown into the estate. 

It is recommended that section 2031 (b) be amended to provide that equities 
in closely held businesses shall not be assessed at a value greater than the book 
value of the stock. : 

One of the great difficulties with this section at present is that the Internal 
Revenue Service has the right to evaluate the goodwill value of the equittes. 
Closely held businesses are usually, although not always, among the smaller 
businesses and the death of a principal of a small business might destroy the 
goodwill or profoundly affect it and I do not believe it should be left up to the 
discretion of an agent of the IRS to establish this value. 

In order to obviate the hardships resulting from forced sales now necessary 
to close an estate within 15 months, it is recommended that section 6161 (a) 
(2) be eliminated and a new section 6151 (b) (3) be added providing that when 
25 percent or more of the gross estate consists of equities in closely held busi- 
nesses, real estate, or other properties not being actively traded at generally 
accepted prices, that portion of the estate tax which bears the same ratio to 
the total estate tax that the assessed value of such equities and properties bears 
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to the net taxable estate may be deferred for a period not to exceed 10 years 
or until said assets are sold or disposed of, at the election of the taxpayer. 


Thanking you again for your courteous attention to my statement before your 
committee, I am 


Very truly yours, 
R. W. Cowarp, 
Member Tax Committee, Associated Industries of Alabama. 


The Cuarrman. Thank you very much for your appearance and in- 
formation given the committee. 

That completes the call of the calendar for today and the committee 
is adjourned without objection, until 10 o’clock in the morning. 

(Whereupon, at 5:05 p. m., the committee was adjourned, to recon- 
vene at 10 a. m., Wednesday, January 29, 1958.) 
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(General Discussions) 


WEDNESDAY, JANUARY 29, 1958 


House or REPresENTATIVES, 
CoMMITTEE ON Ways AND MEANS 
Washington, D. @. 
The committee met at 10 a. m., pursuant to recess, in the hearing 
room of the committee, House Office Building, Hon. Wilbur P. Mills, 
chairman of the committee, presiding. | 
The CHatrman. The committee will please come to order. 
Mr. Herlong. 
Mr. Hertone. Mr. Chairman, I now ask unanimous consent that 
I may be permitted to insert into the record a statement by Geor 
Wilson of Dyersburg, Tenn., the home of our late chairman, the 
Honorable Jere Cooper ? 
The CuatrmMan. Without objection, it will be included in the record 
at the appropriate place. 
(The statement is as follows.) 


STATEMENT OF GEORGE WILSON, DyeRsBuRG, TENN. 


My name is George Wilson, and I am secretary-manager of the Dyersburg, 
Tenn., Chamber of Commerce. I am here representing some 20 businessmen of 
the home district of the late Representative Jere Cooper. During the recess 
of Congress, just prior to his unexpected death, your late chairman talked with 
these gentlemen and invited them to present their views on the subject of 
taxation to this committee. 

Before presenting these views, I want to take the liberty of saying that I 
was as shocked as I know you gentlemen were by the sudden passing of Repre- 
sentative Cooper, He was my long-time, personal friend, and the people of 
his home district feel his loss even more keenly than does the Nation. 

The men whom I represent request that this committee, in its overall exam- 
ination of our tax structure, give a special examination to the tax exemptions 
of consumer cooperatives. These organizations, growing both in number and 
in size, seem to present a threat to the general tax structure. It is our feeling 
that this committee, with its specialized knowledge and expertness, can deter- 
mine the seeming dangers in the exemptions of these cooperatives. 

Generally, it is the belief of those whom I represent that the first real breath 
of fresh air to penetrate the stifling atmosphere of excessive taxation of recent 
years has been generated by the identical bills, H. R. 6452 and H. R. 9119, intro- 
duced by Representatives Sadlak and Herlong. The members of this committee 
are more familiar with the provisions of these identical measures than I am, so 
I will not attempt to go into any detail concerning them. I would, however, 
like to quote briefly from the remarks of Representative Sadlak, made last 
March in the House. I quote: 

“There can be no doubt that both the present high combined corporate tax 
rate and the steeply progressive individual rates are serving to prevent an ade- 
quate flow of investment funds, and especially venture capital, into new and 
expanding business. In fact, it may be stated flatly that this Nation has a severe 
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shortage of new capital, and especially venture capital, because the tax laws 
are designed to produce such a shortage. The extremely severe rates in the 
middie- and higher-income brackets are an especially limiting factor on the 
accumulation of new capital for investment in new and growing enterprises. 

“When this situation is considered in relation to the needs of a rapidly grow- 
ing population, and millions of new workers coming into the labor force, it be- 
comes clear that the time has come to begin an orderly plan for reducing the 
rates which discourage individual effort, prohibit adequate savings, and threaten 
the industrial vitality and supremacy of our Nation. Even under a fair and mod- 
erate rate structure, our economy may be hard pressed to generate all the sav- 
ings needed to meet all opportunities to advance production and living stand- 
ards without inflation.” 

Despite the many events and the many changes in the world, it is difficult for 
us to realize that this Nation has had an income-tax law for only 45 years. In 
view of today’s tax rates, it is almost unbelievable to recall that under the 1913 
income-tax law the rates varied from 1 to 6 percent; that the 1-percent rate 
applied to incomes of $20,000 to $22,000; that the 6-percent rate applied to income 
over $200,000; and that the personal exemption for married persons was $4,000. 

In the whole year of 1913, income-tax collections amounted to $35 million; 
today, working only a 40-hour week, the Bureau of Internal Revenue collects 
$35 million every time another hour and 28 minutes rolls around. 

However, I do not want to take up the time of this committee by recounting 
figures or harking back to bygone days. We live in the present; a present beset 
by many threats on many sides. If we believe even part of what we read and 
what we see, we must conclude that our very Nation is in danger from outside 
sources. 

This may be, but many of us in Tennessee do not worry so much about the 
destruction of our Nation from without as we do from within. We of the 
Volunteer State cling strongly to the basic American principle of the freedom 
of the individual. As our own Nation’s history has written, there is nothing— 
short of outright tyranny—that is more destructive of individual freedom than 
excessive taxation. 

The very existence of this committee, and the fact that it is holding these 
hearings would seem to prove that you gentlemen, too, are aware of these things. 
The Tennessee businessmen whom I represent commend you for your efforts, 
and strongly urge that you report favorably on H. R. 6542 and H. R. 6119. By 
so doing you will be performing a significant service to the Nation. 


The Cuarrman. Our first witness this morning is Mr. Robert 
Anthoine of the Columbia University School of Law. 

Mr. Anthoine, while you appear at the invitation of the committee, 
will you please’ come forward, and for the purpose of the record 
identify yourself by giving your name, address, and the capacity in 
which you appear. 


STATEMENT OF ROBERT ANTHOINE, SCHOOL OF LAW, COLUMBIA 
UNIVERSITY, NEW YORK, N. Y. 


Mr. Anrnorne. My name is Robert Anthoine. I am a professor of 
law at Columbia University. 

The Cuarrman. Professor Anthoine, do you have a copy of your 
statement available? 

Mr. Antnorne. I regret that I have no prepared statement, sir. I 
have only some notes. 

The Cuainman. That is perfectly all right. 

Mr. Mason. That isallright. I prefer that. 

The Cuarrman. You are recognized, sir. 

Mr, AntHorne. I would like to make a preliminary observation that 
the excellent papers in the document, Federal Tax Policy for Eco- 
nomic Growth and Stability, submitted by panelists before the Sub- 
committee on Tax Policy of the Joint Committee on the Economic 
Report in late 1955, leave little new material for one to comment upon. 
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However, I would like to make some general observations and then 
discuss a few specific points. 

I think, first of all, that we have to recognize that our system toda 
is much more of a schedularized system than one might expect. We 
take different classes of income, from different sources, and treat them 
differently; that is, we have income from natural resources in one 
category; tax-exempt interest which is not taxed at all on any sched- 
ule; we have capital gains which are treated separately, schedularized, 
so to speak, and indeed, within the category of capital gains we do, of 
course, have a wide variety of items today, not only stocks and securi- 
ties but also restricted stock options that are perhaps more in the 
nature of additional employment income, the special provision for 
taxing inventors as distinguished from authors, and so forth. 

I personally think it is unfortunate that we have this tendency to 
schedularize the system. I would prefer to see us remove most of the 
special provisions and reduce rates overall and perhaps avoid the so- 
called anti-incentive effects through the lower rates. That is to say, I 
would like to see, if possible, the reduction of the top rate to about 65 
percent and certainly the maximum effective rate of tax down to at 
least 65 percent. This would be desirable in several contexts. 

First of all, it would seem to me that it would enable the committee 
to eliminate some features of the law today, such as restricted stock 
options which are regarded as incentive provisions for executives who 
are otherwise taxed at enormous rates; secondly, it would avoid a lot 
of the falderal today in connection with the use of corporations. 

It is really rather surprising to see some people so pleased as Punch 
that they can throw income into a corporation taxed at a 52 percent, 
flat rate, even with the knowledge tliat it is going to cost them an- 
other 12 percent to get it out, even at capital-gains rates, when, on 
the ultimate liquidation of the company, they will pay one-fourth of 
the remaining 48 percent, for an effective rate of tax of 64 percent on 
the entire income. Yet I am sure that a good many of the plans today 
for high-income people contemplate the use of corporations. We have 
heard of it in connection with the Hollywood situation. 

It seems to me if you reduced the maximum rates down to about 65 
percent, in that neighborhood, you would obviate the necessity for 
these rather strained forms of doing business. 

It is true that in some businesses it is possible to utilize multiple 
corporations. Under this technique, the income of the corporation 
is kept, if possible, down to a $25,000 level, with the result. that the 
corporate tax is 30 percent only. Accordingly, on the subsequent 
liquidation of the company, under the present capital-gains structure, 
the maximum rate of tax is in the neighborhood of 4714 percent on 
the entire income. This is not a feasible way of doing business in most 
situations, but I expect that it is possible in some particular enter- 
prises. ‘ 

In connection with a further examination of rates and exemptions, 
I would think that in conjunction with a reduction of the top rates, it 
would be desirable either to increase the personal exemption or, in 
the alternative, to cut the rate in the first bracket. ms 

I think exemptions are rather low in terms of the cost of living; 
consider what has happened to the cost of living since the $600 exemp- 
tion went into the law. On the other hand, one has to consider the side 
effect of losing a great many taxpayers from the tax rolls and the 
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possibly more desirable alternative, therefore, of simply reducing the 
rate in the first bracket, or reducing the rate to, say, 10 percent on 
the first $1,000 of income. 

With respect, again, to the schedularization of income, and I see it, 
the class of taxpayers that seems to be in the most unfavorable position 
today is the group of wage earners who have no means of avoiding the 
high rates in the upper brackets. I think that if you applied, for ex- 
ample, the percentage depletion idea of natural resources income, you 
would have to say in terms of the demand today for scientists and 
science teachers, that a portion of their income should be deducted— 
in the fashion of a depletable in-oil payment—as an allowance for 
earned income, with the result that their effective rate of tax would be 
considerably reduced. 

I personally do not think that is the way to do it. I would rather 
that we eliminated such features and moved in the other direction of 
a more uniform tax base with, again, the rates coming down sharply, 
and if an incentive is needed for particular activities, such as drilling 
oil wells or providing inventions for national defense, and so forth, 
simply that we provide a direct Federal subsidy and let it be taxed 
to the recipient so that those who deserve need the money get it and 
those who can afford to pay the tax on it do so. 

There are two other general points. 

First, on capital gains: I know the subject has been discussed up 
and down for years. A great many people would like to lengthen the 
holding period for capital gains and perhaps increase the rates. 
Others would like to go the other way. As far as I can see, no two 
people who want to tighten up the capital-gain holding period pro- 
visions, and so forth, are able to arrive at the same answer. 

I must say, in batting it around, that I cannot come up with any 
better suggestion, as far as holding period goes, than the law that 
we had in effect here from 1934 to 1938, or at least something close to 
it. Under that scheme, say after a 1-year holding period, the tax- 
payer would be allowed to exclude 20 percent of the capital gain from 
gross income; after 2 years of holding period, he would be allowed 
to exclude 30 percent; after three years 40 percent, and so forth, pos- 
sibly going as far as the 1934 to 1938 law did by excluding 70 percent 
of the long-term capital gain after a holding period of 10 years. 

Of course, on the theory of bunching of capital gain you should not 
go this far, you should not exclude a portion of the capital gain from 
income. Rather, you should permit averaging of the gain over a 
period of years. Perhaps such a provision is too much to expect, 

owever, and at least under the present situation I would be contented 
if the holding period were extended along these lines. 

Of course, I think, too, that the nature of capital gains should be 
examined to be sure that some of these items such as restricted stock 
options and the treatment of inventors are eliminated, and the law 
made more consistent. 

One other general point I would like to make is with respect to an 
integrated transfer tax. It seems to me that we should strive to at- 
tain an integrated transfer tax that would cover the present gift 
and estate taxes, would provide an increase in rate on dispositions 
through life and at death. I think that we could do a lot more with 
the transfer tax than we are now doing today. The burden of estate 
taxes is really quite light after you take into account particularly the 








GENERAL REVENUE REVISION 2233 


marital deduction. Even if one does not consider the possibility of 
the gifts to the family foundation or other charitable beqneatar and 
other provisions, the marital deduction itself produces a rather aston- 
ishingly low rate of tax on a substantial estate. 

While it is true that in absolute amounts, the forecast for revenue 
from the estate and gift-tax laws is on the upgrade a bit—I think 
about 1.6 billion for fiscal 1959 is predicted—a good deal more could 
be done with an integrated transfer tax. It is a rather easy way of 
obtaining funds and also I think that it does not have any of the 
antiincentive provisions that an income tax does, 

For example, I would prefer to see a strengthening of the estate- 
tax structure rather than an increase in income tax rates, although 
this is a somewhat impractical comparison because the amount of 
revenue that you can derive from the estate tax is sorely limited. 

With me to a couple of other points, I think that in connection 
with capital gains and in connection with an integrated transfer tax, 1 
point should be considered, and that is that the present provision which 
permits property to take a basis equal to its fair market value at the 
date of death or 1 year after death should be removed. It seems to 
me that the basis of the property in the hands of the estate should 
be continued at the low base of the owner or, preferably, I think dis- 
tinctly preferably, that the unrealized gain or loss should be taken 
into account in the owner’s last few income-tax returns. I think that 
that would have a marked effect upon planning and also upon the so- 
called locked-in feeling that people have with respect to capital gains. 

I think on some particular issues that the problem of pension and 
profit-sharing plans needs some study, primarily, perhaps, not by this 
committee, but at least in conjunction with other committees, to deter- 
mine to what extent the tax laws should be reshaped if at all. 

The problem is one that goes well beyond taxes, however, and when 
one considers the enormous amount of assets now held by pension and 
proft-sharing plans, which I believe is over $30 billion at the present 
time, and which may well go on up to $70 or more billion before level- 
ing off, I think certainly that some equalization should be made be- 
tween the trust that is used as compared with the insurance com- 
pany funding. 

I understand that the life-insurance companies bear some small, 
perhaps 7 or 8 percent rate of tax on the reserves that they have for the 
pension funds that are left with them as distinguished from the no- 
tax that now applies on the pension trusts set up by the company. 

T do not think it is feasible to tax pension and profit-sharing trusts 
more than perhaps a nominal amount, but I nahn certainly tax them 
a nominal amount rather than to go the other way and exclude the in- 
surance companies from any tax on them. 

I think there are some other points that have been mentioned many 
times before that deserve consideration, such as possibly taxing inter- 
est on future municipal bond issues, although on we get there into 
a problem that is perhaps semipolitical science. I would think, though, 
that despite the enormous need by communities for new schools, school 
construction could be handled without the tax subsidy now granted 
to such bond issues and their holders. 

I am frankly not qualified to say to what extent tax exemption of 
municipal bond interest encourage uneconomical borrowing, but I can 
see that it is a difficult problem. 
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I think also that on other areas I would certainly like to see this 
committee take another crack at drafting a provision to defer the 
foreign income earned by a domestic corporation until it is brought 
home. This is simply an extension of the work done earlier in trying 
to grant under revised law the same advantages for the use of a do- 
mestic corporation in foreign trade as are now enjoyed by a foreign 
corporation, although once the income is, so to speak, repatriated, it 
would seem proper to have it bear the same rate of tax as domestic 
income. 

I might make one observation on the withholding. 

I think you have discussed before the withholding on income from 
dividends and interest. I think that the hearings 2 years ago indi- 
cated that that might be a very desirable move. 

Then, rather than going into some of these other minor points such 
as family partnerships and the application of the unrelated business 
income provisions to churches and hospitals, I would like to make one 
last general comment on statutory draftsmanship and on the increas- 
ing detail in the Internal Revenue Code. 

I know that my colleague, Professor Cary, is going to have a good 
deal more to say about this than I, and I should admit also that I am 
primarily a technician and a tinkerer, but I do think that the opposing 
view should have serious consideration. I think we may, in our zeal 
to set forth with particularity every transaction imaginable and the 
tax consequences to be applied to it, just have overdone the thing. 

I think particularly of one small part of subchapter C in connection 
with stock redemptions. J am not at a)) sure that we would not be 
better off if we simply repealed the sections which deal with all the 
situations in which a shareholder returns his stock to the company in 
return for a corporate distribution—sections 302, 304, 318, and 346— 
and simply went back to a somewhat refined version of the old pro- 
vision in section 115 (g) that a redemption is entitled to capital gain 
or loss treatment unless the distribution is essentially equivalent to a 
dividend. I think we might well be better off with such a provision 
than what we have today. 

But I think on the technical side one could go on and on, and I think 
that I have talked long enough, Mr. Chairman. 

The Cuarrman. Mr. Anthoine, we appreciate very much the state- 
ment you have made to the committee and the fact that you could come 
to the committee this morning. 

Are there any questions? 

Mr. Kroon. I would like to ask a question of Mr. Anthoine, Mr. 
Chairman. 

The Cuarrman. Mr. Keogh will inquire. 

Mr. Kerocu. I was interested in your discussion with respect to 
decreasing rates on capital gains with an extended holding period. 
Do you have any views with respect to the shortening of the minimum 
holding period ? 

Mr. Antrnorne. Yes, Mr. Keogh, I do. I do not think that it would 
be desirable to decrease the holding period. 

I will say this, that with that holding period of only 6 months and 
a day for long-term gain, the whole theory under which the capital- 
gain provision was first inserted into the law is now vitiated. 

Certainly, there is no bunching of income when someone has a profit 
that he realizes within 6 months and a day. Accordingly, I suppose 
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it might be possible, as the American Law Institute did, by the way, 
in its draft, simply to eliminate the holding period entirely. 

Mr. Kroon. In that regard, you are anticipating my next question. 

Go ahead. 

Mr. Anruorne. It is true that the institute completely eliminated 
the holding period with the exception of a 30-day provision to take 
care of traders in and out in a matter of two or three days, that sort 
of thing. It removed that holding period, as I recall it, at a time 
when we had in the law the 2 for 1; that is, when the long-term capital 
gain of $1,000 could be completely wiped out by a $500 short-term 
loss. It was thought that removing the holding period entirely would 
be more desirable than having such a situation in the law. 

I would be almost inclined to agree that if you are going to keep 
the 6 months and a day, it being so senseless, in my view, to have that 
short a period, maybe you should go all the way. But I do fee) that 
the theory in the capital-gain taxation is based primarily upon the 
bunching effect. 

I realize that there are incentive aspects that may be involved here. 
To what extent, is highly problematical, as the hearings 2 years ago 
indicated, there being quite a difference of opinion as to that problem. 

In general, I do think that the period should be lengthened consid- 
erably. 

teenie if you reduce rates down to 60 or 65 percent and you ex- 
clude 50 percent of a long-term gain where the holding period was, 
say, 5 years, you would be excluding 50 percent times the top rate; if 
it was 60 percent, you would have a top tax rate of 80 percent on the 
long-term gain. 

By the way, the 1934-88 law had in it that 60 percent of the long- 
term gain was excluded, with a holding period of 5 years, and 70 per- 
cent with a holding period of 10 years. alts 9 t ’ 

Mr. Kroon. I am asked on occasions to justify our continued im- 
position of the capital gains tax, in the light of some of the countries 
that do not have it. 

Mr. Anrnorne. Like England? 

Mr. Kroon. Like England. 

Mr. Antuorne. Mr. Keogh, I realize that England is often cited as 
an example of a country in which capital gains are not taxed. How- 
ever, that deserves a number of qualifications. 

In the first place, the people who look to England for that particu- 
lar provision do not mention other aspects of the English tax sys- 
tem. For example, one of the reasons why the majority of the mem- 
bers of the Royal Commission on Taxation of Income and Profits 
did not recommend the taxation of capital gains was that it would 
reduce the estate duty. 

You see, in England they have a very stiff estate tax, which bites 
in at a very substantial amount at a very low level. In fact, they 
have an estate tax that applies to all estates over £3,000, and the 
rate is really high, much higher than ours in the small estates. The 
feel that perhaps they are going to pick up the untaxed gain throug 
this very heavy estate duty. 

It is true also that in England there are other provisions of the 
capital gain law itself that are different from ours. For example, 
the last time I looked, the English taxed at ordinary income rates 
any depreciation that had been taken on property during its hold- 
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ing by the taxpayer, so that although the appreciation in the value 
of the properties would not be subject to tax, the amount of deprecia- 
tion that had been taken as an ordinary deduction by the taxpayer 
was picked up as ordinary income when he disposed of the property. 

Also, in the English concept of the capital gain, you find that it 
is considerably narrower than ours. Even an isolated transaction 
which. can be called in the nature of trade will be subjected to ordi- 
nary income tax in England. It is true that while theoretically the 
English could tax our trader who now enjoys capital gain, no mat- 
ter how many transactions he has in his own account, as a practical 
matter the English have not up to this point gone after the stock 
exchange transactions. Under their law they could, in principle. 

Mr. Keocu. Do you devote your entire time to teaching? 

Mr. Anruorne. No, sir. It is my full-time profession, but I do 
occasionally engage in outside counseling. I do sometimes act as a 
practitioner. 

Mr. Krocu. I was interested in your excluding, among the items 
that you discussed, the obvious need for the extending of the rights 
on the part of many not now permitted to establish for themselves 
retirement systems, and I wondered if you had any thoughts on that. 

Mr. Anrnorne. I think, Mr. Keogh, that it is true that the present 
law does discriminate against those who are not members of pension 
and profit-sharing plans. The large part of our industrial popula- 
tion is covered by pension and profit-sharing plans. 

I am personally a member of a modest plan that the universities 
have. It is a 50-percent contributory plan, however. But I do think 
that something is going to have to be done in this area for the profes- 
sional man. 

Mr. Knoeu. Thank you very much. 

The CuatrmMan. Are there any further questions ? 

Mr. Anthoine, the charge is often made that our income tax system 
is not fair. The things that you are pointing out this morning to us, 
if done, would make the law itself fairer, in your opinion. Is that 
right ? 

Mr. Anrnorne. Yes, I think it would. Certainly, in terms of the 
ability to pay. 

The Cuatrman. And would make the law less discriminatory ? 

Mr. Antruorne. Less discriminatory. 

The Cuatrman. It would provide a greater progression in the lower 
brackets of income and tend to minimize present deterrents to initiative 
and growth, if there are deterrents in the tax law ? 

Mr. Anrnorne. Tthinkso. Ithink that reducing the lower brackets 
and also bringing the top rates down would have that effect, and that 
you could clean up some of the other provisions of the code. 

The Cuatrman. How can we bring about, in your opinion, an ac- 
ceptance of the idea of reverting to some treatment of capital gains 
such as we have had in the past that more nearly confines the applica- 
tion of the tax law to true capital assets ? 

I find that about two-thirds of the code is devoted to situations 
wherein transactions are treated as capital-gains transactions rather 
than‘as transactions subject to income-tax rates to which they would 
be subjected except for special provisions in the law. 

In view of that fact, it makes it difficult for us to treat realistically 
with true capital assets, does it not ? 
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Mr. Anrnorne. I think under the present law that is correct, Mr. 
Chairman. I think that the very high progressive rate structure puts 
an enormous pressure upon the capital-gain definition. I think per- 
haps the answer to your question that would eb ee the distinction 
that you want, but which may not be acceptable, would be to increase 
the capital tax rate while at the same time decreasing the ordinary in- 
come rate. Then, you would not have this vast differential between 
the two. 

The Cuarrman. I wonder, if in order to properly treat capital assets 
for income-tax purposes, it is not necessary for us to reconsider the 
present application of capital-gains treatment to the many situations 
that are now covered in the law, and if by their elimination we could 
legislate in a way that would unlock capital assets. 

I am thinking particularly in terms of the application of the capi- 
tal-gains treatment to situations which do not involve capital assets, 
or where no sale or exchange actually occurs. 

Mr. Anruorne. Certainly, the capital-gain provisions today are 
full of particular provisions, such as the 1,231 situations and numer- 
ous others. I do not see why it would not be possible to eliminate 
some of those, indeed all of them, from the capital-gain area, while 
at the same time reducing the ordinary tax rates. 

The Cuarrman. Today, when we talk in terms of holding period, 
and when we talk in terms of rate and we adjust the holding period or 
the rate, we are not only adjusting the holding period or the rate with 
respect to the true capital asset, but we are adjusting it with respect 
to all of these transactions denominated as capital transactions but 
which in fact are not. 

It would be difficult for some of us to think in terms of a shorter 
holding period or a lower rate of tax, so long as the existing situation 
exists inthe law. Does that disturb you? 

Mr. Anruorne. I find the whole thing rather disturbing, as a mat- 
ter of fact, but it seems to me that about all that one can do is to go 
through the capital gain provisions and try to cull out those that > 
not seem properly to be there. 

In that connection, one might consider whether real and depreci- 
able property used in the trade or business should continue to receive 
the capital gain and ordinary loss treatment that it presently does, 
with the result that a good many taxpayers are enjoying rather large 
depreciation deductions, followed by capital gains at the end, and so 
forth. Indeed, just wade through the whole subchapter. 

I see no answer to this other than a direct approach of that kind, I 
full well realize that the high ordinary tax rates, combined with what 
is in the highest bracket a maximum effective rate of tax of 25 per- 
cent on a long-term capita] gain, with a 6 months’ holding period, 
puts an enormous strain on the capielaen definition. I suppose that 
a very substantial pas of a tax lawyer’s time is spent trying to de- 
termine if a capital-gain provision can be made to apply to his par- 
ticular client. 

The Cuarrman. I do not like the idea, personally, of taxing an 
individual on gains that may have occurred as a result of inflation 
because of depreciation of the dollar, or other reasons, over a period 
of years, when he sells a farm or a house and does not reinvest in simi- 
lar property. But we cannot move in the direction of the exclusion of 
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any such gain from the tax, because of the many other transactions 
treated as capital gains that do not merit that treatment. 

Mr. Anrnorne. Furthermore, Mr. Mills, it seems to me that you 
cannot ignore the ability to pay in comparison with, say, the wage 
earners whose increased wages over the equivalent period of time en- 
joy as much diminution in purchasing power as the gain on the 
— asset. And yet our wage earner who has an increase of wages 
to keep up with inflation is taxed fully upon it. 

The Cuarrman. There is a difference, to me there always has been, 
between a person who by reason of the frequency and continuity of 
his transactions may almost be said to be in the business of selling 
capital assets and the man who once or twice in his lifetime sells a 
capital asset, his home or his farm, or something of that sort. But 
what I am trying to find out from you is whether or not, before mak- 
ing any adjustments with respect to rate or holding period, it would 
be well for the Congress to reconsider the capital gains tax with re- 
spect to all of these diverse situations that have crept into the law 
since 1913. 

Mr. Antuorne. I could not agree more. I certainly do think that 
the whole capital gain area should be examined, because over the 
years more and more transactions have been brought within the 
rubric of the capital gain, leaving on the outside those who have no 
particular capital assets or no inventions, and so forth. 

The Cuatrrman. Mr. Kean will inquire. 

Mr. Kean. Professor, might it not be that the answer to what the 
chairman was suggesting is that if the Congress insists that the sale 
of timber and various things should be taxed at the lower rate, in- 
stead of saying in the law that these should be considered as capital 
assets, that we just set a special rate for these things and leave the 
capital gain treatment to those things that are really capital gains? 

Mr. Antuorne. This would seem to be a matter of terminology. 
I think that you certainly could do that. On the other hand, I am 
not sure that I would like to see that kind of increased schedular 
approach to income. If you wanted to isolate out a category of capital 
assets to which you would apply particular criteria, you could cer- 
tainly select those items that you wanted to, by special treatment. On 
the other hand, my principal pitch, I suppose, is that I would like 
to see less particularized treatment of items and a more general ap- 
proach to the tax base as a whole, with the reduction in overall rates. 

Mr. Kean. I have always felt that a reduction in the overall rate 
for true capital assets that have been held for a long time would 
result in a higher revenue. That is particularly true with the hold- 
ings of older people. A man over 65 years of age who realizes that 
at his death, his estate will not have to pay any capital gains taxes, 
is not going to sell his securities. If we would reduce the rate to, 
say, 10 percent for people over 65, he would probably sell a great 
number of his securities. People of that age want to adjust their 
estate, and the Government could get some revenue that it would 
never get under any other circumstances. 

Mr. AntuHorne. You may be right on that hypothesis, Mr. Kean. 
T would like to change the basic provision, however, that no gain is 
realized on death, and that the asset receives a stepup in basis. 

It seems to me that as a condition to receiving a stepup in basis at 
fair market value, that gain should be taxed. To be sure, it should 
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not all be lumped into 1 year and taxed at high rates, on the theory 
of bunching. It should be spread and, as a sort of compromise, some 
technique such as I mentioned before should be instituted, such as in 
the 1934 to 1938 law, which would perhaps exclude 60 percent or 70 
percent of the gain on the holding of more than 10 years, and would 
reduce the effective rate of tax on the whole amount. 

Mr. Baxer. Mr. Chairman. 

Mr. Krne (presiding). Mr. Baker will inquire. 

Mr. Baxer. As I understand your recommendation, it is that in 
order to stimulate the economy, you would lower the = rate down 
to 65 percent and lower the bottom rate by 2 percent. Is that right? 

Mr. Anruotne. I am of two minds on the bottom rate, Mr. Baker. 
I think that we should either increase the personal exemption some- 
what or, in the alternative, we should decrease the rate in the first 
bracket or split it. 

For example, instead of 20 percent on the first 2,000, we might bring 


‘it down to about 10 percent on the first $1,000, something like that. 


Mr. Baxer. I understood you to say to reduce it 10 percent, which 
would be 2 percent. You meant to reduce the 20 percent to 10 percent? 

Mr. AntHotne. Something of that order, sir. 

As I say, I am of two minds, because perhaps instinctively I do 
not like the idea of removing people from tax rolls. 

Mr. Baker. That was the next point I was coming to. I am as- 
suming that the reason you recommend the alternative No. 2 of lower- 
ing the bottom rate from 20 to 10 percent, rather than raising the per- 
sonal exemption $100 or something of the kind, would be that it would 
mean the people would still be taxed. 

Mr. Antuorne. It would keep them interested, perhaps, in the tax 
structure, 

Mr. Baker. So far as I know, this is the first time that that proposal 
has been made to the committee since I have been on it. 

f course, we are leaving out everything between the 20 percent 
rate and the very top one. Where is your justification? Is it that 
bringing the top down and the bottom down would stimulate the 
economy or what? 

Mr. Antuorne. I do not suppose that I have any business as a 
lawyer and noneconomist to tell this committee what the economic 
effects of taxation are. I must say that in our seminar, Professor 
Shoup and I have always found it exceedingly difficult to find out just 
what the economic effects are of particular provisions. 

I think one basic reason for bringing the top rate down is that it 
seems to me that this high progressive rate structure going up above 
that figure is really borne by a fairly limited number of taxpayer 
groups. There are so many other provisions in the law to cut the 
effective rates down. 

I might mention that I think in the hearings 2 years ago, the data 
compiled from the statistics of income for 1952 indicated that the 
effective rate of tax on extremely high income was surprisingly low, in 
view of the very high rate structure—that it was somewhere in the 
order of 50 percent. 

Mr. Baxer. You mean in income, revenue ? 

Mr. Antuorne. Yes, sir. 

Mr. Baxer. I had those figures the other day. I forget them. 
Tt seemed to me that it was around 1 percent of the total, which ac- 
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counted for those in the extremely high brackets. Iam not sure. Do 
you remember offhand ? 

Mr. Anruorne. No; I do not remember those figures, but the reve- 
nue derived from the very high brackets is extremely small. It is not 
really a revenue problem as much as it is a taxpayer equity problem. 
The amount of revenue that would be lost would be quite small. 

Mr. Baxer. As I get the story, in here and other places, almost day 
by day the feeling is growing among responsible economists that if the 
so-called recession does not materially improve this spring, there 
must be tax reduction to stimulate a lagging economy. Witness after 
witness has said that in here, and that has not been true in recent 
years. 

. This plan you suggest would do that, would stimulate the economy. 

Mr. Anruorne. Certainly, I suppose, from the standpoint of ad- 
ditional consumption, the quickest way would be simply to increase 
the personal exemption by $100 or $200. There, you would put a good 
deal of funds in the hands of those who spend. 

Mr. Baxer. There would not be any particular difference, as far 
as stimulating the buying power, as I see it, whether you lower the 
bottom rate from 20 percent to 10 percent or whether you raise 
the personal exemption $100. It would probably figure out about the 
same, as far as stimulating the buying of consumer goods. 

Mr. Anruorne. I do not know what the exact revenue loss dif- 
ferential would be between those two plans, but I am sure that the 
Treasury has looked into it. 

Of course, I think that coupled with this reduction in the high 
rates, there should be a serious attempt to broaden the tax base 
and to remove some of the what I would regard as special provisions 
in the law. 

Mr. Baxer. Do you not think that would run into real money, that 
it would produce real money ? 

Mr. Antnorne. I do not think that we are talking about a great deal 
of revenue, overall, probably. Of course, the big revenue is derived 
from the low-income brackets, as dramatically illustrated by the 
effect of simply increasing the exemption by $100. 

Mr. Baxer. I have one other question. I am tremendously in- 
terested in the estate tax problems. You have made quite a study of 
that, of course, have you not ? 

Mr. Anrnorne. I have spent some time on the estate tax and on the 
gift tax. There was a very good Treasure study in about 1947 on cor- 
relation of the gift and estate tax laws with the income tax, to arrive 
at a more coherent picture. 

Mr. Baxer. The estate taxes produce only 1.2 percent of the 
revenue, which is small. It seems to me that one of the most eminent 
problems before this committee is to do something about the estate 
taxes. I suppose other witnesses will pursue that. 

That certainly would be in the same category as the original proposi- 
tion, as your proposal to lower the top bracket down to 65 percent 
on the idea that that is confiscatory, punitive, or a deterrent to enter- 
rise. 

' Mr. Antuorne. I think that again, only those who are in the un- 
fortunate position of not having capital gains and other gadgets are 
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the ones who are being stuck with these high rates, I think that-some 
professional men and high wage earners are in the position of pay- 
ing these high rates. I think that it would be useful to bring them 
down. 

Indeed, if you applied the theory of this special schedular type of 
taxation, you would put in the law some form of earned income 
credit, which we had before. It is extremely expensive to the revenue, 
and that is one of the reasons, I am sure, that the Treasury has not 
suggested going back to an earned income credit. But there is some- 
thing to be said for a credit to the man who derives most of his in- 
come from the sweat of his brow. There is certainly a matter of 
depletion in the human frame that might properly deserve some 
recognition. 

Mr. Baxer. Thank you ver ymuch. 

Mr. Kina. Mr. Kean will inquire. 

Mr. Kean. As I understand, you want to split the bottom bracket, 
and I am thoroughly in accord with that idea. In fact, in the 80th 
Congress I introduced an amendment to the law which would have 
split the bottom bracket, and I think at that time it would have been 
15 percent for the top bracket. That amendment was approved by 
this committee and approved by the House. It went over to the 
Senate, and the Senate took it out on the basis of the difficulty of 
withholding the tax. 

If you had a provision in which the first $1,000 had only a 10- 
percent tax, where would you withhold ? 

Mr. Anruotne. I know. That is a point that I thought about last 
night, as a matter of fact. The withholding problem becomes im- 
tense in that low bracket. 

Mr. Kean. That is what stopped the provision I had from goin 
through, because the Democratic Treasury at that time objected. 
I also took the question up with the Republican Treasury 2 or 3 years 
ago, and again they were worried about what they were going to do 
about the withholding tax. 

I have a bill prepared now which will do the same thing, split the 
lower bracket, put the lowest bracket at 18 percent, and the next 
$1,000 at 19 percent, and so forth, which would result in about a 
10 percent cut for the average industrial wage earner in New Jersey. 

But again, maybe you could withhold all right at 18, but if you 
withheld at 10, think of all the refunds that would arise, creating a 
difficult situation. 

Mr. Anrnorne. You are right. There would be a considerable 
flood of refund claims. 

Mr. Kran. That isthe difficulty that arises. 

The Cuatrman. Are there any further questions? 

If not, Professor Anthoine, we appreciate very much the informa- 
tion which you have given the committee. Thank you, sir, very 
much. 

Our next witness is Dr. Harry Kenneth Allen. 

Dr. AtLEN. Will you please come forward and identify yourself 
for the record by giving your name, address, and the capacity in 
which you appear. 

You may have a seat if you desire, Mr. Allen, 
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STATEMENT OF HARRY KENNETH ALLEN, DEPARTMENT OF 
ECONOMICS, UNIVERSITY OF ILLINOIS, URBANA 


Mr. Ariten. Mr. Chairman and members of the committee: My 
name is H. Kenneth Allen. I am a professor of economics at the Uni- 
versity of Illinois. I am here today upon the invitation of the com- 
mittee. 

I have prepared a written statement, copies of which I deposited this 
morning in the main office of the committee. 

Before I proceed, I should just like to correct one point in my 
identification. I am listed here as chairman of the Department of 
Economics. While I did serve in that capacity for 5 years, since the 
first of September of last year I have been devoting full time to teach- 
ing and research. 

I should like to make suggestions pertaining to four topics. The 
rimary suggestion, to which reference has already been made in the 
iscussion this morning, pertains to the case for tax reduction as 

a counterdeflationary nieasure, if the unemployment figure should 
reach the level of 5 million. 

The second topic has to do with the taxation of interest on Govern- 
ment securities. That is the exemption feature which now applies 
to the interest on Government securities. 

The third topic pertains to the double taxation of corporate divi- 
dends. 

And the fourth topic pertains to two suggestions pertaining to the 
Federal estate tax, one of which relates to the extension of the 80 
percent credit provision to the additional or supplementary tax, as 
well as to the basic tax as at present, and the other one pertains to a 
limitation of the allowance for the exemption of gifts and bequests 
to nonprofit organizations. 

Taking up the first topic, that is, the one which pertains to tax 
reduction as a counterdeflationary measure, I should like to preface 
my comments by one or two general statements. 

One of these is that I believe that the greatest threat in the long run 
in this country is inflation, rather than deflation. 

The second one is that I do not believe that we can solve all the 
economic problems of the world through countercyclical fiscal policy. 
There is, however, at the present time, a rather large dark cloud on the 
horizon of the economic sky. Whether this cloud is going to develop 
into a severe economic storm or whether it is going to be a kind of 
mild flurry, such as those of 1948-49 and 1953-54, remains to be seen. 

On this point, and without casting any reflections upon the business 
forecasters, because I do have great respect for them, I think the weath- 
er forecasters have a better record than the business forecasters. I do 
think there is a rather strong possibility, however, that the present 
recession will degenerate into a deeper, more protracted recession than 
those of 1948-49 or 1953-54. I think it is highly important, therefore, 
that the Congress be prepared with a plan of tax reduction to be put 
promptly into effect when unemployment reaches the 5 million level. 

In my opinion, if it reaches that level, it will be an indication that 
we are in for more serious trouble, and that unemployment will prob- 
ably rise to substantially higher levels if nothing is done. 

t held also like to emphasize the desirability of coordinating 
fiscal controls with monetary controls. In the postwar period we 
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have placed primary responsibility upon the Federal Reserve system 
in controlling the supply of money and credit, and I believe that with- 
in the limitations of the powers available to them, they have done a 
very good job. We do know from experience, however, that the Fed- 
eral Reserve system cannot cope effectively with a deep, protracted 
depression such as we had in the 1930’s. 

So, if there is a threat of serious deflation, it is especially important 
that the Congress be prepared to make use of fiscal controls. 

With reference to the details, and these are only of a general char- 
acter, I should think that the first round of tax reductions should be 
of the order of an average of 10 percent and with particular reference 
to the individual income taax and the lower brackets of the individual 
income tax, because it is in those lower brackets that we have the 
mass consumer power. 

If taxes are reduced in the lower brackets, it is the same thing to 
those people as an increase in their wages, and we know that they 
will spend most of that increase. 

So, as a kind of tentative suggestion, I would suggest something 
on the order of a reduction of about 3 percentage points in the first 
bracket, about 2 percent in the second bracket, ial 1 percent in a third 
bracket, which could be cut off at some particular point, such as, say, 
$50,000 or even $40,000 of income. 

In making these suggestions, I do want also to say that there may 
be a case for reduction of the rates of the individual income tax and 
of the corporate rates, aside from countercyclical fiscal purposes. I 
am concerned today with the latter. 

I should also like to say that tax reduction, of course, is also highly 
desirable to the extent that savings can be made through the applica- 
tion of rigid economy in Government. I am taking that for granted 
in making the suggestions that I have to make. 

I think the case for the reduction of the income tax rates, particu- 
larly in the lower brackets, is stronger than that for the corporate rates, 
for this particular purpose, because a part of the corporation tax, we 
know, has shifted, and if we should reduce corporate rates, there 
would probably be some lag in reduction of prices, which reflect the 
shifting of the tax. To the extent that the tax is not shifted, of course, 
the benefit accrues to the stockholders, and there probably would be 
some delay in passing this benefit along to stockholders. 

In the case of the excises, I think there is a strong case for dis- 
continuing some of the excises, for example, such as the transporta- 
tion tax on freight, but I know that you are not hearing suggestions 
primarily on excise taxes at these hearings. In any event, the reduc- 
tion of excise taxes for countercyclical fiscal purposes would not be 
as effective, in my opinion, as reduction of income tax rates, because 
there would probably be a lag between the time those taxes would be 
reduced and the benefits would be passed on to consumers in lower 
prices. Anyhow, these purchases are scattered and represent such 
a small percentage of the consumer’s outlays that he would probably 
not be aware of the effects of the reduction. 

I should also like to suggest that tax reduction would not result 
in a decline in revenues to the extent that might be anticipated as a 
result of reducing the taxes. That is, to the extent that tax reduc- 
tion would sustain the economy, tax collections would be higher than 
they would otherwise be. 

20675—58—pt. 2—61 
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This proposal has implications obviously for the public debt. I 
think it is unfortunate that we did not reduce the public debt sub- 
stantially in the postwar period. During the period of 1919 to 1929, 
following World War I, when we ended the war with a debt of $26 
billion, we cut the debt $10 billion. Had we had a comparable reduc- 
tion in the public debt in the post-World War II period, we would 
have had a reduction of $100 billion. 

I am not suggesting that we should have had a reduction in the 
ublic debt of $100 billion, but I am submitting that we should have 
ad a reduction in the public debt of something of the range of $30 

to $40 billion. That would have provided a valuable cushion for 
the present situation. But that is water over the dam. 

With further reference to the debt implications of the current situa- 
tion and my suggestion, I would recommend, of course, that the limit 
on the Federal debt be increased. I think the psychological effect 
would be valuable of increasing it to not just a mere $280 billion, but 
I would say to at least $285 billion at the present time. 

With reference to supporting the public debt, I should like to sug- 
gest that the mere size of the public debt in itself is not of great 
significance. It is the ability of an economy to support a public debt 
that is important. We can support a public debt of $325 billion more 
easily with a gross national product of $400 billion, which would be 

uite a little below the current level. We can support that kind of 

ebt more easily than we can support a debt of $275 billion, the current 
level, with a gross national product of $300 billion. And the gross 
national product may well decline to $300 billion if we go into a deep 
and protracted business recession. 

As a matter of fact, if we should go into such a recession as was 
had in the 1930’s, which I do not think is at all likely, because of 
the numerous shock absorber which we have in our system at the 
present time, the gross national product would decline to below $250 
billion. 

The Congress has at its disposal powerful tools for combating de- 
flation. My suggestion is that a plan of tax reduction be prepared 
and it be promptly and vigorously put into action when unemployment 
reaches 5 million. I think the psychological effect of the mere an- 
nouncement that the Congress is prepared to cope vigorously with this 
situation will do much to bolster confidence and to support a rise in 
business activity. 

Going now to the next topic, the taxation of interest on Government 
securities, this topic has been discussed over many years, and I have 
nothing new to present, except to recommend that the present arrange- 
ment whereby the interest on municipal securities is exempt from the 
Federal income tax and the interest on United States Government se- 
curities is exempt from State and municipal income taxes be elimi- 
nated. 

This present arrangement favors persons in the high-income brack- 
ets, and it is those people who have the particular advantage in pur- 
chasing and holding tax-exempt municipal securities. It distorts the 
norma! flow of investment funds. 

I am not one who is unsympathetic with the problems of municipali- 
ties. We have many problems at the municipal level, and I am in 
sympathy with those problems. But this system confers upon them 
an advantage in competing for the flow of funds in the capital mar- 
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kets and works to the disadvantage of corporations and other borrow- 
ers of such funds. 

It is true that it decreases the cost of municipal borrowing, but at 
an increase in Federal tax rates for all of us alia pay Federal taxes. 

So my proposal is that we remove the exemption on new issues of 
municipal securities and United States Government securities. I real- 
ize that there is a legal problem involved here. Iamnotalawyer. I 
understand from the lawyers that this proposal might take a con- 
stitutional amendment to implement it. But I would suggest that it 
first be tried by statute, and then, if that proves to be impossible, that 
we resort next to constitutional amendment. 

My third topic pertains to the double taxation of corporate divi- 
dends. I believe that we are using the wrong approach with our 
present dividends-received credit approach, and that we ought to 
change that approach to a dividends-paid credit approach. 

This present credit system of double taxation of dividends, whereby 
a corporation pays taxes on its earnings before dividends and indi- 
viduals are required, except for the modest allowances, to pay individ- 
ual income taxes on corporate dividends, discriminates as between the 
corporate form of organization and the unincorporated form of busi- 
ness. It discriminates between firms that are financed largely from 
borrowed capital, in which case their interest is deductible in com- 
puting taxable net income, and firms that are financed largely by 
stockholders’ capital. The present arrangement favors the high in- 
come groups. 

As for the remedy, it is to permit the deduction of dividends in 
computing corporate net income, and to include the dividends in in- 
dividual income. Except for the differences in rates between the cor- 
porate income tax and individual] income tax, this plan would achieve 
the highly valuable goal of the integration of the corporation and in- 
dividual income taxes. 

I realize that because of revenue considerations, this plan could 
probably not be adopted in a single year, and I would suggest that 
a plan be worked out whereby it could be accomplished over a period 
of 5 to 10 years; that is, by allowing at first a certain percentage of 
the dividends to be deducted at the corporate level, and then in- 
creasing that percentage each year until it is 100 percent. 

The final topic has to do with the Federal estate tax and the exten- 
sion of the 80 percent credit against the additional or supplementary 
tax, as well as the basic tax, at present. 

The Federal estate tax is, of course, an important source of revenue 
to the Federal Government, but if this credit were extended as I have 
a it would produce a substantia] amount of revenue for the 

tate governments. 

For reasons which we cannot avoid and which I certainly am not 
proposing to change, the Federal Government pretty well has a mo- 
nopoly on the income tax, the fact being that the rates of the Federal 
taxes are so high that the States cannot use more than very moderate 
rates. But it is not essential or desirable, in my opinion, that the 
Federal Government maintain a monopoly on the Federal estate tax. 
I think there is an added reason for giving the States this extended 
credit. That is, that the estates, the laws of inheritance, transmission 
of profit at death, are governed by State laws. The machinery for 
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the probation of the States is provided by State and local govern- 
ments. 

So I suggest that the 80 percent credit be extended to the additional 
or supplementary tax of the Federal estate tax law. 

I have been concerned for a few years, and this concern has been 
growing, relative to the present allowance for gifts or bequests to non- 
profit organizations. I am impressed that in my opinion the main 
objective in many cases, particularly where there are not direct heirs, 
in planning the disposition of property at death or before death, has 
been to avoid Federal estate-tax liability, rather than to see to it that 
the property is channeled into the courses where it can best promote 
the social interests. 

Here I do not mean to reflect unfavorably upon many highly desir- 
able programs which are financed by nonprofit organizations, but I do 
believe that there would be a better prospect of avoiding the misallo- 
cation of resources if the allowance for such gifts and bequests were 
reduced. I should like to recommend that the allowance for gifts and 
bequests to nonprofit organizations be reduced to 50 percent of the 
amount involved. I believe that this would submit these arrange- 
ments to what I call more of a test of the market, in which people 
who are disposing of property would give greater care to how their 
property is to be disposed of. 

Also, I believe it would put greater pressure upon the recipients to 
see to it that these properties, these moneys, are used in a manner 
that will best promote the social welfare. 

Thank you very much, Mr. Chairman. 

The Cuarrman. Dr. Allen, we thank you for a very fine paper and 
a most interesting statement. We appreciate greatly your coming 

_to the committee this morning. 

Mr. Reed is recognized, Dr. Allen. 

Mr. Reep. Dr. Allen, I have been very deeply impressed with your 
presentation here. 

Mr. Atten. Thank you, sir. 

Mr. Reep. I think you have made a very good, constructive state- 
ment, and one of great value to this committee. 

The Cuatrman. Are there any questions? 

Mr. Kean will inquire, Dr. Allen. 

Mr. Kean. I noticed from your statement that you would auto- 
matically kick off a tax reduction when there were 5 million unem- 
ployed. Is it not true that the depth of unemployment will come just 
before the recovery, so that that might not be a good automatic figure ? 
It might be that there were all sorts of other signs that the recovery 
was on the way, when we had reached the low point. Is now the low 
point always just beforerecovery? . 

Mr. Auten. That is certainly true, Mr. Kean, and I would not 
quarrel with the question as to whether or not, say, 5 million or 6 
million would be the better figure. Perhaps 6 million would be a 
better one. I happen to think that 5 million is one that we might use. 

Mr. Kran. But even 6 million might be at the very bottom, with all 
signs pointing to recovery. 

Mr. Atien. Mr. Kean, I would like to make a point here. Just as 
we heard the saying that inflation feeds on inflation, and it is a vicious 
inflationary cycle, so does deflation starve on deflation, and it is an 
even more vicious inflationary spiral. The deflationary tailspin is 
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more Vicious, and it takes vigorous action. To be too cautious, to delay 
too long, I think, would be a serious mistake. 

Mr. Kean. I agree with you that there is some ) gee when it would 
be wise for us to make some move in this regard. 

Mr. Auten. I would rather run the risk of being a little too soon, 
and would we not all be happy if it developed that we did not need it, 
and that those cuts could be restored perhaps in 1959 ? 

Mr. Kean. Of course, in the meantime, you would have had a badly 
unbalanced budget as a result of the tax cut, although it is true, as 
previous witnesses have said, that if you are on the way down, the tax 
cut would not mean all the loss that would be apparent on its face, 
because it would stimulate spending, and therefore you might have 
some offset to the tax cut. 

The Cuarrman. Mr. Mason will inquire, Mr. Allen. 

Mr. Mason. Dr. Allen, all I want to say is that I would expect 
sound, practical advice from anyone coming from the Midwest. 

Mr. Auten. Thank you, sir. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Are there any further questions of Dr. Allen? 

Dr. Allen, the difficulty I have in determining when to utilize tax 
policy as a stimulus lies in this: How does one determine whether or 
not an adjustment in the economy is temporary in nature or, such as 
you describe, one that will starve on its own causes and become worse. 

Is it possible that the efforts that are now being made with respect 
to the letting of defense contracts totaling some $5.8 million in this 6 
months’ period in excess of the past 6 months’ period, the availability 
of more money and credit through monetary policy by the Federal 
Reserve, and the other factors, might make it inflationary for us to re- 
duce taxes immediately upon hitting a level of 5 million unemployed? 

Mr. Auten. It is entirely possible, Mr. Chairman, that the factors 
you have mentioned will have a fairly substantial counterdeflationary 
effect. Whether the net effect, of course, might be inflationary, re- 
mains to be seen. 

The Cuarmrman. Should we exhaust the possibilities for stimulus 
already available to the Government, before reducing taxes recogniz- 
ing that we need to be prepared in the event that those efforts fail to 
go forward with such Gavel policy action as is necessary in our opinion 
to do the job? 

Mr. Aten. I would agree with that policy completely. Of course, 
I, like all of us, would hope that that would do the job. it this should 
develop into a deep recession, then I think that tax reduction is a more 
effective device as a countercyclical measure than is an increase in 
spending. 

I did not go into the pros and cons of this, and I do not think you 
want to take time for that now, but I would just say that I think tax 
reduction in the event of really strong deflationary forces is a more 
potent device than an increase in Rayan 

The Cuatrman. I agree with you completely, and I have said that 
on many occasions, that I would much prefer to stimulate the economy 
by a reduction in taxes than to stimulate the economy out of further 
governmental expenditures. 

Mr. Reed. 

Mr. Reep. Dr. Allen, we have had some experience with tax reduc- 
tion in stimulating production and employment in this country. We 








2248 GENERAL REVENUE REVISION 


had Andrew Mellon, who reduced taxes during the 1920’s, and it had 
the effect of doing just what you wish to do by reducing taxes now. 
Is that not right ? 

Mr. Atten. Yes, I think so. 

Mr. Reep. I mean when you reach some point of, say, 5 million 
unemployed. 

Then, we had it again when we reduced taxes not so long ago to the 
tune of $7,400 million. That stepped up production and employment 
in this country ; did it not ? 

Mr. Auten. Yes. 

Mr. Reep. So it is not an experiment in the dark. 

Mr. Auten. That is right. 

Mr. Reep. But you are suggesting a plan that has worked. 

Mr. Aten. Tax reduction immediately puts increased purchasing 
power into the hands of millions of American citizens. 

Mr. Reep. About $25 billion in all; was it not? 

Mr. Aten. Yes, sir. 

Mr. Reep. About that much purchasing power. 

I do not see why it would not work again. 

Mr. Mason. Mr. Chairman, may I now ask another question ? 

The Cuarrman. Yes. Mr. Mason. 

Mr. Mason. And in each of those instances, under Mellon and that 
$7 billion 4, more dollars, actual dollars, flowed into the Treasury 
after each one of those reductions than the loss amounted to from 
cutting of the rates, and so forth. 

The Cuarrman. Dr. Allen, what is the crux of the problem today 
in the economy, as you view it? Is is a shortage of money and 
credit ? 

Mr. Auten. I do not know that it is a shortage of money and 
credit. We, of course, have had a very great expansion. 

I think the real question is, whether or not this period is a kind of 
inventory readjustment, or whether it is one in which we have reached 
more of a saturation point for a while in the case of durable goods, 
housing, capital investment, and that sort of thing. 

Some of the forecasters, and some very good ones, think it is of 
the latter description. If it is, it is going to be more prolonged and 
somewhat deeper than our previous recessions. If this is just an- 
other inventory readjustment, we are going to be leveling out of it 
in the next 3 or 4 months, and perhaps by fall we will be going along 
pretty well again, with a very good fourth quarter. 

But I do not think anyone, Mr. Chairman, knows the real answer. 
Unfortunately, the art of business forecasting is not a science. It 
is not developed to the point where it lends itself to active forecast- 
ing. There are simply too many variables, the great of which, per- 
haps, is the human being and his psychological moods. 

The Cuarrman. I wonder if we can always be assured that we ac- 
complish desired objectives by reducing taxes if the cause of the de- 
cline arises from a lack of credit caused by monetary restrictions. 

Mr. Auten. If you reduce taxes, particularly in the lower income 
brackets, you are making more money available. But of course, the 
masses of the people will spend it. We know from experience that 
they have a very high propensity to consume. 

The CuHarrMANn. Must a tax reduction, as a stimulus, be based upon 
the conclusion that the crux of the problem is the lack of money 
available for consumption in the low income groups? 
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Mr. Auten. That does not necessarily follow, unfortunately, Mr. 
Chairman. I should say lack of money in the lower income groups, 
yes, that is right, but not necessarily lack of money so far as the 
economy asa whole is concerned. 

You see, the money gets jammed up into the pipes and does not 
get back into the income stream. We have just as much money today 
in this country—I think I am safe in saying that; I have not checked 
this exactly—as we have ever had in the history of our country. 

The CuatrMan. You do not view it, then, as a situation where there 
is need for more money and credit for investment purposes. Rather, 
you view it as one in which there is more need for money and credit 
for consumption. 

Mr. Auuen. Generally so, except perhaps in the case of housing. 
As I understand it, some increased moneys have been made available 
for housing, and it could be that there is some need for some further 
money for housing. 

The Cuarrman, Very definitely, there is a need for more money 
and credit for housing. 

Mr. Auten. But in the capital investment field, I do not think gen- 
erally there is any lack of funds. 

The Cuarrman. Are there any further questions of Dr. Allen. 

If not, we thank you again, Dr. Allen, for a most interesting 
discussion. 

(Following is the statement filed with the committee :) 


SUGGESTIONS FOR REVISIONS OF INTERNAL REVENUE LAWS BY H. KENNETH ALLEN, 
PROFESSOR OF ECONOMICS, UNIVERSITY OF ILLINOIS 


The major recommendation that I desire to make pertains to the reduction, 
under conditions to be indicated later, in the rates of Federal taxes, particularly 
in the rates of the individual and corporation income taxes. This major rec- 
ommendation will be followed by suggestions for changes in three specific fea- 
tures of the Federal tax laws. 


TAX REDUCTION AS A MNOUNTERDEFLATIONARY MEASURE 


The Full Employment Act of 1946 affirmed that a high level of business ac- 
tivity and full employment was a goal of national economic policy. This policy 
has been reaffirmed by statements of President Truman and President Eisen- 
hower. Implicit in the policy is the control of inflationary forces as well as 
the combating of deflationary forces. Thus far in the postwar period primary 
responsibility for the stabilization of business activity has been left to the Fed- 
eral Reserve System. Even the Federal Reserve System was unable effectively 
to exercise its traditional powers over money and credit until the so-called accord 
was reached with the Treasury in March 1951. Within the limits of its powers 
the record of the Federal Reserve System from March 1951 to date in controlling 
money and credit is highly commendable. 

During the postwar period, however, there has been an almost complete lack 
of effective coordination of monetary and fiscal controls. The strong inflationary 
forces that prevailed at the end of the war called for a vigorous policy of surplus 
financing and debt reduction. Expenditures should have been cut to a minimum, 
and tax rates should have been maintained or increased. In this respect, the 
post-World War II practice is in sharp contrast with that of post-World War 
I. In the 10-year period immediately following World War I, the Federal debt 
was reduced $9 billion or about 35 percent. Coordination of fiscal and monetary 
controls is highly desirable during both upswings and downswings in the busi- 
ness cycle, but is especially desirable during the latter. As a matter of fact, 
primary emphasis must be placed upon fiscal controls during a period of deep, 
protracted economic depression. That monetary controls are largely impotent 
during a period of severe depression was conclusively demonstrated during the 
great depression of the 1930’s. 
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It is a well-known fact that this country is in an economic recession. Econ- 
omists are not agreed as to whether this will be another relatively mild and 
short-term recession like those of 1948-49 and 1953-54, or whether it will be 
more serious. Without attempting to analyze the multiplicity of factors in- 
volved, there is a strong possibility, in my opinion, that the current recession 
may be of the more serious variety and it could be of a highly serious type. It is 
recognized that we have numerous shock absorbers, nonexistent in the 1930's, 
which will cushion an economic depression. Some of these are the size of the 
total Government budget relative to gross national product; automatic changes 
in Federal tax collections without a change in rates; unemployment compensa- 
tion ; social-security payments; guarantee of bank deposits ; and the large amount 
of liquid savings. It is also recognized that the Federal-State highway pro- 
gram, debt-financed State and local public works, and stepped-up Federal ex- 
penditures for military purposes will have a counterdeflationary effect. These 
devices, however, will prove to be insufficient to reverse the tide of a major eco- 
nomic recession. 

In the light of the foregoing facts, it is strongly recommended that the Con- 
gress prepare a plan of tax reduction to be put promptly into effect when un- 
employment reaches the 5 million level. When unemployment reaches this fig- 
ure it will be signal that the recession is more than a mild one. It is suggested 
that the initial reduction should be an average of 10 percent in individual income- 
tax rates and somewhat smaller rate reductions in excise taxes and the corpora- 
tion income tax. The proposed reduction in individual income-tax rates should 
apply particularly to the lower brackets of income, that is, to those under 
$8.000. A strong case can be made for the reduction or even complete discon- 
tinuance of certain Federal excise taxes such, for example, as the transporta- 
tion tax on freight, but for the instant purpose general reductions in existing 
excise-tax rates would probably be somewhat less effective than reductions in 
the income tax. If excise taxes should be reduced, sellers would probably 
not promptly reduce prices by the amount of the tax reduction. Commodities 
subject to Federal excise taxes, moreover, represent a small percentage of the 
items purchased by a family. The benefits of tax reduction would thus be 
widely dispersed, and would probably not be sufficiently recognized by purchasers 
to cause them to increase purchases of nontaxed items by the amount of tax sav- 
ings on taxed items. Notwithstanding the limitations indicated, a reduction in 
some or all excise taxes would be appropriate. 

As a counterdeflationary device a reduction in the corporate income-tax rate 
is less desirable than a reduction in individual income-tax rates. It is true 
that the corporation income tax is shifted to a certain extent, and that a re- 
duction in the rate would probably result in a decrease in prices of goods sold 
by such concerns. Reduction in prices, however, would probably lag behind 
the reduction in taxes. To the extent that the corporation income tax is not 
shifted, a reduction in the rate would accrue to the benefit of stockholders. 
But corporations might not pass along this benefit promptly to stockholders in 
increased dividends and, if they did, incomes of persons in the middle and 
higher income groups would be increased because most stocks are owned by 
persons in these groups. For these reasons, the initial reduction in the corporate 
income tax should be less than the 10 percent reduction proposed for the in- 
dividual income tax. 

The most effective counterdeflationary measure is to reduce taxes paid by 
the masses of the people. Reduction of income taxes paid by individuals whose 
employers are subject to the withholding tax has the effect of an increase in 
wages. The highest percentage reduction in rates should be made in the lowest 
brackets of incomes, with smaller reductions in the higher brackets. Persons 
in the low income ,brackets have a high propensity to consume and will promptly 
spend increases in spending power which result from tax reduction. Personal 
exemptions should remain unchanged because an increase in these allowances 
would confer a greater dollar tax benefit to individuals in the higher income 
groups than it would to persons in lower income groups. 

The initial reduction in rate should be followed promptly by further reduc- 
tions of equal magnitude if unemployment should continue to increase substan- 
tially after reaching the 5 million level. Successive rounds of tax reduction 
should be planned for predetermined levels of unemployment. A second round 
should become effective at least when the number of persons unemployed reaches 
7 million. The difficulty of administering more than one round of tax reduction 
in the same year is recognized, but it is a minor problem as compared with the 
economic and social costs of a major depression. 








GENERAL REVENUE REVISION 2251 


Tax reduction is preferable to increased spending as a counterdeflationary 
device. Increased spending for military purposes is slow in being felt by the 
entire economy. Such an increase may, of course, be necessary in the period 
ahead for reasons other than countercyclical. Increased expenditures for pub- 
lic works has often been suggested as an effective counterdeflationary measure, 
but most public works have a low social priority as compared with the things in- 
dividuals would buy with increased purchasing power resulting from tax re- 
duction. A great deal of time is required, moreover, to implement a vast public 
works program. Increased public expenditures for countercyclical purposes 
might become necessary but it should be subordinated to tax reduction in the 
emphasis placed upon it. 

The implications of the proposal set forth above upon the Federal debt are 
readily apparent. If it should become necessary to reduce tax rates to combat 
an economic depression, a substantial increase in the public debt would be 
inevitable. To pave the way for such an increase, the maximum limit of the 
debt should be increased immediately. It must be kept in mind that it would 
be easier to support a public debt of $300 billion to $325 billion with an annual 
gross national product of $400 billion than it would be to support a debt of $275 
billion with a gross national product of $300 billion. If left to take its natural 
course, gross national product could easily fall to $300 billion or below in a 
major economic depression. This possibility is supported by the precipitous 
decline which occurred in gross national product during the 1930’s. The size 
of a public debt in itself has little significance; it is the ability of an economy 
to support the debt that is important. 

Whether the current recession will degenerate into a major downswing cannot 
yet be determined, but the Congress should be prepared to take prompt and 
vigorous action when unemployment reaches the critical level of 5 million. The 
proposed plan of tax reduction should be given priority over increased ex- 
penditures at least in the early stages of a major economic depression. 


CHANGE IN TAX TREATMENT OF INTEREST ON GOVERNMENT SECURITIES 


One of the remaining major vestiges of the doctrine of reciprocal tax immun- 
ity which was established by decisions of the United States Supreme Court in 
the 19th century is the exemption of interest on municipal securities from the 
Federal income tax and of interest on Federal securities from State and local 
income taxes. By court decisions in the 1930’s, salaries of Federal employees 
on the one hand and of State and local government employees on the other 
were removed from the exempted status which they had long enjoyed. 

The exemption of interest on municipal securities from the Federal income 
tax is especially objectionable because it confers a substantial tax advantage 
upon individuals in the higher income brackets who own such securities. The 
advantage in the case of Federal securities is much less because the rates of 
State and local income taxes are much lower than those of the Federal income 
tax. Not only does the exemption feature confer an unwarranted tax advantage 
upon wealthy individuals, but the competition among investors for such securities 
enables State and local government to borrow at substantially lower rates of 
interest than would otherwise be possible. Municipalities with good credit rat- 
ings have been able in recent years to borrow funds on a long-term basis at rates 
markedly lower than the rates on comparable United States Government bonds. 
The ridiculousness of the situation is apparent when a small city can borrow 
long-term funds at a lower rate of interest than that on a United States bond. 

Municipalities admittedly derive substantial savings in interest costs from the 
present arrangement, but these savings are offset, or more than offset, by higher 
Federal taxes than would otherwise be necessary. Municipalities and wealthy 
individuals gain from the tax-exemption feature but taxpayers in general lose. 
Another highly objectionable aspect of the present arrangement is that it distorts 
the normal pattern‘of investment. It gives municipalities an unjustifiable ad- 
vantage in competing with private corporations for capital funds with the inevi- 
table concomitant of a misallocation of resources. 

It is recommended that the interest on new issues of municipal securities be 
made subject to the Federal income tax and that State and local governments be 
permitted to tax the interest on new long-term issues of Federal securities. A 
possibility exists that the proposed change would require a constitutional amend- 
ment, but there is at least a fair chance that it could be effected by statutory 
enactment. If such a statute should be held unconstitutional, steps should then 
be taken to amend the Constitution. 








2252 GENERAL REVENUE REVISION 


DEDUCTION OF DIVIDENDS IN DETERMINING TAXABLE NET INCOME 


The inequity resulting from the double taxation of corporation dividends has 
long been recognized and a modicum of relief has recently been provided. Divi- 
dends paid by a corporation to individuals are not deductible under existing law 
in computing the corporation’s net taxable income under the Federal law. Ex- 
cept for a small deduction and a small tax credit, corporation dividends are sub- 
ject to the individual income tax. This double taxation discriminates against 
corporations as compared with unincorporated businesses, and encourages unrea- 
sonable retention of earnings by corporations in order to minimize the individual 
income-tax liability of stockholders. The excessive retention of earnings is 
especially prevalent in family-controlled corporations. <A further objection arises 
from the preferential treatment accorded interest on borrowed capital. Since 
interest on borrowed capital is deductible and dividends are not deductible in 
computing corporate net taxable income under existing law, corporations financed 
extensively by borrowed capital enjoy an unwarranted advantage over those 
financed primarily by stockholders’ capital. 

The best solution to the problem of double taxation of dividends is to allow 
corporations to deduct amounts paid out as dividends to stockholders in comput- 
ing taxable net income. Under this plan, undistributed corporate profits would 
continue to be taxed under the corporation income tax and dividends would be 
taxed to stockholders. Dividends would thus be subject to the graduated rates 
of the individual income tax in the same manner as other income. Except for 
the difference in rates between the corporation tax on undistributed profits and 
the personal income tax, the plan would attain the highly desirable goal of in- 
tegration of the two taxes. The proposed plan, moreover, would remove one of 
the major incentives under the present law for the unreasonable accumulation 
of undistributed profits. Finally, it would better equalize the situation as be 
tween debt-financed and equity-financed companies. Because of the impact that 
the proposed change would have on Federal revenues, it would have to be put 
into effect gradually over a period of 5 to 10 years. 


FEDERAL ESTATE TAX 


The credits allowed under existing law against the Federal estate tax liability 
for State inheritance, legacy, or estate taxes should be increased to a flat 80 
percent. Revenues from the Federal estate tax represent a minor source of 
Federal tax collections, but allowance of an 80 percent credit against the total 
Federal estate tax would provide a substantial measure of relief to State gov- 
ernments. This proposal is further justified by the fact that the transfer of 
property at the death of the owner is governed by State laws and State and 
local governments provide the probate courts and other facilities for the admin- 
istration of estates. 

A serious loophole in Federal estate tax and gift tax laws arises from the 
provisions which permit deduction of bequests to various types of nonprofit 
organizations. Many wealthy individuals have been able to avoid these taxes 
completely by giving their property to such organizations. The Federal Gov- 
ernment thereby loses large amounts of revenue that must be recouped from 
other taxpayers. There is a strong possibility that the taxpayers or the Gov- 
ernment could use these funds to a greater social advantage than can the non- 
profit organizations which now disburse them. 

These comments are not intended to reflect unfavorably upon the many socially 
desirable projects financed by tax-exempt organizations. It is submitted, how- 
ever, that it is desirable for these organizations to subject their programs to 
the “test of the market” to a greater extent than is now done. It is recom- 
mended, therefore, that the allowance for gifts and bequests to nonprofit organ- 
izations be limited to 50 percent of the amount so transferred. In making this 
recommendation, it is assumed that present allowances for deductible contribu- 
tions under the income tax law will be continued. 


The CuHarrmMan. Our next witness is our friend of a number of 
years, Dr. Atkeson. We remember you quite well from the years you 
served in the Internal Revenue Service. We welcome you back to 


the committee in your present capacity as professor at the College of 
William and Mary. 
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Dr. Atkeson, for the purpose of the record, will you give your 
name, address, and the capacity in which you appear ? 
Mr. Arxeson. Thank you, Mr. Chairman. 


STATEMENT OF THOMAS C. ATKESON, PROFESSOR OF TAXATION, 
COLLEGE OF WILLIAM AND MARY 


Mr. Arxrson. Mr. Chairman, with your permission, I should like 
to suggest 3 adjustments in the individual income tax which will 
tacilitate compliance and administration, and to suggest 2 changes 
affecting the base. In selecting these items I should hke to mention 
that I have attempted to cover areas which I did not think some of 
the other witnesses would cover. 

Mr. Mason. Mr. Chairman, may I ask this first ? 

You are a professor of taxation at William and Mary, and not a 
professor of economics? 

Mr. Arxerson. No, sir; professor of taxation. 

Mr. Mason. That is what I wanted to get clear, because the first 
one was a professor of taxation, the second one was a professor of 
economics, who gave the results as he saw them of the taxation, and 
now we are getting this approach. 

Thank you, sir. 

The first of the sections dealing with compliance and administra- 
tion is section 141, related to the standard deduction. In general, this 
section allows a deduction in an amount equal to 10 percent of the 
adjusted gross income or $1,000 whichever is smaller, in lieu of item- 
ized deductions. For taxpayers with adjusted gross income of less 
than $5,000, the effect of the 10-percent allowance is built into the 
optional tax table prescribed by section 3, which must be used by all 
taxpayers with incomes of under $5,000 who elect to use the stand- 
ard deduction. 

Thus, an unmarried wage earner making $60 a month, or $720 a 
year, who uses the tax table is liable for a tax of $8. This is the tax 
for all adjusted gross incomes in the bracket of $700 to $725. For 
purposes of the table the tax is determined by use of the midpoint of 
the bracket; namely, $712.50 minus 10 percent as the standard deduc- 
tion and minus the personal exemption of $600, leaving a taxable in- 
come of $41.25 to which the 20 percent rate is applied resulting in a 
tax of $8.25 which is rounded to the nearest dollar. 

The standard deduction in this case is, therefore, $71.25. If this 
wage earner had deductions for charity, taxes, medical expense, and 
the like of more than $71.25, he would be entitled to itemize his deduc- 
tions and pay a lesser tax. 

But the wage earner with a total income of only $720 is not often 
able to afford these types of deductions on such a low income, and, 
therefore, cannot claim them. Moreover, if he could it would require 
burdensome recordkeeping, particularly in respect to medicine and 
doctors’ bills. space ted 

The infrequency of his ability to itemize deductions is evidenced by 
the fact that out of 1.3 million returns reporting incomes for 1954 of 
from $600 to $1,000 on which a tax was paid, only 71,000 showed item- 
ized deductions. 

Because of the need to keep the personal exemption at the present 
low level of $600, the tax and recordkeeping requirements seem unduly 
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severe on all single persons at the extreme lower end of the income 
scale, for it appears quite unrealistic for anyone to maintain himself 
today on $720 a year, much less be liable for an income tax of $8 on 
such an income. Yet there are 1.3 million taxable returns filed re- 
porting incomes of only $600 to $1,000. 

The shopworn argument that everyone should be required to pay 
a Federal income tax so that they might be encouraged to take an 
interest in tax policy is now rather obsolete as everyone is constantly 
reminded of taxes through taxes on sales, property, and employment. 

My suggestion is to direct some relief in highly concentrated form 
toward the extremely lower brackets without making any change in 
the amount of the $600 exemption. This can be accomplished by pro- 
viding a minimum standard deduction of $250 for single persons and 
married persons, and $125 on each return of married persons filing 
separate returns. This would mean that the present 10 percent rule 
would be amended to read, “$250 or 10 percent whichever is greater.” 

Thus, our wage earner with $720 income would use a standard de- 
duction of $250 instead of $71.25, which would completely eliminate 
the $8 tax. 

The overall effect would be that no unmarried individual would 
ever pay a tax on incomes of under $850, as against $675 today, and 
no married couple would pay a tax on less than $1,450, as against $1,325 
today. 

For both the single persons and married persons the $250 minimum 
standard deduction would be greater than the present 10 percent 
deduction up to the $2,500 income level, at which point the 10 percent 
would again take over as at present. Thus, in addition to relieving 
all tax up to the $850 level for single people and $1,450 for married 
people, there would be a gradually declining diminution of all taxes 
up to the $2,500 level without affecting the tax on incomes above this 
amount. 

The best calculation I could make with resnect to the cost of this 
particular suggestion would be about $125 million at present rates. 

The second suggestion that I have deals with the filing require- 
ments of section 6012 (a) (1). This section requires that every in- 
dividual having a gross income of $600 or more must file a return, 
except that, if aged 65 or over, the minimum is $1,200. 

Thus a married man under 65 years of age with a gross income from 
all sources of $60 a month, or $720 for the year, is required to file a 
return today despite the fact that the law gives him a $1,200 personal 
exemption. The fact that he has $1,200 personal exemptions means 
that he could not possibly have any tax on a $720 income. Moreover, 
in the case of individuals aged 65 and over, no tax can possibly be due 
on any return with a gross income of less than the personal exemp- 
tion plus the old-age exemptions. And finally, no tax can possibly 
be due on any return with gross income less than the aggregate of (1 
the personal exemption, (2) the old-age exemption, and (3) the pres- 
ently granted minimum standard deduction. The presently granted 
minimum standard deduction under the code section 3 tax table is 
$75 today, against the $250 I was recommending for 1 exemption and 
$195 for 2 exemptions. 

This means that under current law no tax is due from any single 
person under 65 with an income under $675, or if over 65 (with an 
income under $1,325. For married persons, both of whom are under 
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65, the limit is $1,325; and, if both are over 65 the upper limit is $2,675, 
but ar tax returns are presently required from all of these people. 

If the minimum standard deduction previously suggested of $250 
is adopted these levels will be slightly higher as follows: 


Present Proposed 


Single persons: 


NTL SGRs RUE scene tntcneduseetddienvedsakanteeaebaakkidbaenennel $675 $850 

IE cnt, ncihanuantaceene widen heidannd teenie tae edaiedinnabaace 1, 325 1, 450 
Married persons: 

BEE MOET, onvnintilcocen tiwtarviedunslndebesindtstiiineteh taba 1, 325 1, 450 


DOES Cb DU, oon Shek ddd ces naka cuewletabunwbscdwcee anh adeleas | 2, 675 2, 675 


In view of these tax-free limits, the present $600 gross income filing 
requirements produce some 5 million returns which serve no purpose 
and impose a wholly unnecessary burden upon the return filers and 
the Revenue Service. These returns are exclusive of the nontaxable 
returns filed as refund claims for excessive withholding and those 
filed as a result of the $400 minimum filing requirement for the tax 
on the self-employed. 

My suggestion is to eliminate the present $600 gross income filing 
requirement and substitute the following rules: 

ingle persons must file returns if their gross income equals or 
exceeds $850 plus the allowable old-age exemption. 

Married persons filing jointly must file if their gross income equals 
or exceeds $1,450 plus the allowable old-age exemption. 

Married persons filing separately must file if the gross income 
equals or exceeds $725 plus the allowable old-age exemption. 

The third point from an administrative and compliance standpoint 
that I would like to raise is the definition of a “dependent.” For a 
person to qualify as a dependent of another he must meet the rela- 
tionship tests specified in section 152. These tests were first adopted 
in the Endividval Income Tax Act of 1944. Because of their restric- 
tive nature the Congress has broadened them considerably since 1944 
by various amendments, the most important of which are represented 
by the additions of section 152 (a) (9) and (10) which has reference 
to unrelated members of the household and cousins requiring institu- 
tional care. 

The technical restrictions as imposed by section 152 have very little 
practical significance, as most everyone who now derives his chief 
support from another is being claimed on somebody’s tax return. 
This is indicated by the fact that the total number of $600 exemption 
claims (other than for old age and blindness) included in the tax 
returns for 1955 aggregate approximately $155 million. The differ- 
ence between this figure and the total population is chiefly accounted 
for by persons in various forms of occupations below the tax filing 
level or in public institutions who do not receive their chief support 
from other tax return filers. 

The present technical rule imposes upon the taxpayer the liability 
of checking the various relationship classifications required to be 

rinted in the return instructions and imposes upon the Revenue 
Service the duty of verifying the relationship of the dependent 
claimed, a totally impossible job, all of which is without any real 
revenue significance. 
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The important factor is, did the dependent actually receive his 
chief support from another who was legally or morally bound to 
furnish his chief support. 

For all years prior to 1944 the rule for dependents was: 

Each person (other than husband or wife) under 18 years of age, or incapable 
of self-support because mentally or physically defective, whose chief support 
was received from the taxpayer. 

I would suggest that we return to this, or some substantially 
equivalent rule. 

My fourth suggestion relates to a change that has some slight effect 
upon the tax base; namely, section 1202, providing for deduction of 
capital gains from gross income. This section provides for the de- 
duction of 50 percent of the net long-term capital gain from gross 
income in arriving at adjusted gross income, The deduction is ac- 
complished mechanically—by including only 50 percent of the long- 
term gains as computed on the capital-gain schedule (form 1040-D) 
in the body of the tax return, in the same manner as the net profit from 
business and from rents, as computed on the appropriate schedules, 
are carried forward to the gross-income section of the return. 

Admittedly, the expenses incident to business and rental properties 
are expenses directly attributable to the production of gross income 
and should be deductible from gross income in determining adjusted 
gross income. But is it proper to argue that the 50-percent deduction 
allowed in the case of capital gains is an item of expense attributable 
to the production of the total gains prior to the deduction ? 

The primary purpose of the 50-percent deduction is to exclude 
a portion from the tax base and to get the benefit of lower surtax rates 
on the balance. This purpose can be accomplished by making this 
50-percent exclusion deductible from adjusted gross income in arriv- 
ing at taxable income. 

nder present law, a single person with all his income from salary 
amounting to $15,000 and who has total medical expenses of $800 
is allowed a medical deduction of $350. Precisely the same situation 
for a person with all his income from long-term capital gain gives 
a medical deduction of $575. 

The preferential treatment accorded capital gain should be limited 
to the direct benefits of deduction of one-half and the rate schedule, 
and not permitted to have secondary benefits of the type illustrated. 

If the 50 percent is made deductible from adjusted gross income 
rather than gross income, some of the consequences would be as 
follows: 

First, the taxpayer who realized a profit of $15,000 in 1 year on the 
sale of capital assets would have precisely the same charitable and 
medical deduction limitations, dollarwise, as the taxpayer who re- 
ceived $15,000 from any other source. 

Second, the chances are that medical deductions would be cut 
back under this change to a greater extent than charitable deductions 
would be increased. 

Third, this additional deduction, added to other adjusted-gross- 
income deductions, would cause some who now use the standard de- 
duction to itemize their deductions, and thereby tend to squeeze some 
of the water out of the standard deduction allowance. 

Fourth, where this item plus other allowable deductions totaled 
less than the standard deduction, the 50-percent exclusion would be 
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lost, just as the present 3-percent normal-tax credit on certain types 
of bond interest, or the 2-percent credit on tax-free covenant bond in- 
terest, or the foreign-tax credit in connection with tax paid to foreign 
governments, 

Fifth, there would be no change in the present tax effect in respect 
to capital-gain treatment other than where the standard deduction 
is used under this proposal; that is to say, all the benefits of taxing 
only one-half of this income and the alternative tax would be as they 
are at present. 

My last suggestion relates to the definition of gross income. This 
section sets forth the general nature of what gross income includes. 
It is in reference to the section that I would like to make a few points 
in connection with the status of social-security income; that is, the pri- 
mary payment, not the survivorship payments. In 1941, the Reve- 
nue Service officially ruled that social-security payments were exempt 
from the income tax (1. T. 3447, 1941-1, C. B. 191). 

The first point that I wish to make is that if these payments (other 
than survivorship payments) were to be included in the definition of 
gross income there would be more incentive to iron out some of the 
technical difficulties between the definition of wages for purposes of 
the Federal Insurance Contributions Act and the definition for in- 
come-tax withholding. This would be of great assistance to all em- 
ployers who now have the tremendous job of collecting taxes under 
both acts. 

The second point I wish to make is that, even though included in 
gross income, such would not be burdensome from a tax standpoint to 
anyone who depended solely or chiefly upon this income for a living, 
as there could not possibly be any tax since, under present law, the 
personal exemption plus the old-age exemption plus the standard de- 
duction is greater than the income, eliminating all tax consequences. 
On the other hand, there would be tax consequences for persons with 
considerable amount of other types of income, and I think this is as it 
should be. 

The third point is that by coordinating this with other taxable pen- 
sions and annuities under section 72, the investment in the contract, 
that is, the cumulative wage deductions taken from the wage earn- 
er’s pay for social-security purposes and the payments on self-em- 
ployed income can be recovered tax fre before any tax is applicable. 
The chances are that the full investment will be recovered within the 
first 3 years, so that rule would apply, and there would not be any 
serious compliance problems such as are present under the exclu- 
sion ratio for pensions where the capital is not recovered within 3 
years. 

The fourth point is that inclusion of this income would avoid the 
need for the retirement-income credit under section 37, which seriously 
complicates the tax forms because this is directly related to the pres- 
ent exclusion of social security from the income base. 

And, finally, my fifth point is that social-security payments (other 
than survivorship payments) are no different in nature than other 
types of taxable pensions provided by employers to their employees 
and, in the final analysis, are forms of wage-continuation payments 
carried on after retirement. They represent unencumbered, spend- 
able dollars in the hands of the recipients to the same extent as any 
other taxable receipts and, therefore, should be included in the tax 
base subject to the general laws of taxation. With the ever-increas- 
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ing number of annuitants and the increasing payments, this segment 
of the personal income is going to bulk so large that it will someday 
have to be brought into the tax picture. When that time comes, it is 
likely to be far more difficult, and far more necessary, to include it 
in the gross-income definition than it is today. 

I might add one comment to my s‘atement. 

The question is often asked: “How do you make this transition 
from the nontaxable to taxable social-security payments?” 

I would suggest this 3-year exclusion from income in order to permit 
all of them to recover their capital. In other words, it provide a 
3-year flat rule, so that the income would not be taxable for the first 
3 years. That would apply to all who are now receiving payments, 
as well as to all of those who will receive payments in the future. 

That is all I have, Mr. Chairman. 

The CHarrman. Are there any questions of Dr. Atkeson? 

Dr. Atkeson, I want to thank you for the suggestions. They are 
similar to some that you made before the Subcommittee on Internal 
Revenue Taxation in November of 1956. The fact that we did not 
legislate, or have not legislated, on some of your ideas to date 
should not mean to you that we did not look with some favor upon 
some of the suggestions. 

I appreciate the fact that you have brought these suggestions to the 
full committee so that they may still be before us and be considered by 
us as we legislate in connection with tax revision. Your suggestions 
will have an added advantage of bringing about some degree of sim- 
plification to the tax return itself, and easing the compliance by the 
taxpayer. 

Mr. Arxrson. Thank you, sir. 

The Cuarrman. I remember we were stressing that point in the 
subcommittee, as you testified in November of 1956. 

Mr. Arxrson. Thank you Mr. Chairman. 

The Crarrman. Mr. Mason will inquire. 

Mr. Mason. I just want to say this for the benefit of our witness 
and others, that personally I am getting a refresher course in taxa- 
tion. I thought I knew about all there was to know 40 or 50 years 
ago when I specialized in it and studied it. 

But it is very good, Mr. Chairman, and I want to compliment the 
subcommittee on giving us this type of a hearing. 

The Cuatrman. This procedure was instituted by our late Chair- 
man, Mr. Cooper. 

Mr. Arxrson. Mr. Chairman, in view of your comments, may I say 
that I appreciate the opportunity of submitting these suggestions 
a second time. 

The Cuarrman. We appreciate very much your being available be- 
fore the committee this morning and the information you have given 
the committee. 

Our next witness is Mr. John P. Barnes. 

Mr. Barnes, we remember you well from your service in the Internal 
Revenue Service. You have been out of the Service a year or so now, 
and we welcome you back to the committee. 

Mr. Barnes. Thank you, Mr. Chairman. 

The Cuarrman. For the purpose of the record, will you identify 
yourself by giving your name, address, and the capacity in which you 
appear. 
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STATEMENT OF JOHN P. BARNES, ESQ., MacLEISH, SPRAY, PRICE 
& UNDERWOOD, CHICAGO, ILL. 


Mr. Barnes. Mr. Chairman and members of the committee, my name 
is John P. Barnes. I ama lawyer practicing in Chicago, and most of 
my professional work is in the field of Federal income taxation. 

I am one of those invited by your late chairman to appear and give 
their views on the basic tax policies that are now under consideration 
by this committee. 

The Cuarrman. Mr. Barnes, do you have a copy of your statement 
for the members of the committee ? 

Mr. Barnes. I am sorry, Mr. Chairman. I finished it only yester- 
day, and I thought I anit speak more or less extemporaneously. 

e CHAIRMAN. You are recognized to proceed in your own way. 

Mr. Barnes. Thank you, sir. 

In my letter of invitation, it was suggested that I appear as amicus 
curiae. It is my intention to play that part to the best of my ability. 
I represent no particular group, What I shall say will be that which, 
in my honest conviction, needs to be said in furtherance of the best 
interests of the taxpayer group as a whole and the national welfare. 


INEQUALITIES IN INCOME TAX LAW 


A net income tax, in theory, is commensurate with the ability of 
each taxpayer to pay. For this reason, net income taxation is favored 
by those having special competence and experience in the field of taxa- 
tion. And I do not doubt that it is likewise favored by a majority of 
our citizens. 

But we do not have taxation according to ability to pay. Instead, 
our tax law is full of shocking preferences and inequalities. 

In my opinion, this condition is attributable to the fact that our 
law has been formulated without consistent adherence to any basic 
concept of net income and any basic standard for determining when 
deviations from that concept should be made. We started, with our 
first income tax act, in 1913 on an empirical basis, and have continued 
since that time on the same basis. This is a statement of fact, not a 
' eriticism, because I realize that there were practical reasons for this 
course of development of the law, and I doubt that any other course 
would have been possible. But nevertheless, the fact remains, that 
although our law has undergone numerous revisions, usually for the 
announced purpose of simplification among others, the exceptions, 
qualifications and special relief provisions in our statute have multi- 
plied; and, instead of simplification, there has been growing complica- 
tion of the law and, what is worse, there have been increasing in- 
equalities in its application and effect. 

When I speak of inequality I mean a disparity in the impact of the 
tax upon two or more taxpayers which is not founded upon a corre- 
sponding disparity in those circumstances of the taxpayers that should 
govern the impact under a logical concept of net income taxation 
consistently followed. 

The inequalities in our statute are the subject of my comments to- 
day. I intend to discuss some, by no means all, of them for the pur- 
pose, first, of establishing that they do exist and involve gross unfair- 
ness and, secondly, of pointing out what I conceive to be the net over- 
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all effect of inequalities upon the distribution of the tax burden among 
the whole taxpayer group. 


EXAMPLES OF INEQUALITIES 


Deduction of nonbusiness interest and taxes 

I shall begin with an inequality of long standing. From the outset, 
our law has allowed the deduction of taxes on nonbusiness property 
and interest on indebtedness incurred to carry such property. This 
provision of law creates an inequality between homeowners and 
renters. The taxes and interest paid by the homeowner are personal 
expenses no less than the rent paid by the person renting living space. 
Moreover, a homeowner whose taxes and interest equal the rent paid 
by a renter has no less capacity to pay tax than the renter. There is no 
difference in their circumstances that should determine the impact 
of the tax under a logical income taxation concept. But there is a sub- 
stantial difference in the impact of the tax upon them. 

I am not suggesting a change in the law in this particular. There 
may be, perhaps are, sound social and economic reasons for retainin 
the preference in favor of the homeowner. Moreover, a change would 
hardly be politically feasible. My purpose in mentioning it is to show 
by a very simple example the nature of tax inequality, and to make sure 
that we do not lose sight of this particular one merely because it has 
been so long embedded in our law. 


Additional personal exemption for persons 65 years of age and older 

A few years ago, the law was amended to allow a person 65 years 
of age, or older, an additional $600 personal exemption. Although 
some may doubt that there is justification for the manifest preference 
created by this amendment in favor of the group intended to be bene- 
fited, namely, the older retired group with small fixed incomes, some- 
thing, at least, can be said in its favor. But the additional exemption 
is also available to wealthy persons in the specified age group; and 
what can be said in defense of the preference thus accorded them. 
Why should the impact of the tax on older persons with substantial 
incomes, often from investments, be less than the impact on younger 
persons with smaller incomes, in most cases consisting of earnings? 

The foregoing comment also apply, in my judgment, to the larger 
medical expense deduction allowable in the case of a taxpayer who is 
65 years of age, or older, and to the retirement-income credit. 
Additional personal exemption for blind persons 

The additional personal exemption accorded blind persons creates 
an inequality between that group and all other taxpayers. I have no 
difficulty justifying this inequality insofar as it exists only between 
the blind group and other taxpayers having no physical or mental 
handicaps, but I can think of no reason whatsoever for the discrimina- 
tion worked against that group composed of persons having other 
handicaps than blindness. Asa taxpayer, I feel no resentment because 
the law allows a blind person 2 exemptions and me only 1, but I was 
conscious of a deep sense of resentment when I read the recent de- 
cision of the Tax Court denying the deduction of expenses incurred 
by a severely crippled taxpayer in getting to and from his work in a 
specially designed and constructed automobile, which was his only 
possible means of transportation—resentment not against the decision, 
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for that seemed to me to be sound under the code provisions, but 
against the discriminatory provisions that denied the taxpayer as 
many personal exemptions as a blind person. 

Capital gains 

For further cases of inequality I turn next to the capital-gains pro- 
visions of the code. The basic, underlying reason for special treat- 
ment of capital gains is to give relief from the harsh impact of a grad- 
uated income tax (especially when steeply graduated to a very high 
top bracket) upon lumped income, that is, income realized in 1 year 
but attributable to accretion, appreciation, accumulation, or earnings 
over a period of more than 1 year. 

Fairness to the taxpayer may be stressed as the justification for the 
special treatment of capital gains. Or, on the other hand, the sup- 
posed beneficial effect upon the national economy and the flow of 
income-tax revenue, resulting from relief to taxpayers may be stressed 
as the justification for such special treatment. The latter justification 
was the one assigned for the special treatment of capital gains when 

rovision for it was first incorporated in the statute in 1921. The 
Committee on Ways and Means, in its report on the bill which became 
the Revenue Act of 1921, said: 
Many such sales, with their possible taking and consequent increase of 
the tax revenue have been blocked by this feature of the present law— 
that is, the treatment of capital gains as ordinary income. 

In 1938, when the revenue statute, including the capital-gain pro- 
visions, underwent major changes, a subcommittee of this committee 
considered, and in its report stated at length its conclusions concern- 
ing, the question of the proper treatment of capital gains. The sub- 
committee expressly recognized fairness to the taxpayer as justification 
for special tax treatment of capital gains, saying : 

It will be noted that during almost the entire decade following the adoption 

of the 16th amendment in 1913, capital gains were fully subjected with ordi- 
nary, recurring income to the normal tax and surtaxes in the year in which the 
asset was sold. It might properly be objected to such method today, however, 
that it would be unfair fully to subject a capital gain to the present scale of sur- 
taxes in the year of realization, when in fact the appreciation in the value of 
the asset occurred over a number of years. 
And although the subcommittee also recognized as additional justifi- 
cation for capital gain tax relief the supposed beneficial effect upon 
the national economy, the subcommittee expressed doubt as to the 
extent of such beneficial effect. On this the subcommittee said : 

Except in certain special cases, the scope and force of tax influence upon the 
sale of securities and other capital assets may be easily exaggerated. In general, 
neither the available evidence nor analysis of the underlying factors support the 
Jarge claims often made in this connection. The underlying business situation 
and the related speculative temper of the times are primarily responsible for 
stock market and real-estate booms and collapses. 

It thus appears that the reason for special treatment of capital gains 
is to ohavids relief from the harsh burden of a graduated income tax 
on lumped income for the purpose (1) of benefiting the taxpayer in the 
interest of fairness and (2) of benefiting the national economy by 
removing a tax obstruction upon the free flow of capital transactions. 
I am not aware that any other reason or justification has been 
advanced. 

Insofar as the capital-gain provisions of the law are intended to, 
and do, operate for the benefit of the taxpayer whe receives lumped 
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income in the form of capital gain, it is only a partial solution of a 
much larger problem. There are many forms of lumped income 
besides capital gains, and the taxation of other kinds of lumped income 
at ordinary rates is equally as burdensome and unfair as like taxation 
of capital gains. The taxpayer who receives in 1 year income earned 
over the previous 5 years has no capacity or reason for paying more 
tax than another taxpayer who realizes an equal amount of gain in 
1 year from the sale oF a capital assets held for the same 5-year period. 
But the taxpayer having the earned income will pay a substantially 
larger tax, unless very low tax brackets are applicable. Sections 1301 
1302, and 1903 of the code give a measure of relief in the case of 
lumped compensation, but they are limited in application and the 
relief afforded is not nearly so extensive as that afforded by the 
capital-gain provisions. 

No attempt has ever been made in our statute to solve the overall 
problem created by lumped income. Nor has any attempt been made 
to solve the closely related problem of widely fluctuating income from 
year to year. Hence, in providing the special tax treatment of capital 
gains, our law creates a preference in favor of the taxpayer having 
that kind of lumped income and a discrimination against all other tax- 
payers having other kinds of lumped income. 

But, in answer to this, it may be said that the special treatment of 
capital gains is for the purpose of benefiting the national economy, 
not merely the taxpayer, and that unless such additional reason exists 
the justification for special treatment of any class of income also does 
not exist. Although some might question the validity of the alleged 
benefit to the national economy as a basis for so great a preference, I 
will pass that, Instead, I should like to discuss briefly several classes 
of gains that have been made subject to the capital-gain provisions in 
the light of the reasons for special treatment of capital gains. 

The capital-gain treatment of a lump-sum payout from a pension or 
profit-sharing plan, on account of the employee’s death or separation 
from the service of the employer, is clearly an anomaly. No capital 
asset is involved, and hence no sale or exchange of a capital asset 
occurs. Instead, the gain realized from such lump-sum payout is 
chiefly additional compensation to the employee—compensation on 
which he has paid notax. Since this is no capital transaction, the pur- 
pose of promoting the free flow of capital transactions in the interest 
of the national welfare by lifting the burden of ordinary tax rates on 
gains from such transactions does not apply here. The only explana- 
tion of the capital-gain treatment in this case is relief to the taxpayer 
in respect of lumped income. But such relief involves the extension 
of capital-gain treatment to income that is not capital gain at all but 
compensation and constitutes a discrimination against other taxpayers 
having lumped income of a noncapital character. 

The code provisions for taxing gain to an inventor from the trans- 
fer of his patent as capital gain are not justified by the reasons under- 
lying the special treatment of capital gains. The inventor’s gain gets 
the special treatment notwithstanding that the payments for the 


patent are payable over the life of the patent or are contingent on the 
use or productivity of the patent. In other words, even though the 
payments are received in equal yearly amounts, the gain receives the 
preferred treatment. But in such case there is no lumped income 
whatsoever, and lumping of income is the basic reason for special 
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treatment of capital gains. Even when the payments to the inventor 
are based on the use or productivity of the patent, there is not likely 
to be lumping of income, althought there may be fluctuation in income 
from year to year. Finally, I do not believe that patent transfers are 
in the class of capital transactions which Congress thought it neces- 
sory to stimulate through tax preference in the interest of the national 
welfare, 

But even if one could agree that the reasons for preferential treat- 
ment of capital gains are applicable in the case of the inventor’s gain, 
there needs to be answered the question why authors, composers, and 
artists are denied the same treatment as inventors, This difference in 
treatment is not casual; for the code not only by special provision in- 
cludes the inventor’s gain but also by express provision excludes the 
author’s, the composer’s, and the artist’s gain from the reach of the 
capital-gain provisions. The discrimination against the latter class, 
thus, is deliberate. And discrimination it appears to be, since there is 
no difference in circumstances justifying the difference in tax impact. 

Like the inventor’s gain, gains from cutting timber and gains from 
the disposal of timber or coal held for more than 6 months under a 
contract retaining an economic interest in the owner receive capital- 
gain treatment. And, as in the case of the inventor’s gain, the special 
treatment of these types of gain is allowed even though there is no 
lumped income; hence, it cannot be justified by the reasons that have 
been assigned for taxing capital gain at lower than ordinary rates. 
Qualified pension and profit-sharing plans 

The next inequality that I shall mention is that existing, by virtue 
of the special provisions of the code applicable to qualified pension 
and profit-sharing plans, between the ‘Sins of persons benefited by 
those provisions and all other taxpayers, particularly those having 
earned income. On the one hand, the employer is permitted to de- 
duct currently his or its contributions to the fund. On the other 
the employees are permitted to postpone the payment of tax until 
they actually receive distributions from the fund—notwithstanding 
that under well-established principles they may and often do realize 
income at the time when the employer makes the contribution or at 
whatever later time vesting occurs. Through this tax preference the 
vast sums of money that go into pension and profit-sharing funds 
are relieved of any current tax burden whatsoever; and because such 
funds are so relieved it is possible to accumulate large amounts of 
capital for the employees covered by such plans which are paid to 
them at or after retirement. Moreover, since the employee’s Incomes 
are usually lower when they receive the payments than their incomes 
were when the employer made the contributions, the postponement 
of the tax payment permits them to pay lower rates of tax on this 
type of income. And, if the employee dies or is separated from the 
service of the employer, and because of such occurrence a lump-sum 
payout is made to the employee or his beneficiary, it is subject to capi- 
tal-gain treatment, as we have already noted. 

By way of comparison, consider now the case of the self-employed 
individual or the worker not covered by a qualified plan. No relief 
is extended to him to enable him to make provision for himself and his 
wife after retirement. His income is currently subject to the full im- 
pact of the tax, and provision for his old age must be made out of 
savings after payment of income taxes and living expenses. The tax 
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load being so burdensome and living expenses so high, the average 
individual, I am sure, finds it difficult to make such provision out of 
such savings. ; 

The gross discrimination against the self-employed and workers not 
covered by qualified pension and profit sharing plans is, I think, 
plainly apparent. Perhaps, it may be said that the code provisions 
relating to pension and profit sharing plans are justified by wider 
social and economic reasons than the mere relief to the benefited em- 
ployees. I, for one, do not consider such explanation valid. There are 
no larger social and economic reasons that justify a preference so 
great that it permits the benefited group to grow prosperous and 
secure at the expense of the revenue and of other taxpayers. 


Percentage depletion 


Finally, I will comment on the inequality in our law that, in my 
opinion, is the most indefensible of all. I refer to the percentage 
depletion deduction allowed to the natural resources industries. The 
concept of a net income tax contemplates the tax-free recovery out 
of income by a taxpayer of the costs and expenses incurred by him 
in producing the income, with resultant taxation of the remaining 
portion of the income. But neither that concept, nor any theory with 
which I am familiar, sanctions the exemption of income in excess of 
an amount necessary to return the taxpayer’s capital investment. But 
this is precisely what the percentage depletion deduction permits. 
In the disguise of an allowance, whose purpose in theory is to return 
tax-free a taxpayer’s capital investment, it operates in fact to exempt 
income in excess of what is needed to restore the capital investment; 
for the deduction is available to a taxpayer after he has recovered his 
capital or even where, in fact, he never had any capital invested in 
the property. 

In this respect, at least, the percentage depletion deduction is a dis- 
crimination against all those taxpayers who do not have the benefit 
of it. The argument is made that percentage depletion is necessary, 
in the interest of the national welfare, as an incentive to encourage 
the continued discovery and production of certain minerals, particu- 
larly oil and gas. I am not prepared to discuss the question whether 
any such incentive is necessary; but, if it is, I doubt the wisdom of 
offering it in the form of a tax preference. Moreover, I am confident 
that absolutely nothing can be said in defense of percentage depletion 
in its application to some minerals and natural deposits. 


EFFECT OF HIGH TAX RATES AND INFLATED ECONOMY ON INEQUALITIES 
IN THE TAX LAW 


It is important to consider next what effect our present high tax 
rates and inflated economy have on the inequalities in the income tax 


law. 

The first thing of note is that these factors have been responsible for 
the introduction of certain of the inequalities into the law since the 
end of World War II. The burden of high taxes and high living 
costs has been so great that relief has been provided for certain groups 
which were thought to be under an economic disadvantage. In my 
opinion, this is the explanation for the additional personal exemp- 
tion allowed a person 65 years of age or older and to a blind person 
and for certain of the other preferences that have been incorporated 








GENERAL REVENUE REVISION 2265 


in the law in the last 12 years. But, as already noted above, in enact- 
ing these special provisions we showed no apparent concern for the 
fact that they set in operation inequalities between the groups bene- 
fited by such promnene and other taxpayers. 

The second thing to be noted is that the high tax rates and inflated 
economy have operated to produce a broadening or spreading of the 
disparity in tax impact inherent in certain of the inequalities. For 
instance, these factors are an inducement to the spread of qualified 
pension and profit-sharing plans. High corporate rates tend to make 
corporate policy in respect of deductible expenses more liberal because 
of the lesser net economic effect on the corporation. On the other 
hand, high personal tax rates act as a compulsion on employees to 
translate, through qualified plans, a portion of compensation into 
income, the receipt of which is deferred but the tax on which is also 
deferred, because the employees, under such arrangement, will be 
economically better off in the long run than they would have been, if 
they received greater compensation currently. If rates were lower, 
corporations probably would not be as liberal as they are in setting 
up such plans and the plans would not be as attractive to employees. 

But, under the existing provisions of law, these plans can never 
spread enough to eliminate the inequality inherent in them, for there 
are large numbers of taxpayers who cannot possibly take advantage of 
the applicable code provisions. The spreading has merely increased 
the number of individuals benefited and narrowed the class of individ- 
uals to whom is shifted a greater share of the tax burden imposed by 
the growing need for revenue. 

Finally, it should be noted that the high rates and inflated economy 
accentuate the disparity. For example, a taxpayer having ordinary 
taxable income will pay tax of $10,740. On the other hand, a taxpayer 
having $26,000 of income, of which $10,000 is oil royalty income, will 
be entitled to a percentage depletion deduction of $2,750; and, hence, 
will pay tax of only $9,117—or $1,622 less tax than the first taxpayer. 
But, if the applicable top tax bracket in such case were 25 percent 
instead of 59 percent, as it is, the difference in tax would be only $687. 

In general, I think it can be said that if the tax rates were not so 
burdensome that a taxpayer with ordinary income did not have diffi- 
culty in accumulating savings after paying taxes and living expenses, 
the unfairness inherent in tax preference would not be so great. As 
it is, the unfairness is magnified by existing conditions, and this should 
cause even greater concern about the existing inequalities and the 
creation of any additional ones. 

Effect of inequalities on the distribution of the tax load 

Every dollar of the tax load lifted from one group of taxpayers 
falls on another group. This raises the question as to how the dis- 
tribution of the tax load among taxpayers has been affected by the 
inequalities in our law. I think it unlikely that a statistical study 
would give the full answer to this question, but it undoubtedly would 
be helpful. At any rate, I have no statistics bearing on the question, 
but I do have an opinion, which is based upon study and observation. 

I think that earned income today bears a disproportionate part of 
the tax burden. The worker for whom no pension or profit sharing 
plan is provided by his employer and the self-employed, whether pro- 


essional man, salesman, artist, entertainer, or shopkeeper gets the full 
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tax blow. Since his earned income is the product of his own labors 
he — no depreciation deduction, notwithstanding that his hysical 
and mental equipment is exhausted in earning the income, He has no 
tax haven like tax-free bonds. If he has income that fluctuates widely 
in amount from year to year, there is no provision of law that permits 
him to spread or level out the tax. i he receives lumped income 
that has been earned over several years, he gets no capital gain treat- 
ment of it. There is available to him no provision, like the percenta 
depletion deduction, that restores to him, free from tax, capital that he 
never invested in the production of the income. And there are no 
special provisions, like those applicable to qualified pension and profit- 
sharing plans, that permit him to defer tax on current income in order 
to provide for himself in old age. Unshielded by any of these devices, 
he takes a beating. 
CONCLUSION—SUGGESTIONS 


My suggestions for correction of these abusives are brief. First, 
I think that we should stop enacting special provisions for the relief 
of special groups. The argument that a particular group is supposed 
to suffer a peculiar hardship because of the tax burden and general 
economic conditions is often an appealing one. But in providing relief 
for them, as has already been noted, other inequalities are often created. 
Certainly, a special relief provision should not be enacted until care- 
ful study has been made to make certain that it does not itself create an- 
other inequality in the law. Secondly, I think that a start should be 
made toward eliminating some of the existing inequalities in the law 
and equalizing the tax burden among the es body of taxpayers. 
But I would again suggest that this be done only after thorough, pains- 
taking study and analysis. 

Thank you. 

The Cuatrman. That concludes your statement, Mr. Barnes? 

Mr. Barnes, Yes, sir. 

The Cuatrman. Are there any questions? 

If there are no questions, thank you for your appearance and the 
information given the committee. 

The committee will now stand adjourned until 2 o’clock at which 
time the first witness will be Mr. William Cary. 

(Thereupon, at 12:15 p. m., the committee recessed, to reconvene 
at 2 p.m.) 

AFTERNOON SESSION 


The CHatrman. The committee will please come to order. 

Our next witness is Mr. William L. Cary. 

Mr. Cary, will you please come forward and identify yourself for 
the record by giving your name, address, and the capacity in which 
you appear? 


STATEMENT OF WILLIAM L. CARY, PROFESSOR OF LAW, COLUMBIA 
UNIVERSITY SCHOOL OF LAW 


Mr. Cary. Mr. Chairman and members of the committee, I am 
William L. Cary, a member of the New York bar, and I am a professor 
of law at Columbia University Law School. 

By way of introduction, I want to say that I appreciate the efforts 
of the Ways and Means Committee to obtain some independent view on 
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tax reform from outsiders, that is, those who have no professional 
obligation to particular clients. Frankly, I was reluctant to testify, 
and only did so after considerable persuasion. The reason is that 
my views are very critical, so critical perhaps as to destroy their 
effectiveness, at least. until we all have a genuine sense of urgency 
concerning revenue problems. 

I continue to be disturbed over the process of erosion and incompre- 
hensibility taking place in the Internal Revenue Code. Considerable 
literature has recently appeared publicizing the effects of pressure 
groups upon the departing uniformity of the tax laws. 

You heard something of that this morning. Much of this was 
brought directly to public attention in the papers submitted before 
the Subcommittee on Tax Policy in the 1st session of the 84th Congress, 
of which Congressman Mills was chairman. 

Yet what happened during 1955-56? Let us choose at random 
samples of Federal tax legislation during the 2d session of the 84th 
Congress, ending in the summer of 1956. On April 27, 1956, Public 
Law 495 specifically extended capital gains treatment to sales of 
land acquired through foreclosure and held for more than 1 year, 
although the taxpayer may have installed facilities or roads. 

On June 29, 1956, Public Law 629 was enacted, and includes, among 
others, a provision allowing involuntary conversion (and thus capital 
gain) treatment if livestock are sold or exchanged because of drought. 

On August 6, 1956, Public Law 1011 became law, amending the 
code with respect to a charitable deduction subject to a power of 
appointment. If the donee of the power is over 80 at decedent’s 
death, he is allowed 1 year to name charities in whose favor he wishes 
to exercise the power; if he does exercise it, the estate of the decedent 
will receive a deduction for the portion so passing. 

I cannot think of very many persons who qualify under that par- 
ticular bill. 

The three provisions itemized above are merely illustrations of the 
type of special legislation which may be expected in succeeding years, 
and at an accelerated rate. There are pending almost a thousand bills, 
all in addition to the technical changes bill of 1957, which in itself 
proposes to correct countless errors stemming from the fact that in 
this complex field even experts cannot appreciate the implications of 
their handiwork. 

To quote from the American Bar Association section of taxation 
bulletin : 

Tax legislation in 1956 may be described as “piecemeal,” “special,” and gen- 
erally unimportant to the business community. Included within the contributing 
factors are the following: The recent complete revision in 1954, high rates, 
and existing special legislation. As long as these last two factors continue, in- 
dividuals and corporations are inevitably going to seek legislation designed to 
give them the special treatment already accorded other groups. 

Together with pressure legislation, one other factor seems to me 
responsible for our peceens predicament ; namely, the philosophy that 
tax problems can all be solved by statute. One lawyer recently de- 
scribed it as “tinker’s itch.” This philosophy flowered with the Inter- 
nal Revenue Code of 1954. The technical changes bill of 1957 is 
just the beginning of a new area. I question whether the 1954 code 
made even a start toward sound tax reform. Its tendency toward 
the specific—toward enacting a provision to cover every transaction 
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in this industrial, commercial, and financial world—is in the long 
run contrary to the objective of certainty which Congress sought to 
achieve, Like most taxpayers, the average lawyer now throws up his 
hands, 

The only certainty may be among a very small group of tax experts. 
Even among them I have a recent letter from one who said: 


My first complaint is not that companies have had additional taxes unfairly 
imposed, but that we are relieved on an unexpected and illogical basis of paying 
very large amounts of taxes which we had forecast and fully intended to pay. 
The next complaint is that the code simply fails to present any answers to ques- 
tions with which it purports to deal at great length. 


One further impression I have may be of interest: that at least 
in the corporate field today counsel and companies are more reluctant 
to take action without a ruling than they were before the “clarifica- 
tions” of the 1954 code. At least that has been my own experience 
and that of a group of the tax bar with which I have been closely 
associated. ; $9 

Finally, the very specific nature of the law is providing an op- 
portunity for anyone who feels discriminated against to argue that 
since other groups have special provisions in their favor he is en- 
titled to like treatment. With a law so complex private amendments 
can be made too easily—without anyone, including legislators, know- 
ing what their effect will be. 

As a concluding summary with respect to my doubts concen RE 
the 1954 code, I am indebted to a distinguished lawyer, Norris Darrell, 
who disagrees strongly with the views below, but nevertheless quoted 
them to present a balanced picture—these happen to be the views of 
another distinguished lawyer. Here I quote: 

I think the revised code is guilty of all kinds of sins, both of omission and 
of commission. In many respects it has increased the elaboration ; I doubt if it 
has brought in much clarity; and, while it has cured some inequities, it has 
created others. For my part, I think we would get a much better result in the 
long run if we would forget this 1954 revision and go back where we were before 
it and do the job ali over. I doubt whether the 1954 revision is good enough to 
serve as a basis on which to build. 

Fundamental principles are now obscured and buried under a mass of limita- 
tions, exceptions, and exceptions to exceptions. In a complex economy such as 
we have, no revenue bill will ever be drawn that by its exact terms will meet and 
settle all situations. In the last analysis the courts have got to do the job, and 
the revised code merely makes it more difficult for the bar and for the courts to 
do a job. There are bound to be a large number of situations which will not 
be covered by these detailed provisions, or such provisions will produce inequita- 
ble results; then the courts will have to create the gloss or read into statutes 
things that are not there. This is made more difficult and less reliable when 
the fundamental theories of the statute are obscured. 

I think that half to three-quarters of the statute could be omitted and what 
remains should chiefly be the statement of general principles, to leave scope for 
the exercise of reason. The courts are going to have to pass on it in the last 
analysis. Why not make it possible for the courts to do so rationally and readily, 
instead of leaving it to a guess as to when they will follow the words of the 
statute and when they won't. 


I might say parenthetically that I am expressing the views of quite 
a number of people who are not so steeped in the pre-1954 period that 
they still have a vested interest in it. 

Probably it is too late to scrap the entire 1954 Code although I can 
report increasing dissatisfaction among experienced counsel. Never- 
theless, it is not too late to consider a rollback. Congress could 
eliminate a substantial number of provisions of the 1954 Code. A good 
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place to begin is with capital gains. I can do no better than to refer 
you to a piece on that subject by Professor Surrey, who is going to be a 
witness this afternoon. 

In addition, I question whether sections 302 and 346, coupled with 
318, are any more satisfactory than the old pre-1954 test of “essentially 

uivalent to a dividend.” Certainly in the current technical changes 
bill it is desirable to remove the tax-free subsistence allowance for 

olicemen, section 120. But something is wrong with the tax system 
if we ever had such a provision in the first place. And there are so 
many more important provisions equally vulnerable that policemen 
might well ask why they are the first to lose their favored treatment. 
hat is needed, therefore, is genuine tax reform. In this connec- 
tion, I should like to illustrate the difference between reform, revision, 
and tinkering, by taking stock options as an example. First of all, a 
reformer might raise the question whether a stock option is essen- 
tially compensation and therefore ordinary income. In other words, 
should section 421 remain on the books at all? Even if reform did 
not go so far, inquiry might be raised whether section 421 achieves 
the objective sought—to give executives a “stake” in the business, that 
is, an incentive. The facts are that section 421 cannot and generally 
is not used by counsel effectively in connection with a small business 
where the efforts of an executive (induced by the tax incentive) are 
more likely to be reflected directly in the profitability of the concern. 
A second pertinent inquiry is whether executives typically keep their 
“stake” or sell it for a capital gain. 

I recognize that if Congress does not seek reform, there might be a 
possibility of revision. Any reviewer would at least raise the question 
whether there is a justifictaion for a further specialized benefit; i. e., 
the variable stock option. It is largely a “gimmick.” 

At this point the technician enters the scene: The sole question in 
his mind is merely to consider some refinement in the variable stock 
option. Is it working satisfactorily? If not, add another paragraph. 
This third phase represents the ae of the technical changes 
bills of 1957 and all the years to come. 

If we are seeking clarity and reform in general, I would recommend 
that this committee give some thought to a few basic problems which 
have already been considered. First is the study of the integrated 
transfer tax made by some of the most distinguished members of the 
tax bar. Second, to avoid the flowering of trusts and family partner- 
ships, there is the familiar question of taxing the family as a group. 
Third is the problem of legislating with respect to expense accounts, 
giving greater authority (not less) to the Internal Revenue Service 
over reporting. Proper disclosure of income and expenses goes to the 
essence of our tax system—self-assessment. Fourth in the possibility 
of some simple form of averaging, at the same time eliminating a 
number of capital-gains possibilities which presently exist. Fifth, 
an article by Jennie Hellerstein has just appeared which proposes to 
reduce the possibilities of nonrecognition under the reorganization pro- 
visions of the Internal Revenue Code. This area deserves further 
investigation. Sixth, consideration might be given to lower top- 
bracket rates, at least upon earned income, and an inquiry whether 
and why labor opposes it. 

Certainly Congress, and particularly your chairman have been 
aware of the problems indicated above, over a period of several years. 
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But the trouble with reform in a field as technical as taxation is that 
any Galahad tends to lose sight of his foe. A competent tax lawyer, if 
he is well trained, should be able to and probably will convince you 
that any problem for which you propose a general solution raises an 
infinite number of technical issues which must first be resolved. There 
are, true enough, difficulties. Someone is always receiving inequitable 
treament. But for everyone who obtains relief thre are thousands of 
others suffering in silence. The difficulties are so numerous that re- 
form bogs down, and finally boils down, to some new subsection 
(probably of subsec. C or F) which not even a thousand lawyers in the 
country understand. 

My present view is that tax hearings at this time are premature. 
Probably most of the testimony before this committee has been pre- 
pared in 1957 and will effectively demonstrate why one particular 
group has been discriminated against and why therefore it should be 
the first to benefit in the event of a long-rang tax reduction. Yet at 
this time possibilities of a tax cut are remote, except upon a short-run 
basis to counteract a recession. 

If Congress should decide to cut taxes as an antideflationary device, 
oe consideration should be given to the recommendations of the 

ederal Reserve Board, economists, and the fiscal experts of the Treas- 
ury—rather than to tax specialists. 

f, on the other hand, we lay aside our anxiety over a current re- 
cession, there are valid reasons why tax revision hearings in 1958 
should differ from their predecessors and indeed from the philosophy 
of tax revision even 6 months ago. The national psycholo as 
altered appreciably. Our responsible leaders, whether they be Senator 
Bridges or Senator Johnson or your chairman, have urged the country 
to face critical decisions of defense which requires a totally different 
attitude toward the budget. Yet the question of urgency at the tax 
level is not apparent or at least is politically unattractive. Thus, I be- 
lieve that in the light of the foreign crisis any long-run tax revision 
should be planned on the possibility of budgetary deficits rather than 
surpluses, and hence on future tax increases rather than decreases. 
Just as Democratic and Republican leaders have indicated that we may 
have to have less chrome and shorter fins on our vehicles, so we may 
aad to have less chrome and shorter fins in the Internal Revenue 

ode. 

As a general rule, therefore, I suggest that this committee might 
address itself to the kinds of taxes na to the tax structure necessary 
in the event of a higher, not lower, demand for revenue, and to gen- 
eral questions such as I have illustrated above. 

The suggestions made above are in many instances presently un- 
palatable. I have no illusion that Congress will or can feel ready to 
act upon them. Indeed, as already indicated, I would conclude that 
hearings at this time on tax revision are premature, since they are 
being held before the need for urgency has been recognized. 

At some point after our defense and international commitments be- 
come thoroughly apparent to the public, we can then expect some 
recognition of a corresponding need for revenue and for drastic re- 
form. On a long-term basis, Congress, particularly the House of 
Representatives, must recognize its responsibility for tax legislation 
and take steps which even its electorate may not want and may not 
yet think are as imperative as they actually prove to be. Common 
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good is not an aggregate of competing pressures, but something over 
and above them. 

Thank you. 

The CHarirman. Professor Cary, we appreciate your appearance 
very much and the very fine statement of your views with respect to 
our present problems in the field of the Internal Revenue Code. 

As I understand, you are suggesting that basic policies expressed 
in the Internal Revenue Code should be reconsidered, reviewed, and 
restudied by the Congress and that we will not accomplish the objec- 
tives stated for these hearings until we do so. You recommend 
against continued tinkering with the code in attempts to patch it up. 

Is that a fair summation of your statement ? 

Mr. Cary. I think that is a very fair statement of a substantial part 
of my testimony, Mr. Mills. 

The CHairMan. And until we can begin to recognize the need for 
a reconsideration of basic policies within the code, tax revision is 
premature ¢ 

Mr. Cary. I believe that. Not only do I bear upon the equity point, 
but I bear upon the idea of certainty, which I think was the objective 
of the 1954 code and which in my opinion has not been achieved by it. 

The Cuarrman. Let me get your thinking, if I may, as to how the 
Congress can best proceed with the problem of bringing the basic 
policy matters involved in the code to the forefront and deal with 
them. It has been suggested, as you know, that this job ought to 
be done by some outside commission such as the Hoover Commission 
in the field of Government operations and expenditures. 

Before you answer let me say that I have never thought that to be 
a potentially successful way to proceed with this problem. Do you 
view the situation as being so critical that you feel that if the Con- 
gress does not undertake this job within the next few months or years, 
that those of us who oppose such a commission might have to accept it 

Mr. Cary. Congressman Mills, I fully appreciate the problems of 
attempting to take politics out of something that has so many political 
implications and, therefore, the difficulties involved in relying upon 
a commission such as you referred to. 

I would make one suggestion, and I did make it in an article some 
2 years ago, namely, that perhaps you have reached the point where 
the Ways and Means Committee and the Finance Committee should 
each have separate staffs. Not that you do not have highly competent 
personnel in the joint committee, because indeed you do, but you have 
people there who are whipsawed between Senators and Congressmen 
who have particular provisions which they are advocating. 

Furthermore, you often have such a difference in point of view 
between the House and Senate that I think it would be healthy to 
have those competing positions more fully debated. 

A third aspect is that if you had such a staff technically trained in 
this field, you could reach a point where it could begin to look at the 
tax law in a general way. t’s take a provision. I don’t want to 
bear too heavily on corporate executives, because I don’t thing they 
are getting any more favor than other large groups, but let’s take 
something like stock options, or if you want to move over into the 
labor field let us take the question whether the pension trusts ought 
to be taxed, Thus we are talking about different economic groups. 
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If you had an agenda, for example, of stock options for today and 
said “We are seriously considering whether or not all of these pages 
of the Internal Revenue Code that 421 has become should be elimi- 
nated,” and you further said “You gentlemen, representing companies 
and executives, are free to participate,” then you could have your 
own counsel question them and pose the competing arguments and the 
embarrassing points. Thus it seems to me you would develop within 
the Ways and Means Committee, perhaps not a program but an under- 
standing of the two points of view, and sharpen the issues with respect 
to the necessity of keeping these provisions that are beginning to 
clutter the code. 

That is about the closest I can come to any concrete suggestion. 
I don’t know whether it is politically practicable, and I am merely 
speaking as a private citizen, but it seems to me it is closer to some- 
thing politically feasible than the commission which, as you say, 
other people suggest. 

The Cuarrman. I was very interested in your point that, generally 
speaking, these reforms have to be made at the time when taxes are 
reduced. I assume you are thinking of the practical consideration 
that a reduction in rates for everybody makes it more palatable to 
carry through a program that may in the process of lessening the 
general burden cause some one else to have to pay a little more. 

Mr. Cary. Currently it may be that Congress will consider reduc- 
tion of taxes by reason of this recession. It seems to me that the 
policy underlying that kind of reduction would be quite different— 
being purely antideflationary, countercyclical—in theory than in the 
case of a general tax reduction. 

Then I get back to my last point, that if you are thinking in longer 
range terms than this short run countercyclical tax reduction which 
you might conceivably contemplate in 1958, I think we have to be 
planning in terms of necessary tax increases rather than tax decreases. 
Therefore we have to begin to think of a simpler and more uniform 
code as the pressures become greater and greater. 

The Cuarrman. You envision the need for more review to defer 
the costs of Government rather than less revenue in the future? 

Mr. Cary. In view of defense, I do, for that reason. 

The Cuarrman. I understand your point. Are there any further 
questions ? 

If not, Professor Cary, we thank you so much for coming to the 
committee and giving us your very frank statement. 

Mr. Cary. Thank you, sir. 

The Cuarrman. Our next witness is Mr. Reuben Clark, Jr., 

Mr. Clark, for purposes of the record will you please identify your- 
self by giving your name, address, and the capacity in which you 
appear ? 


STATEMENT OF REUBEN CLARK, ATTORNEY AT LAW, 
WASHINGTON, D. C. 


Mr. Crark. Mr. Chairman, gentlemen, my name is Reuben Clark. 
TI am an attorney practicing law privately in Washington. I am a 
member of the firm of Wilmer & Broun, with offices in the Transporta- 
tion Building. 
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I appear here at the invitation of the committee and I would like to 
emphasize that the views expressed by me today are entirely my own 
and they should not be attributed to any other person or organization. 

My remarks are addressed to that difficult and controversial aspect 
of the Federal tax laws: the tax treatment of capital gains. The prob- 
lem of how Peery to tax capital gains has been with us since the 
enactment of the modern income tax in 1913, when capital gains were 
taxed as ordinary income. In 1921 the Congress for the first time im- 
posed a flat rate of tax on capital gains, then at the rate of 1214 per- 
cent, on the grounds that the existing level of ordinary surtax rate 
prevented transactions on capital assets from being closed. Since 
then, the history of capital gains taxation has been a record of frequent 
experimentation in an effort to reach an acceptable compromise solu- 
tion to the conflicting equity, revenue, and incentive considerations 
involved. 

Today, the problem remains as far from happy settlement as ever. 
The basic fact is that the existing tax treatment of capital gains and 
losses—involving application of a highly preferential rate of tax to 
capital gains, which are very loosely and broadly defined, and severe 
restrictions on the full deductibility of capital losses—is unsatis- 
factory. 

On the one hand, the investor is dissatisfied with existing treatment 
of capital gains and losses—most legitimately so—because (1) the 
existing rate of tax, preferential though it is, may seriously impede 
individual transfers within his capital portfolio, and (2) current re- 
strictions on taking full tax advantage of capital losses may also seri- 
ously inhibit his willingness to place his investment funds at the risk 
of the market. 

On the other hand, the use of a lower rate of tax for this favored 
type of income has caused considerable dissatisfaction on the part of 
noninvestors who, although possessed of no greater tax-paying ability 
than investors, are subject in the final analysis to a much heavier tax 
burden. And the constant necessity for ever-changing statutory pro- 
visions to counter the ingenuity of taxpayers in converting ordinary 
income into capital gains has added an undesirable—and basically 
unnecessary—degree of complexity to the Internal Revenue Code. 

In Professor Surrey’s words in his statement submitted today, the 
capital gains provisions result in the greatest single source of com- 

lexity in the present code. With this statement, as a practicing 
awyer, I fully agree. 
owever, there is no doubt but that income from capital gains is 
unique and must be treated as such. Such income is unique because it 
may not, for good and valid reasons, be taxed as it actually accrues, 
but only when it is realized by the taxpayer. The crucial fact is that 
the time of realization—and, hence, the imposition of tax—is subject 
to the taxpayer’s control to a far greater extent than other types of 
income. 

Accordingly, his investment portfolios become “frozen” or “locked 
in,” solely on account of tax considerations, since the only way that an 
investor can change the composition of his investment portfolio is 
at the risk of losing, through the capital gains tax, some of the capital 
he has built up. 

A sale or exchange of a capital asset at a gain generally will not 
occur unless the investor (a) finds an alternate investment sufficiently 
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preferable to his present holding so as to offset the tax or (6) antici- 
pates a decline in the market value of the asset at least equal to the 
reduction in the proceeds on account of the tax. Thus, as long as the 
capital-gains tax is imposed on the transfer of assets—to any extent 
whatsover—the tax may stand as a serious and unfortunate deterrent 
to the free flow of investment funds in our economy. 

I suggest that the reasons which have led this Congress to provide a 
preferential rate for capital gain income are substantial reasons justi- 
fying special treatment of capital gains. But a preferential rate of tax 
on gains, with concomitant restrictions on losses, is not the answer. A 
better solution lies in an alternative to existing treatment: Namely, 
to defer the tax on capital gains realized on the sale or exchange of 
capital assets to the extent that these gains are reinvested in other 
capital assets and to recognize currently all capital losses in full. 

_ Such deferral of tax on gains would permit the ready shifts of 
investments in portfolios without diminution of the taxpayer’s net 
worth, and by eliminating immediate tax consequences from invest- 
ment transfers, would contribute to a better allocation of investable 
funds. Whenever, with respect to any taxable year, net investment 
gain should be withdrawn from an investment account, such gain 
would be taxed as ordinary income at that time, although loss would 
be currently recognized in full, regardless of reinvestment. In other 
words, I suggest that this committee give serious thought to the crea- 
tion of a “rollover” investment account for taxpayers. Such an ac- 
count would be a logical extension of provisions already existing in 
the Internal Revenue Code and it would be both administratively 
feasible and relatively simple in practice. It would constitute a most 
practical answer to a long-standing practical problem. The income 
from investments would, of course, continue to be taxed as at present. 


OPERATION OF A “ROLLOVER” ACCOUNT: DEFERRAL OF TAX ON 
REINVESTED GAIN 


Under this proposal, the tax on annual net gains realized from 
the sale or exchange of assets included in the taxpayer’s investment 
account—that is, the excess of gains over losses in the taxable year— 
would be deferred to the extent that the gains are reinvested in other 
assets eligible for inclusion in the amount. Gain, to the extent not 
reinvested, would be subject to the ordinary income tax in the year 
of realization. The cost basis of new property acquired by the tax- 
payer for inclusion in the account would * reduced by the amount 
of gain currently not recognized for tax purposes. 

Accordingly, the taxpayer would be called upon, at the close of 
each taxable year, to ascertain, first, his currently taxable, i. e., non- 
reinvested—gain, if any, and, second, the proper adjustments he must 
make with respect to the cost basis of new assets. 

To make these determinations, it must be emphasized that the tax- 
payer would need no further records than those he must now main- 
tain under present law; he would first simply identify his realized 
net capital gains or losses for the year, in the usual manner, and 
compare his total sales for the year with his total purchases for the 
year, Then, arithmetically, he would determine the amount of his 
currently taxable gain and his appropriate basis adjustments with 
respect to new assets. 
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Clearly, if total purchases for the year exceed in dollar volume total 
sales, the full amount of gain realized in that year must have been 
reinvested and no current tax liability would result. If, on the other 
hand, total sales during the year exceed total purchases, it is clear 
that there has been some disinvestment from the account for the year. 
In this event, gain is taxed only to the extent, dollar for dollar, of 
such disinvestment or, in other words, to the extent that sales exceed 
purchases. 

Fundamental to this concept of a “rollover” investment account 
is that no actual “tracing” of nonrecognized gain from specific assets 
sold into specific assets bought is necessary. In this respect, this pro- 
posal represents a marked departure from the existing nonrecognition 
provisions of the code, which generally require such “tracing,” al- 
though there are some exceptions in the corporate reorganizations 
area. Rather, reinvested gains would be opted to reduce the cost 
basis of assets purchased during the same tax year on a pro rata basis, 
that is, in the same proportion that the aaah price of new assets 
bear to total purchases for the year. One year-end overall arith- 
metical computation by the taxpayer would be all that is necessary in 
addition to existing procedures for computing gains and losses. 

It should further be noted that if assets are sold from an investment 
account without gain or loss, no current taxation, or adjustment of 
the basis of assets, would occur, regardless of the extent to which sales 
proceeds are reinvested. Accordingly, it would always be possible for 
an investor to reduce his original investment in his account without 
tax consequences in the absence of gains or losses. 


TAX TREATMENT OF NONREINVESTED GAINS 


It is evident that deferral of tax with respect to reinvested gains 
in a “rollover” account would convey a substantial advantage to the 
investor. In effect, he would be given an interest-free loan by the 
Government in the amount of the deferred tax which he is not called 
upon currently to pay and, over a period of years, this treatment 
could obviously permit substantial further capital accumulation by 
the investor. 

Thus, unless nonreinvested gains from a “rollover” account are taxed 
as ordinary income, “rollover” treatment for investors would signif- 
icantly increase the present differential that exists between the tax 
treatment of capital gains and the treatment of ordinary income. Fur- 
thermore, there is clearly no reason justifying a lower rate of tax on 
investment gains when they are finally withdrawn from the invest- 
ment account, except as an outright tax subsidy to disinvestors who 
now choose to consume investment gains. 

However, it is also evident that if disinvested gains are taken into 
income in 1 year, they may well represent gains which have accured 
over several previous years. Accordingly, the taxpayer should have 
the benefit of an averaging provision with respect to all disinvestment 
of gain, whenever it occurs, so that such gain can be spread over a 
number of years. ' ‘ ‘ . 

A handy, simple provision for this purpose is already available mn 
the code in the form of the 3-year averaging device now afforded lump- 
sum payments made under insurance or annuity policies by section 
72 ( J (3). Additionally, it can be urged that further relief might 
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be given to disinvestors—as to all taxpayers—by a reduction in the 
existing unrealistically high level of individual tax rates. 


TAX TREATMENT OF REALIZED LOSSES 


Basic to a “rollover” proposal is the fact that, although tax on net 
gains may be deferred where reinvested, net realized losses should be 
allowed in full as current deductions against ordinary income, regard- 
less of whether or not the proceeds of sales resulting in such losses are 
reinvested. Additionally, an ordinary loss carryover to the 5 succeed- 
ing taxable years should be allowed, as is the case under present law 
with respect to the carryover of capital losses. 

It is admitted that there is a certain “heads you win—tails I lose” 
flavor in allowing postponement of gain but current recognition of 
loss. However, such difference in treatment seems fully justified. For 
years, restrictions on the full deductibility of capital losses have been 
warranted only because capital gains have been subject to a preferen- 
tial rate of tax. The restriction on the deductibility of capital losses 
came in, as I recall, during the depth of the 1932 depression when 
every method was sought by which to increase the revenue and, un- 
fortunately, it has stuck with us ever since. 

Now, under a “rollover” proposal designed to encourage the mobil- 
ity of investment funds, more liberal tax treatment of losses is most 
desirable. As long as the investor is called upon, in the final analysis, 
to bear the same rate of tax as any other taxpayer, he should be en- 
titled to deduct his losses currently against ordinary income, with 
full carryover privileges. 


ILLUSTRATION OF OPERATION OF “ROLLOVER” ACCOUNT 


Illustration of the operation of a “rollover” acount may be made 
by the use of simple examples. Four possible results can be analyzed: 

(1) Realization of net gain with full reinvestment of proceeds: 
realization of net gain with partial reinvestment of proceeds; (3) 
realization of net loss with full reinvestment of proceeds; (4) realiza- 
tion of net loss with partial reinvestment of proceeds. 

(1) Realization of net gain with full reinvestment of proceeds: 
Assume taxpayer A holds 3 assets at the beginning of a taxable year 
with cost basis in his hands of $200, $150, and $125, respectively. 
During the year he sells asset No. 1 for $235, retains asset No. 2 and 
sells asset No. 3 for $120. His net gain for the year is thus $30. Also, 
during the same year he purchases asset No. 4 for $300 and asset No. 
5 for $150. Thus, his cost basis in the new assets is, without adjust- 
ment, $450. 

Since, his total purchases for the year ($450) exceeds his sales 
($355), the full amount of his gain is considered to be reinvested with 
nonrecognized gain of $30 being allocated proportionately to reduce 
the basis of the new assets. 

Thus, at the end of the year, A holds asset No. 2 with a cost basis 
. $150, asset No. 4 with a basis of $280, and asset No. 5 with a basis of 

140. 

(2) Realization of net gain with partial reinvestment of proceeds: 
Assume, in example (1) above, that asset No. 4 costs $250 and asset 
No. 5 costs $100. In this event, total sales ($355) would exceed total 
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urchases ($350) by $5 and, accordingly, gain in this amount would 
be recognized. The total basis of the new assets would be reduced by 
$25. At the end of the year, A thus holds asset No. 2 with a cost 
basis of $150, asset No. 4 with a basis of, to the nearest dollar, $232, 
and asset No. 5 with a basis of $93. 

(3) Realization of net loss with full reinvestment of proceeds: 
Assume, in example (1) above, that asset No. 1 is sold for $195 and 
asset No. 3 for $120. An ordinary loss of $10 is allowed for such year, 
with no adjustment being made in the cost basis of assets No. 4 and 
No. 5. Thus, at the end of the year, A holds asset No. 2 with a cost 
basis of $150, asset No. 4 with a basis of $300, and asset No. 5 with a 
basis of $150. 

(4) Realization of net loss with partial reinvestment of proceeds: 
Assume, in example (3) above, that asset No. 4 costs $100 and aset No. 
5 costs $50. The loss of $10 is allowed and, at the end of the year, A 
holds asset No. 2 with a cost basis of $140, asset No. 4 with a basis of 
$100, and asset No. 5 with a basis of $150. A is regarded as having 
withdrawn $165 in capital from his “rollover” account without tax 
consequences. 


RECONCILIATION OF THE TAX ACCOUNT AT DEATH 


Implicit in any “rollover” proposal is the requirement that the 
death of the taxpayer must be treated as constructive realization of 
hitherto untaxed gain for income-tax purposes. In the absence of 
such a provision, the deferral of tax on reinvested gains would be vir- 
tually equivalent to complete tax exemption in the hands of the tax- 
payer and his family. 

However, since a substantial amount of income might thus be lumped 
in the year of death, it would seem entirely appropriate to permit the 
taxpayer’s estate to “spread back” this income to previous years under 
a provision similar to that now contained in paragraphs 1301, 1302, 
and 1303 of the code. 

Tf all unrealized gain—in addition to realized gain with respect to 
which tax was deferred—were to become taxable at death, it is clear 
that a taxpayer would be worse off than under present law with respect 
to unrealized appreciation in his assets, since existing law permits the 
transfer of appreciated assets at death without income-tax conse- 
quences. Accordingly, it would be entirely possible to provide for 
an income-tax reconciliation at death whereby realized, but not prev- 
iously taxed, gain would be taxed, but all unrealized gain would pass 
free of income tax. Such a procedure would not represent a signifi- 
cant departure from existing law, although it would not be desirable 
from the point of view of encouraging the mobility of investment 
funds. 

Clearly, any tax incentive to hold assets until death is not desirable 
from the point of view of encouraging capital transfers. 


THE SCOPE OF A “ROLLOVER” ACCOUNT 


In considering the scope or coverage of a “rollover” account for in- 
vestments, two questions arise: (1) What assets should be included in 
the account? (2) What taxpayers should be eligible for this treat- 
ment ? 











2278 GENERAL REVENUE REVISION 


(1) Assets eligible for inclusion in a “rollover” account : Enumera- 
tion of the kind of assets eligible for inclusion in a “rollover” account 
eee a difficult but by no means insuperable, definitional problem. 

ince the great majority of all capital gains arise from transactions 
in corporate securities, it is clear that these assets should first be in- 
cluded in any “rollover” account. There would seem, incidentally, 
no justification for limiting eligibility only to equity securities; both 
equity and debt securities ought to be included, since an investor may 
desire to shift from 1 type of investment to the other regardless of tax 
considerations and as a matter of fact the distinction between the 2 
often blurs in reality. 

However, the term “capital asset”’ obviously includes many types of 
assets in addition to corporate securities. Generally speaking, it may 
be most useful to regard a capital asset as any property acquired and 
owned for the future income to be derived from it and not primarily 
for purposes of selling at a profit. 

The test is whether the property is held primarily for investment 
or income purposes rather than for purposes of sale or trading. By 
this criterion, it can be seen that many types of assets should logically 
qualify for inclusion in a “rollover” account in addition to corporate 
securities. 

Particularly, it can be seen that nondepreciable real property should 
be included and, for that matter, depreciable property, which is cer- 
tainly property held for the production of income. 

Indeed, the justification for including depreciable property, such 
as equipment or machinery, in an individual taxpayer’s “rollover” 
account may well be stronger than the justification for other types of 
assets, since it is most desirable with respect to these types of assets to 
remove all tax barriers impeding the replacement of old equipment 
by new. Of course, any “rollover” account involving depreciable 
business property should be kept separate, for accounting purposes, 
from a “rollover” account involving nonbusiness property. 

Thus, although it might be desirable at first to limit the scope of 
a “rollover” account to include only corporate securities, considera- 
tion should be given to extending the account as far as possible to in- 
clude all “true” capital assets. 

(2) Taxpayers eligible for “rollover” treatment: Generally speak- 
ing, it would appear necessary to restrict eligibility for “rollover” 
treatment to individuals. In view of the fact that the requirement for 
constructive realization at death cannot be made applicable in the 
case of the corporate taxpayer, which can be considered to enjoy per- 
petual life for tax purposes, “rollover” treatment for corporations 
with regard to capital assets would be the equivalent of permanent 
deterral of tax on reinvested gains and would probably involve sub- 
stantial revenue loss. 

However, this consideration would not apply to depreciable prop- 
erty. Thus, corporations should be allowed to establish “rollover” 
accounts for depreciable property, but not for nondepreciable real 
property or capital assets (such as stock in a subsidiary). 

There would appear to be no reason why fiduciaries should not be 
allowed to set up a “rollover” account. In such cases, the deferred tax 
on reinvested gains in the fiduciary’s investment account would be 
payable at the termination of the trust, that is, when the corpus of the 
trust is transferred. 





GENERAL REVENUE REVISION 2279 


One problem certain to arise with respect to the “rollover” account 
of individuals relates to traders and dealers, Although it would prob- 
ably not be necessary for the casual investor ever to establish an in- 
vestment account in any formal, bookkeeping sense—indeed, a mere 
election on his return for the year of his realized gains would suffice— 
nevertheless, administrative rules must be developed to differentiate 
between a dealer’s “investment” account and his normal transactions. 
it possible for such individuals substantially to avoid current taxa- 
tion on what is really for them ordinary income rather than capita] 
gain. 
~ There is, of course, nothing theoretically objectionable to dealers 
establishing investment accounts and there is already precedent for 
such a provision in paragraph 1236 of the code with respect to security 
dealers. 

END OF YEAR ADJUSTMENTS 


“Rollover” treatment for capital gains would probably require some 
limited modification of the taxable-year concept. A taxpayer who 
sells assets out of his investment should have some limited opportunity 
to reinvest the proceeds during a brief period after the beginning of 
the succeeding taxable year. 

Accordingly, it would seem necessary to provide some grace period, 
say 30 or 60 days, within which an investor could reinvest gains re- 
alized in the past year. 

HOLDING PERIOD 


Historically, the holding period separating short-term capital gains 
from long-term capital gains has been used as a crude device to sepa- 
rate “speculative” from “investment” profits. But the distinction is 
essentially meaningless. Investors may change their minds overnight 
with respect to their portfolio on account of changes in economic con- 
ditions, while speculators may gamble on long-term as well as short- 
term appreciation. 

If a holding period is a condition precedent for preferential tax 
treatment of any kind, it inevitably becomes a barrier to the free 
transfer of assets not held for the requisite period. Accordingly, no 
holding period should be required with respect to assets contained in 
a “rollover” account. 

CONCLUSION 


I would like to comment that I was very much interested by Pro- 
fessor Anthoine’s description of the British system of taxing capital 
gains this morning. I think it can be observed that what I am pro- 
posing here is something essentially similar to the British system. 

The British, in effect, roll over a substantially narrower category 
of capital gains and tax such gains at death by a very heavy estate 
tax. 

What I am proposing here, in effect, is substantially the same thing, 
with one major change, which is that whenever disinvestment from 
the capital account occurs, it becomes subject to tax. Under the Brit- 
ish system, as I understand it very sketchily, untaxed capital gains 
provides the major loophole from the impact of their exorbitant indi- 
vidual tax rates. 
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In conclusion, I would like to emphasize that a rollover account for 
investment assets by no means can be offered as a panacea for all the 
ills that currently affiict the capital gain provisions of the Internal 
Revenue Code. Many thorny problems would have to receive thor- 
ough consideration before any such proposal could be implemented 
as a part of the law. 

For example, this proposal obviously would have a major revenue 
impact and a careful balancing of revenue to be lost against revenue 
to be gained would have to be made. The definitional problem, al- 
ready mentioned, of what property constitutes an “investment,” or the 
problem of more carefully defining when a sale or exchange occurs, 
should be thoroughly reviewed. Since it is proposed that an income 
tax be imposed on certain gains at death, the entire matter of the 
proper integration of the income tax with the estate and gift tax 
provisions of the law should be restudied. It would be desirable to 
determine what effect, if any, this proposal, vastly extending in cov- 
erage the present nonrecognition provisions of the law, would have 
on corporate mergers in general. 

Clearly, there are many other problems to be considered which one 
does not need to call to the attention of this committee. 

Nevertheless, it is respectfully suggested that a “rollover” account 
for investment assets, as described, constitutes a most rational] solu- 
tion to many of the present difficulties surrounding capital gains 
taxation. 

If enacted, such a proposal would go far toward meeting, in the 
most effective way, the very real needs of the investor for special 
recognition and, at the same time, allowing for great simplification 
and rationalization of the capital gain provisions of the Internal 
Revenue Code. 

Not only would the tax system come closer to meeting the require- 
ments of a risk-taking, private investment economy, but at the same 
time it would come closer to fulfilling that other objective of our 
tax system, which is that equal amounts of income, from whatever 
source, should bear the same burden of taxation. 

I thank the committee for its consideration. 

The Cuatrrman. Mr, Clark, we deeply appreciate your coming to 
the committee and giving us your statements. 

Are there any questions? 

Mr. Keogh will inquire. 

Mr. Kroon. Mr. Clark, as 1 understand your thesis, you undertake 
to prove the point that present provisions vis-a-vis capital gains re- 
strain to an extent the free transfer of the funds available for de- 
velopment. I notice that you did not comment on what effect the 
shortening of the present minimum holding period would have. Do 
you have any thoughts on that ? 

Mr. Crarx. Under the present system with the definition as wide 
as it is now I think the shortening of the holding period would result 
in considerable unjustified further tax favoritism to speculators and 
investors. 

Mr. Krocu. Would it be to speculators and investors? Would it 
be to both groups? 

Mr. CrarKk. lt would simply give a preferential rate to certain in- 


come that is earned over a very short period of time. If you would 
shorten the holding period, it seems you would almost extend it to 
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lots of types of income that you wouldn’t want to extend it to under 
the existing broad definition of a capital asset, but basically it seems 
to me that if you can define capital asset to include true capital assets, 
assets held for investment purposes, then there should be no holding 
period. The only other justification in addition to the one I men- 
tioned has been to try to use the capital gain rate as a very crude 
averaging device, but it is very unsatisfactory because there is no par- 
ticular relationship between the holding period as such and the actual 
appreciation that may have occurred during a short period of the 
time or a long period of the time. 

There is no relationship between the holding period and the ap- 
preciation, really. Furthermore, the big trouble with the holding 
period is that any time you combine any holding period with the caret 
of the cutrate tax dangling at the end, you always then put tax con- 
siderations into the investor’s decisions as to when he sells his asset, 
and I think that that type of tax consideration should be removed 
from the tax system as far as possible. 

Mr. Keroen. If you justify the present holding period because of 
the added preference that is given with respect to what you call non- 
capital assets, are you not operating against those holders of what 
you would call true capital assets when you impose upon them the 
same holding period ? 

Mr. Crark. I am not quite sure I follow your question, Mr. Keogh. 

Mr. Kroeu. Let me try to put it in a different way. If your justi- 
fication for the present holding period is that the definition of the 
types of property eligible for that treatment has been expanded to 
a point beyond your “true” capital assets, are you not imposing undue 
restrictions on the holders of such true capital assets when you apply 
to them the same holding period as to the others ? 

Mr. Crark. Yes, sir. I think you are. I think that the holder of 
a true asset should not have to arbitrarily be required to wait 3 or 
4 more months to let the 6-month period expire in the case of a true 
investment asset. 

Mr. Kroon. Thank you. 

The Cuarrman. Are there any further questions of Mr. Clark? 

Mr. Clark, we again thank you, sir, for coming to the committee 
and giving us your statement. 

The Chair understands that Mr. Surrey and Mr. Calvin have 
switched places on the calendar. I see Mr. Alvin nodding his head. 

Mr. Surrey, will you please come forward ? 

We remember you from the days when you were with the Treasury 
ete for purposes of the record will you please identify your- 
self by giving your name, address, and the capacity in which you 
appear. 


STATEMENT OF STANLEY S. SURREY, PROFESSOR OF LAW, 
HARVARD UNIVERSITY LAW SCHOOL 


Mr. Surrey. Yes, Mr. Chairman. 

My name is Stanley S. Surrey. I am professor of Law at Harvard 
Law School and I am appearing at the invitation of the committee. 

I have a prepared statement. It is lengthy and I will ask that it 
be included in the record, but I will not read from the statement. 
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The CHatrman. Permission has already been given for it to be 
included. 
(Mr. Surrey’s prepared statement follows :) 


STATEMENT OF STANLEY S. Surrey, Proressor or Law, Harvarp Law ScHoor 


The public announcement of these hearings stated that the committee desired 
to examine “tax preferences and differentials in our revenue laws to determine 
if the facts warrant their continuation.” The announcement further stated that 
there has been a “narrowing of the dollar base of our tax system through excep- 
tions and differentials to the point where the rate schedules no longer are mean- 
ingful. This causes some to raise the question as to the fairness and equity of 
our present tax system which we intend to explore.” As far as I can recall, this 
is the first time in recent income-tax history that the subject of income-tax 
differentials has been highlighted in hearings held by this committee. Since 
many believe that this aspect of our Federal tax system is of paramount 
importance today, the interest of the committee in this subject is most encourag- 
ing. I appreciate the opportunity to participate in these hearings and to present 
my views. I plan to consider the following matters: 

1. The income tax base for individuals and the income tax rate schedule—here 
attention will be centered on the contrast between the myths of the income tax 
and the actual facts. 

2. The operation of the legislative process in the tax field—here attention will 
be centered on tax provisions granting special benefits to only a few taxpayers, 
and on the need at both legislative and executive department levels for increased 
study and research on tax problems. 


I. THE INCOME TAX BASE FOR INDIVIDUALS 


The income tax provisions of the United States Internal Revenue Code begin 
with sweep and power. The very first section of the code goes straight to the 
rates of tax and prescribes a rate schedule that is severe and steep—starting at 
20 percent with low exemptions, rising to 50 percent at $16,000, and on to 75 
percent at $50,000, and finally to 91 percent at $200,000, Section 61 (a) then 
proceeds to a definition of gross income—the starting point in any income tax 
base—that is as broad as any to be found: “All income from whatever source 
derived.” The courts have given the term “income” an expansive scope in keeping 
with the statutory thrust. All receipts, whatever their nature or source and no 
matter how sporadic, which present the element of gain have been regarded by 
the courts as income when the administrators have sought to assert tax liability. 
Thus, capital gains, illegal gains, windfalls, receipts in kind, indirect receipts, 
cancellation of debts, have all been held to constitute taxable income. It is 
difticult indeed to find any reliable judicial precedents which would deny income 
classification to an admitted gain. Certainly it would be hard to expect consti- 
tutional difficulties arising as to any foreseeable congressional action in deter- 
mining the scope of the income tax. 

Thus, the United States tax law in its initial sections presents the picture of 
an income tax of extremely wide sweep applied at most severe rates especially 
in the upper brackets. Our inquiry is whether this initial view really describes 
the final product. The income-tax law is long and complicated, and the final tax 
result in any particular case is not determined until all of the succeeding tech- 
nical provisions are examined with care. We may therefore place one statistic 
alongside the initial picture. In 1954, for individuals in the income classes 
$100,000 and above the average rate of tax for the entire group was 48.1 percent, 
based on a comparison of adjusted gross income and tax paid. If we add to 
adjusted gross income an estimate for certain items not included in that figure 
in the Preliminary Statistics of Income (tax-exempt interest and one-half of net 
capital gains), the average rate becomes 37.5 percent.’ If the tax on the reported 
adjusted gross income exclusive of any capital gains and capital-gains tax is 
considered, the average rate would have been 55 percent.? If we add tax-exempt 
interest to this base, the rate is 50 percent. Yet from the tax table in section 1 
of the law the effective rate at $100,000 is 67.3 percent, at $200,000 it is 78.4 


1The estimate for tax-exempt interest here used in $140 million, based on Professor 
Seltzer’s statement that in 1949 taxpayers over $100,000 would have tax-exempt interest 
equal to 3.9 percent of adjusted gross income. Seltzer, Interest as a Source of Personal 
Income and Tax Revenue (National Bureau of Economic Resources, 1955), 1257. 

* This assumes the reported capital gain was taxed at the alternative 25 percent rate, 
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percent, at $500,000 it is 86 percent, and the maximum is 87 percent. Even when 
we allow for income splitting, the effective rate at $100,000 is 52 percent, at 
$200,000 67 percent, at $500,000 80 percent, and a maximum of 87 percent.’ 
These are startling figures. The rate table has rates in the 70-, 80-, and 90- 
percent brackets—yet the average of the rates actually paid in the upper brack- 
ets is 48 percent. It is thus obvious that the power and sweep of the initial 
sections are not matched by the end result. The intervening technical provi- 
sions must severely dilute the initial sections, and leave the United States income 
tax a far different levy than is presented by the initial picture. The important 
question is to ascertain what has happened in these technical provisions ; to see 
whether the result is desirable or not; and, if undesirable, to inquire whether 
it is susceptible to change. We may commence the inquiry with the income items. 


Income exclusions and preferences 


The wide definition of gross income given in section 61 is seriously qualified 
by specific exclusions or preferences granted by law. In an examination of these 
exclusions and preferences it may be helpful to classify them by the groups 
benefited—as investors and property owners, highly compensated executives, 
lower bracket recipients, and business groups, and then to ascertain in each case 
what were the motivating factors producing the result—historical accident and 
the passage of time, carefully considered congressional policy, or ad hoc responses 
to specific pressures. 

Investors and property owners—tax-exempt interest.—One important exclu- 
sion benefiting investors is the express statutory exclusion of interest on State 
and local obligations. A recent estimate places the total amount excluded at 
over $500 million.‘ 

The major share of this interest is presumably held by middle- and upper- 
bracket investors. The exclusion is thus an open avenue for escaping the high 
surtax rates. Its limits are largely those of investment policy affecting the 
principal invested, i. e., when do factors such as inflation or growth warrant invest- 
ment in equities rather than debt, and each investor’s judgment as to what repre- 
sents a balanced portfolio in his situation. But one would expect that for many 
the balance is shifted considerably to the debt side because of this interest 
exemption and also that the debt portfolio is largely in tax-exempt obligations 
rather than taxable obligations. 

This exclusion is indefensible from the standpoint of income tax policy. Its 

place in the code is originally traceable to doubts as to the constitutional power 
of the Federal Government to tax interest on State and local obligations. To 
quote from the Congressman in charge of the 1913 law in the House, replying to a 
proposal to include the interest in income: 
“it was not the desire of those who have been taking the most interest in this 
measure to inject any more constitutional questions or controversies into the bill, 
especially for the sake of only a few thousand dollars in taxes, and it would only 
add a few thousand dollars if that clause was included.” ® 

Ever since, the pressures exerted by State and local governments have kept the 
exclusion intact, though the constituticnal power to reach the interest under the 
income tax is no longer really debatable. The present result is thus a failure of 
Government to achieve an intelligent solution to a problem in Federal-State rela- 
tionships. If this interest were taxable today and the Federal Government 
desired to grant assistance to the States and local government units as respects 
their borrowings, it is inconceivable that a plan which meant giving a tax wind- 
fall to the wealthy would be adopted. Yet tax history has produced such a plan 
and the wealthy are its undeserving third-party beneficiaries. 

This is clearly an area in which the Congress should press for a better solution. 
It is also an area in which one could hope for progress if the search were 
diligently and imaginatively pursued. 





*The Harvard Business School study of Effects of Taxation on Investments by Indi- 
viduals shows similar results for 1946 and 1948: The maximum average tax rate was less 
than 50 percent for all groups when income was computed inclusive of net capital gains. 
ae ee and Bollinger, Effects of Taxation on Investments by Individuals 
(1953), p. 85. 

*Pechman, Erosion of the Individual Income Tax, 10 National Tax Journal 1 (1957). 
This extremely informative article, based on the year 1956, is the source of the estimates 
hereafter used unless otherwise indicated. For a general bibliography on the subject of 
erosion of the tax base see Surrey, The Congress and the Tax Lobbyist—How Special 
Provisions Get Enacted, 70 Harvard Law Review 1145, fn. 3 (1957). 
~ Taxation of Government Bondholders and Employees (Department of Justice, 1938), 











2284 GENERAL REVENUE REVISION 


Natural resources.—Investors in natural resources receive special treatment 
in a variety of ways. For one, percentage depletion, at rates ranging from 
27% percent for oil and gas to 5 percent for clay, operates to exclude con- 
tinuously a portion of the gross income from the natural resource property 
even though the investment cost may have been fully recovered. Since the ma- 
jor part of drilling costs may be currently expensed in the case of oil and gas, 
and since in the case of minerals a considerable portion of exploration and de- 
velopment expenditures may likewise be deducted currently, the percentage de- 
pletion exclusions can be greatly in excess of the remaining cost. Further, 
under recent court interpretations percentage depletion may in certain in- 
stances extend to the profits of manufacturing as well as extraction, so that 15 
percent depletion for calcium carbonate or cement rock becomes an exclusion of 
15 percent of the gross income from manufacturing cement. Next, timber and 
coal royalties are taxed at capital gain rates; also so taxes is the increment in 
value of cut timber. Thus, investors in natural resources receive income which 
is taxed at significantly lower rates. A recent estimate places the tax benefit 
to all noncorporate oil and gas investors at $700 million. 

The basic percentage depletion provisions do not appear to have been con- 
sciously granted as a tax differential, but rather as an approximation to cost 
and discovery depletion. And the intangible drilling expense option seems to 
have just grown up. After a while of course all the minerals and then the non- 
minerals, as clay, gravel, and oystershells, simply attached themselves to a good 
thing. And the capital gain treatment for coal and the expensing of mineral 
exploration and development costs seem to represent ad hoc acquiesence to 
industry pressure obviously aimed at a tax preference. A Congress unwilling 
to reexamine actions taken many years ago to determine if those steps repre- 
sented an unwarranted subsidy under changed conditions was hardly in a 
position to resist industry drives for the same treatment. 

Yet it appears to be admitted on all sided, except perhaps the benefited 
natural resource industries and those who invest in them, that this area merits 
critical congressional consideration. It is doubtful whether anyone, inside 
the industry or out, really knows who are the beneficiaries of these tax pro- 
visions under present conditions, the extent of the preferences granted, and 
the benefits to the Nation which are achieved by those preferences. While 
it appears that individual investors and independent drillers are the favored 
groups (especially when there is added to those preferences the opportunity 
for combining them with capital gain maneuvering on the sale of natural re- 
source interests) rather than the large integrated companies and that the na- 
tional policies alleged to be served do not require such tax favors, still there is 
no objective and comprehensive study to which we can turn for conclusions. 
It would seem clear that such a study is vitally needed to enable the Congress 
to proceed intelligently in this area. Further, as long as unwarranted tax pref- 
erences for one industry are tolerated, business generally will be motivated 
to press for special treatment. 

A reexamination of the national resources area is thus imperative. The 
nature of the changes needed and the chances for change would depend on 
the facts disclosed by a reliable study. 

Capital gains.—An individual receiving income in the form of capital gains is 
given a clear preference under the present code—50 percent of the gain is in 
effect excluded entirely, and the maximum tax on the gain cannot exceed 25 
percent of the entire gain. When the regular rate scale starts at 20 percent and 
reaches a 26 percent rate at $4,000 for a single person and $8,000 for a married 
person, a 25 percent rate to individuals who would otherwise pay at rates up 
to 91 percent on these gains is an extremely preferential rate. Yet of all the 
income preferences the capital gain preference is the one which most clearly is 
the product of deliberate and considered congressional action. While originally 
the preference contained elements of an averaging concept, this aspect has long 
disappeared as a justification. The Congress presumably has agreed with the 
claims of investors and the stock exchanges that capital gains should be differ- 
ently treated from other income and that investment incentives require a 
preferential treatment. 

But while the Congress has taken this basic position, it unfortunately has 
not thought through the question of just what is a capital gain and what trans- 
actions should be so benefited. As a consequence, under the relentless drive 
of many pressure groups the capital gain rate has become a convenient shelter 
for many sorts of transactions which for one reason or another have won a tax 
concession from the Congress. While the hard core and the overwhelming bene- 
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ficiary of the capital gain preference is represented by stock investment, followed 
by real estate investment, the fringes of the area are represented by these 
“honorary capital gain” situations. For examples we may refer to stock options, 
pension trust lump sum payments, patent royalties, sales of breeding livestock 
and unharvested crops, sales of business assets, and coal royalties. At the same 
time, the contrasting presence of 91 percent ordinary income rates and 25 percent 
capital gain rates has led to a considerable distortion in the arranging of busi- 
ness and family transactions and to an endless succession of tax gimmicks and 
tax schemes, all designed to achieve the 25 percent rate.* The capital gain 
preferential rate is thus, as respects the technical rules, the greatest single 
source of complexity in the present code. 

The Congress has thus allowed its capital gain policy to get out of control and 
become enmeshed in lobbying pressures. At the same time, and perhaps even 
more serious, it has failed to face up to the question whether an income tax can 
successfully cope—from a technical standpoint and under present conditions 
of limited administrative authority, an extremely skilled tax bar, and a tax-con- 
scious clientele—with a differential rate as marked as the capital gain preference. 
Many believe that the task is too great for the technicians—Government admin- 
istrators and tax bar—and that the only solution is a lessening of the differen- 
tial, coupled then with a severely restricted definition of capital gain. Others 
would seek such a lessening for equity reasons alone. These groups would pre- 
fer to see the differential lessened both by increasing the capital gain rate and 
reducing the top rates on ordinary income. Here also it is clear that the answer 
lies in more resolute action by the Congress. 

Dividend credit—The investor in corporate stocks is favored today with a 
$50 exclusion for dividends and a credit against his tax equal to 4 percent of 
dividends received. The exclusion is estimated at $200 million in income for 
1956, and the credit at $400 million in tax, with the beneficiaries mainly in the 
tax groups above $10,000. On the basis of 1954 statistics, 78 percent of the 
credits for dividends received went to taxpayers above $10,000; 34 percent to 
those over $50,000. These figures reflect the concentration of stock ownership 
in these brackets. The impetus for the credit may to some extent have been 
the desire to take action regarding the “double taxation” of corporate profits. 
But the credit solution that finally resulted is certainly not a fruitful approach 
for dealing with corporate “double taxation” and is therefore likely to be a 
dead end.” As such, it becomes merely a mechanism to reduce the impact of 
tax rates on certain middle and upper bracket taxpayers. 

There are indications that the Congress does not have any real confidence in 
the wisdom of this provision. It would therefore seem appropriate for the Con- 
gress to remove this recent preference before it, too, becomes a built-in preference 
which must remain because it always has been there. If the Congress then de- 
sires, it can consider the “double taxation” problem in the wider context of the 
problems of undistributed corporate profits and capital gains and losses. 

Life insurance.—Those individuals who invest in life insurance find them- 
selves with a preferential tax treatment in that they are not currently taxed 
on the interest accumulations allocated to their policies. At death, the proceeds 
of the insurance are not taxable income, so that the interest goes untaxed. The 
amount of interest involved is large, being estimated at $1.1 billion for 1956. 
This preference does not appear to have been considered at all by the Congress, 
but to have arisen largely by default. It is true that life insurance, involving 
mass purchases and protected by strong and active advocates, is likely to be 
favored by Congress. While taxation of the interest would necessarily require 
a withholding plan, as discussed below withholding is independently needed in 
the case of interest generally. However, it is probably unlikely that the Con- 
gress would strongly desire to take action to reach interest on life insurance. 
But, at the very least, it should be more aware than it is of the variety of 
schemes available to build upon this preference, and in combination with other 


*In general and for a bibliography see Surrey, Definitional Problems in Capital Gains 
Taxation, 69 Harvard Law Review 985 (1956); see also Slitor, Problems of Definition 
Under the Capital Gains Tax, 10 National Tax Journal ar (1957). Blum, A Handy Sum- 
mary of the Capital Gains Arguments, 35 Taxes 247 (195 7). 

Tit this form of credit solution were pushed further, i. e., the credit raised, it would 
soon be more profitable taxwise for a taxpayer to operate a business as a corporation rather 
than as an individual. Thus this “cure” for double taxation would make the double tax 
result for a corporate shareholder less onerous than the single tax on a sole proprietor. 
The appropriate credit method would be first to “gross up” the dividend by the corporate 
tax allocable to it, include the total in the recipient shareholder's gross income, and then 
eredit his tax with the allocable corporate tax. See Shoup, The Divi oe Exclusion and 
Credit in the Revenue Code of 1954, 8 National Tax Journal] 136 (195 
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benefits to distort the application of the tax law. One example is the purchase 
of life insurance with borrowed funds. And Congress should certainly cease 
adding estate tax preferences for life insurance on top of income tax preferences. 

Home ownership.—Another preference that has become built in through de- 
fault is the exclusion from income tax coverage of the imputed income on 
owner-occupied homes. The estimated amount of this income is $4 billion. It 
is obvious that alone of all the preferences so far considered, taxation of this 
imputed income would involve severe administrative difficulties. For this rea- 
son and in view of the pervasive social policy considerations involved, here also 
it is unlikely that the Congress would be willing to overturn tradition.’ But 
this decision on the income side should be kept in mind when the deduction for 
nonbusiness interest and taxes is considered. 


Highly compensated executives 


Over the past decade or so the executive class has been steadily occupied in 
earving out tax shelters to ameliorate materially the impact of the high rate 
scale. This was a natural reaction to that rate scale, since the executives saw 
that their high salaries lay unprotected against the high rates while the in- 
vestor class received protection through capital gain rates, natural resource 
preferences, tax-exempt obligations, and corporate accumulations of earnings. 
An early effort of the executives had been that of deferred compensation ar- 
rangements through pension and profit-sharing plans confined to a small man- 
agement group. Congress in 1942 blocked this approach by requiring that these 
plans be nondiscrimatory in coverage and benefits, so that the cost factors in- 
volved in proportionate matching for the broader base the benefits desired at 
the top tended to reduce those top benefits. However, by an ill-considered and 
unwise technical decision capital gain treatment was accorded to lump sum 
pension plan payments on retirement. As a result, such a pension arrange- 
ment is extremely beneficial to upper bracket executives. Next, the executives 
in 1950 obtained capital gain treatment for stock options. The result here is 
remarkable. If an unmarried clerk making $5,100 receives a Christmas bonus 
of $100 he pays at a 26 percent rate on that $100. But if a $100,000 a year 
executive receives a bonus through a large stock option profit, he pays at only 
a 25 percent rate, 1 percent less than the cierk, on that profit. Executives have 
also increasingly resorted to high level fringe benefits in the form of travel and 
entertainment expenses, company-provided facilities, and the like to receive 
considerable nontaxable advantages. Recently, they have turned to indi- 
vidually tailored deferred compensation contracts to spread their earnings 
over a considerable period of time including the post-retirement years. In a 
sense, the operation of these deferred compensation contracts is inconsistent 
with the nondiscriminatory policies of the pension plan provisions under which 
deferral for executives must be accompanied by similar benefits accorded to the 
lower-salaried and wage earning groups.” 

It seems clear that congressional sanction of these efforts is in large part a 
further illustration of a lack of congressional confidence in the desirability of 
extremely high tax rates. Yet it is equally clear that the course being followed 
is hardly the way to deal with the larger issue of the rate structure. Congress 
at least should remove the artificial capital gain treatment for lump-sum pension 
payments and stock option compensation, and substitute some ad hoc averaging 
solution. It can then deal with deferred compensation in the context of broader 





®The reference is to sec. 2042 of the 1954 code, which dropped the premium-payment 
test for inclusion of transferred life insurance in the gross estate of the insured. 

* A similar comment seems in order as to the food produced and consumed on farms, 
where the estimate is $400 million on the basis of a presumptive income of $75 per person 
per year. 

Thus in 1942 Congress granted immediate deduction to the employer and postponed 
taxation to the employee on condition that the pension plans be nondiscriminatory, thus 
conditioning this favorable combination of tax results on the employer’s willingness to 
broaden the plans, a result Congress considered desirable as a matter of social policy. In 
deferred compensation contracts the vy eet eigen gives up the possibility of a current deduc- 
tion for a future deduction since no funds are presently paid. At the same time, the 
re presumably is not presently taxed under current judicial doctrines, but inclusion 
in his gross income instead is postponed until actual receipt. In view of the strength of 
the employee’s present rights to the compensation under most contracts—after all, the 
employee does not want to take much risk of losing the future payments—the judicial doc- 
trine is a distinct benefit. In keeping with the coverage conditions attached by Congress 
in 1942 when it guaranteed for pension plans the tax benefits mentioned above, it is there- 
fore arguable that similar coverage conditions could well apply to a sanctioning of deferred 
compensation arrangements. For, after all, these arrangements are really additional pen- 
sions offered only to the top few. 
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averaging considerations, at the same time taking cognizance of similar deferral 
plans or do-it-yourself averaging now utilized by TV performers, recording 
artists, writers, athletes, and other similar professional groups. Through these 
averaging arrangements, an individual may earn large amounts currently but 
under his contract can spread the payments and hence the inclusion in income 
over a number of future years. 

One special class might here be added, that of inventors, and the financial 
backers of those inventors, who are favored with a capital gain rate for their 
activities. Here also the Congress should act to remove a special class prefer- 
ence, especially one highlighted by the contrast with the ordinary income treat- 
ment accorded to authors. 


Lower bracket preferences 


The mass extension of the income tax that occurred during the war brought 
forth a number of problems of income coverage that Congress has not really faced 
squarely. This refusal has in turn made it vulnerable to pressures exerted by 
labor unions and other groups representing lower bracket taxpayers. The fol- 
lowing are the principle results, 

Elderly tawpayers.—Practically by default social security retirement pay- 
ments were excluded from the income tax—in fact the exclusion is by Treasury 
ruling and not explicit statutory direction. This exclusion in turn led to the 
retirement income credit granted in 1954 so that nonsocial security recipients 
who received investment income after retirement could share this tax preference. 
When these benefits are coupled with the additional $600 old-age exemption, in 
part itself traceable to the social-security situation, and the increased medical 
expense allowance for the aged, persons over 65 become a distinctly favored class 
under the income tax. Thus a married couple each over the age of 65 and each 
qualifying for the retirement and dividend credits may receive $6,100 free of 
tax—in other words the couple may possess a capital of $135,000 invested in 
stocks yielding a 4% percent return without income tax liability. A young mar- 
ried coupled with a salary of $6,100 would pay a tax of $863.80. Such a distinction 
seems impossible of justification. It is basically wrong to exclude social-security 
pensions from income or to grant a retirement income credit. What is often 
overlooked is that the personal exemptions themselves would relieve most social 
security recipients from tax. The present treatment is really a windfall for 
many above the lowest brackets. Thus, 60 percent of the total retirement income 
credit claimed in 1954 went to taxpayers above $5,000; 35 percent to taxpayers 
over $10,000. 

Fringe benejits.—The Congress, prodded apparently by the Treasury Depart- 
ment in recent years, has been drifting in the direction of withdrawing em- 
ployee fringe benefits from income-tax coverage. The recent statutory examples 
are the $100 sick-pay exclusion, employer-provided medical benefits, and board 
and lodging provided by the employer. It is clear that these areas present in 
varying degrees serious conceptual problems under an income tax, let alone 
administrative difficulties. Yet it is also clear that there is a steady drive by 
organized labor to have employers increasingly bear the living expenses of their 
employees. Whatever may have been the arrangements and traditions that 
existed prior to the income tax, it is evident today that tax considerations play 
an important, if not major, role in the extension of fringe benefits. It is obvious 
that a mass income tax must squarely face these changing patterns of compen- 
sation which it generates and that some broad solution must be reached to the 
problems of tax equity, administration, and social policy involved. Yet there 
has been no major scale study by Congress of this issue, nor has the Treasury 
presented to the public any detailed analysis of the problem or of the considera- 
tions which guide its recommendations. As we pass from the traditional board 
and lodging to company lunches and vacation resorts on to medical benefits and 
life insurance and on further perhaps to education, it would appear that without 
such studies the Congress is ill-equipped to deal with the issues and inevitably 
must keep yielding to the pressures that employees and employers will together 
exert on it. 


Deductions 


When we turn from income items to deductions, we also find significant effects 
on the individual tax base. An income tax is a net income tax, and as such 
should certainly make allowance for expenses incurred in earning the income 
taxed. The law thus properly allows a deduction both for business expenses 
and for nonbusiness expenses incurred in producing income or maintaining 
property held for the production of income. But the United States law is 
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almost unique in the extent to which it also allows deductions for personal 
expenses of the taxpayer—i. e. for nonbusiness expenses not related to the 
production of income. The aggregate amounts deducted are large—about $30 
billion in 1956. The expenses involved are taxes ($5.1 billion), interest ($4 
billion), charitable contributions ($4.4 billion), medical expenses ($3.3 billion), 
casualty losses ($400 billion) and child care (under $100 million) plus the stand- 
ard deduction ($13 billion) allowed in lieu of itemizing these personal expenses 
(and some income-producing expenses). 

Most of these personal deductions came into the law in a fashion that can 
be regarded as almost casual when viewed in the light of their present impor- 
tance. Thus, interest was allowed in 1913—and in 1870—apparently because 
it was thought difficult to separate personal interest from business interest. 
The deduction for taxes has also been with us from the start—1913 as well as 
1865—adopted apparently without any real consideration of the matter. The 
charitable deduction was a 1916 Senate floor amendment designed to encourage 
philanthropy in the light of wartime tax rates. It has steadily grown in cov- 
erage and effect. Casualty losses were deductible in 1913, the deduction being 
traceable to that for fire and shipwreck in 1867, with “other casualty” and 
“theft” added in 1916. But once we pass from these historical deductions we 
find the Congress growing more careful. The medical expense deduction of 
1942 is in principle limited to extraordinary expenses so that there is a mini- 
mum which is not deductible, and there are also maximum limitations. While 
the floor has been lowered and the maximums raised somewhat, the basic prin- 
ciple of both limitations has been retained. The child care deduction of 1954 
was in the end kept within narrow limits despite the fervor with which it was 
initially accepted in principle. These iimitations on the child care deduction 
are necessary to prevent abuse and large revenue loss. But, so limited, the child 
care deduction is an illustration of the undesirability of complicating our law 
with these minor matters. 

The history of personal expense deductions thus indicates that the deductions 
easually granted at the outset of the income tax would probably not be allowed 
today in their present form if considered de novo. The question is then whether 
a change should now be made. As to charitable organizations, the intended 
purpose of the deduction is a subsidy to philanthropic institutions. Assuming 
agreement persists that certain activities are better handled in our society 
through private philanthropy than by Government or business, then until a way 
is found of encouraging private philanthropy which is preferable to the pres- 
ent use of the tax system for this purpose, the deduction probably should not 
be basically changed. More care, however, is needed to prevent abuse, and 
certainly the family-operated foundation needs scrutiny. The medical expense 
deduction is also acceptable if strictly confined to the aspect of extraordinary 
expenses. In this respect the lowering of the floor from 5 to 3 percent of 
adjusted gross income in 1954 seems unwise. At the other extreme is the 
casualty loss deduction, which should be limited to losses above a minimum so 
as to embody the extraordinary misfortune principle adopted in the medical 
expense deduction. Certainly a damaged fender should not rank higher than 
a damaged arm. 

The child care deduction is at the borderline, with an arguable justification 
that it is close to a business expense. In 1954 it was used by only 231,000 tax- 
payers, in the amount of $73 million. In view of its limited scope its removal 
would seem proper, but its emotional history still is with us and perhaps it is 
therefore not a first order of business. 

The difficult items are interest and taxes. The deduction for State income 
taxes is useful as an accommodation to Federal-State relationships. But the 
deduction for personal interest and for State and local property taxes amounts 
to a considerable subsidy to property owners, especially those who are mort- 
gagors. The deduction for State and local sales and excise taxes simply makes 
those taxes more regressive, and is therefore undesirable. Also, such taxes 
really constitute price differentials among commodities and inducing a choice 
among commodities is not a function of the Federal income tax. It would be 
desirable to eliminate the excise tax aspect of the deduction entirely, both for 
equity reasons and because of obvious obstacles to proper compliance—how 
many taxpayers can reliably report excise taxes paid. The elimination in 1943 
of the deduction for Federal excise taxes illustrates the proper course but may 
underscore the problem—would the States block any change as respects their 
excise taxes? The deduction for State property taxes and for interest should 
at least be limited to a maximum figure which would keep its subsidy effects 
reasonably confined. Such a restriction would also end the growing abuse of 
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the interest deduction and the various tax schemes that are profitable only be- 
cause of the tax advantage obtained by the deduction of interest. 

With these changes, the standard deduction could be greatly reduced, perhaps 
to 3 or 4 percent of gross income depending on the estimates as to average de- 
ductions under these suggestions. Its utility would lie in making unnecessary 
the itemizing and checking of small deduction items. 


Defects in enforcement 


So far we have been considering the makeup of the individual tax base in 
terms of the statutory provisions.“ But we must recognize that the translation 
of statutory rules into actual tax burdens depends upon the effectiveness of tax- 
payer compliance and tax administration. Many taxpayers because of ignor- 
ance, poor recordkeeping, or other factors will not obtain tax benefits accorded 
to them by the law. Others, because of ignorance, inadequate records, or de- 
liberate false claims will obtain more benefits than are granted to them by the 
law. While at present voluntary compliance is apparently quite high—perhaps 
in excess of 90 percent overall—the gap between perfection and the present 
result is considerable. One estimate places unreported adjusted gross income 
at $26.5 billion. To this must be added erroneous itemized deductions and 
credits, and errors in the classification of adjusted gross income items. Though 
perfection is not attainable, there is certainly room for improvement. This is 
especially so as respects aids to enforcement that are independent of investiga- 
tion and audit by revenue agents. 

Estimates indicate that only 37 percent of interest and 76 percent of dividends 
(prior to the $50 exclusion) are reported, as compared to about 95 percent of 
wages and salaries.“ It is clear that withholding on interest and dividends 
should be instituted, especially since workable withholding arrangements have 
been devised.“ As respects executive compensation, the answer may lie in 
more detailed reporting requirements. The emphasis on the details of reim- 
bursed expense accounts is an example. At the same time, however, employers 
should be required separately to report on all payments, in cash, kind, or the 
use of certain facilities made to top executives and shareholders whether or 
not the payments constitute gross income to the recipient. This would at least 
identify the fringe benefits that exist rather than leaving them buried and un- 
detected in the employer’s accounts. The Service would then be in a position 
to consider which of the benefits represent taxable compensation, whereas today 
the employer and the employee largely make that decision on their own. As 
respects entrepreneurial income, estimates place the reporting of farm income 
at 36 percent and business and professional income at 87 percent. One possible 
aid here is the institution of balance sheet reporting for these taxpayers along 
with the present tax return. Experimentation could start at a sufficiently high 
income level—say $15,000 of noninvestment or nonsalary income—and after 
the problems of detail are worked out perhaps the requirement could be ex- 
tended. 

Withholding and detailed reporting together cannot close the gap caused by 
noncompliance. Resort must always be had to the corrective results of investi- 
gations and audits by revenue officials. It is difficult to judge the effectiveness 
of the current enforcement activities of the Internal Revenue Service and of the 
general work of the revenue agents. There are many who feel that the skills 
of the Service have not kept pace with the growing complexity of tax law and 
tax-motivated transactions. Thus, there is real doubt that agents in checking 
returns are exhibiting the insights and detailed digging necessary to effective 
audits. And of course there is always the problem of the return that is not 
audited at all. Put differently, has the number of available agents kept pace 
with the expansion and complexity of the income tax? 

A real public service could be performed by the American Institute of Certified 
Public Accountants and by the American Bar Association section of taxation 
if they would appoint select committees to consider the specific areas in which 
agents are not performing their tasks efficiently and to report their conclusions 
to the Service. The inquiry would concern the kinds of situations and trans- 
actions as to which agents do not uncover taxpayer errors or malfeasance to 


u This statement does not consider either the personal exemptions or the various rate 
schedules available under the different forms of income splitting. 

22In addition to Pechman, supra note 4, see Holland & Kahn, Comparison of Personal 
and Taxable Income, in Federal Tax Policy for Economic Growth and Stability, Subcom- 
meee) on Tax Policy of the Joint Committee on the Economic Report, 84th Cong., 1st sess. 

955). 

48 See Pechman, supra note 4, at 23. 








2290 GENERAL REVENUE REVISION 


the extent they should, as well as matters in which agents are overzealous to 
the point of inefficiency or abuse of authority. Such informed guidance as to 
needed improvement in present performance would be of immense aid to ade- 
quate and proper enforcement of the tax laws. This guidance may be especially 
needed as business moves ahead to the greater use of machines and other aids 
in its accounting procedures. 

CONCLUSION 


Several main conclusions appear from the above summary: 

(1) There has been a steadily growing trend to differential tax liability in 
terms of the source of income through the preferences granted to particular 
kinds of income. This method of reducing tax burdens has resulted in very 
considerable tax inequalities. As a method of allocating income-tax burdens 
it is certainly less desirable than changes in the overall rate structure. In 
particular instances there may be compensating incentive advantages for these 
departures from equity, but on the whole one needs an extreme faith in the 
efficacy of tax incentives to believe that this justification is present. 

(2) The present extensive allowance of deductions for personal expenses has 
a material softening impact on the rate scale and creates serious tax inequities. 

(3) Defects in tax administration and weaknesses in taxpayer compliance 
have increased the discriminatory consequences. 

(4) Perhaps the majority of these income-tax differentials (both as to income 
and deduction items) have arisen almost fortuitously. They are traceable to 
hastily considered ad hoc solutions which have since proven defective from a 
technical standpoint, to acquiesence in well-timed and well-managed pressure 
drives where the issues have really not been fully explored, or to decisions made 
early in our tax history under quite different conditions and on grounds that 
do not obtain today. 

(5) The amounts involved are very large. Thus, 1 estimate has placed the 
total of these differential exclusions and deductions in 1956 at about $43 billion, 
or one-third of the taxable base of $136 billion. If the omitted amounts were 
added to the tax base, the yield of the income tax could be increased by $12 
billion, or nearly 40 percent of the present yield. As an alternative, if only 
the present revenue yield were desired, the income-tax rates could be reduced 
by about one-quarter. Thus, the rate scale could run from 15 to about 65 per- 
cent, rather than as today from 20 to 91 percent. These figures are based on 
the total effect of all these differentials and, as discussed above, it is unlikely 
that all would be.changed. Even so, the decrease in rates that could occur 
if only a few were changed would be significant. ' 

(6) The result of the differentials has been a distinct narrowing of the tax 
base. Income-tax rates accordingly must be pushed higher and higher to main- 
tain revenue yields. The result is our present rate scale rising to 91 percent. 
Yet two things stand out concerning this rate scale. One, those of us outside 
the Congress must conclude that the average Congressman does not believe in 
the present high rates of income tax, especially those applicable in the upper 
brackets. When he sees them applied to individual cases, he thinks them too 
high and therefore unfair. For how else can we explain the continued congres- 
sional acquiescence in the provisions described above permitting escape for some 
from these high rates, or the steady growth in special legislation relieving a par- 
ticular taxpayer or group of taxpayers from these rates. True believers in these 
high rates would long ago have torn down the tax shelters and resisted all pres- 
sures for special relief. Instead the reverse is true. For many taxpayers these 
high rates are only paper rates and the actual burden is far lower—witness the 
overall 48 perecent average for the upper brackets in 1954. Two, for those tax- 
payers whose sources of income or whose activities are not favored by these 
differentials, the high tax rates are very real. As a consequence, the high rate 
scale is severely discriminatory. Thus, in 1954 about one-fifth of the returns 
over $200,000 reported only ordinary income and hence did not receive any ad- 
vantage from the 25 percent capital gain rate. Many of these taxpayers must, 
therefore, have actually paid tax at very high rates. The present trend toward 
tax reduction through differentials thus means paper rates for some taxpayers, 
severely discriminatory rates for others. In effect, our income tax is becoming 
a structure half free, half slave. 

(7) Unless we are to succumb to confirmed pessimism, It seems possible that a 
determined Treasury and a determined Congress could stop this trend and could 
eliminate many of the present differentials. But it is probable that any signifi- 
cant accomplishments in this direction as far as upper bracket taxpayers are 
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concerned would require a reduction in the top rates of tax to 70 or 65 percent.” 
The combination of such a reduction and the elimination of upper bracket dif- 
ferentials would materially improve our income tax and would not necessitate 
a revenue loss. As respects the differentials that are significant in the middle 
and lower brackets, their elimination would likewise be far easier in the context 
of a general revenue reduction through decreases in rates, a splitting of the first 
bracket, or increases in exemptions. Consequently, when any such revenue re- 
duction occurs it should be accompanied by structural improvement and elimina- 
tion of as many differentials as possible, or else the opportunity to improve our 
income-tax system may never come. Even if tax increases are in order, every 
effort should be made to widen the base of the income tax rather than simply to 
raise the rates and thus squeeze harder those who are today unfairly treated. 

(8) We should not succumb to confirmed pessimism and say that what has 
happened must be. The past history of the income tax may be long, but its future 
is even longer. This country has made great strides in using the income tax 
as the mainstay of a fiscal system. If this is to be our basic policy, our efforts 
must be concentrated on continued structural improvement of the income tax. 
Real accomplishment in this direction would be of benefit not only to this 
country but also to numerous nations faced with the same difficulties under their 
income taxes.” 

(9) As a specific set of goals, I would recommend the following: 

1. Elimination of the exemption for the interest on State and local 
obligations. 

2. A considerable narrowing of the scope of the capital gains tax and 
an increase in its rate, with increased allowance for capital losses. 

3. Elimination of the dividend exclusion and credit. 

4. Inclusion of social-security retirement payments in income and elimi- 
nation of the retirement income credit. 

5. As respects the personal expense deductions, elimination of the deduc- 
tion for sales and excise taxes, a maximum Ceiling on the deduction for 
personal interest and property taxes, and a minimum floor for the casualty 
loss deduction, with consequent changes in the standard deduction. 

6. Withholding at the source on dividends and interest. 

7. Intensive study of the following: the treatment of the natural re- 
source industries, the treatment of fringe benefits, and the need for an 
averaging provision. 

8. Reduction of the top rates to about 65 percent. 

9. As revenue needs permit, a reduction in the lower bracket rates, in- 
cluding a splitting of the first bracket. 


Il. THE TAX LEGISLATIVE PROCESS 


A. Special taw provisions 


The above discussion has considered the pattern that has evolved under our 
income tax—a pattern of high tax rates on paper but far lower tax burdens 
in actual application. Many have reached the conclusion that this pattern is 
traceable to a lack of congressional confidence in the high rates of tax. One 
aspect of this present pattern is the increasing number of special provisions 
benefiting only a particular taxpayer or a small group of taxpayers.” Sensing 
both this lack of congressional confidence in high rates and an increasingly 
sympathetic legislative audience, taxpayers are turning more and more to special 
legislation as the simplest way to reduce their tax burdens. Also, the present 
pattern has resulted in an extremely complex tax law, where a false step or 
mistake can send the tax cost soaring. Many taxpayers who have mistakenly 
taken the wrong Course proceed to seek special legislation, often retroactive, 
to relieve them of the tax consequences of their mistake. These demands for 
special legislation have placed a considerable strain on the tax legislative 
process. 

Much of this special legislation represents simply private-relief claims for the 
particular individual benefited. While phrased as amendments to the tax law, 
they are only money claims against the Government based on the equities as- 
serted to exist. The congressional tax committees and the Treasury have not 


4 ie general see Surrey, Do Income Tax Exemptions Make Sense? Colliers, March 20, 
1956, p. 26, reprinted in 102 Congressional Record, p. A3053 (daily edition Apr. 16, 1956). 

15 This statement is based in considerable part on a pa jen delivered before the Tax Insti- 
tute Symposium on Income Tax Differentials, November 


7. 
‘ a For some examples see Surrey, supra note 4, from which some of the text discussion is 
aken. 
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solved the problem of how to handle these special bills. Curiously enough, some 
tax situations do come through the judiciary committees as private-relief bills 
along with other private-relief bills involving claims against the Government. 
These bills may involve, for example, a removal of the barrier of the statute 
of limitations in cases thought equitable or the recovery of funds spent for 
revenue stamps lost in some fashion. Here they are subject to the criteria 
developed over the decades by those committees in the handling of private-claims 
bills. These criteria are reasonably strict, and few of the bills pass the Congress. 
Of those that do succeed, a number are vetoed, and a veto is customarily re- 
garded as a final disposition of the bill. 

Many situations come before the tax committees that are quite comparable, in 
that the tax proposal is equivalent to a money claim against the Government, 
equal to the tax to be saved, sought for a specific taxpayer on equitable grounds. 
This is especially true in the case of proposals of a retroactive character. In the 
tax committees these special proposals tend to take on the coloration of an 
amendment to the tax code of the same character as all the various substantive 
tax matters before these committees. In essence, all amendments to the tax 
laws that private groups push on their own behalf are designed to lower taxes 
for the proponents and thereby relieve them from a tax burden to which they 
are subject. The special proposals thus become simply one more amendment in 
the long list of changes to be considered. The proponents of these special pro- 
posals are thereby able to cloak the fact that they are presenting private-relief 
claims against the Government. This is especially so when the proposal is con- 
sidered as merely one more item in a general revenue bill. Here it is also pro- 
tected from the threat—and fate—of a Presidential veto. Even when the 
proposal is considered as a separate bill, the fact that it is merely one of the 
bills before a tax committee that is considering a great many substantive bills 
involving amendments to the tax code generally produces the same result. The 
eommittee will tend to focus on the proposal as curing a substantive defect in the 
law and lose sight of the fact that the special proposal is essentially a private- 
relief bill. 

The tax laws are not perfect and cannot be. They will affect some taxpayers 
more seriously than others, and hardships and inequities will certainly occur. 
But every hardship and every inequity cannot be corrected; and this is even 
clearer when the correction must be retroactive. Some standards must be 
evolved against which a claim for relief may be judged, or chaos will result. 
Tax lobbying will grow by leaps and bounds—it is already doing that. But what 
standards may be formulated, what procedures should be adopted, what insti- 
tutional changes may be necessary—these are still unstudied topics. 

It would seem proper for the Congress to require that all retroactive tax 
proposals limited in application to one person or to a small group be presented 
as private-relief bills to be considered by the tax committees. The bills would 
name the individuals concerned and specify the amounts involved. The reports 
on the bills would state the equities present and the reason for granting relief, 
if that is the action urged. Each matter would be handled as a separate bill, 
subject to presidential veto. The amounts granted need not be the complete tax 
to be saved by retroactive change, since the equities may point to a lower figure. 
The tax committees would have to develop procedures and criteria for handling 
these measures—presumably they would go to special subcommittees. Rigorous 
standards would have to be evolved lest the committees be engulfed. It may be 
that naming the particular individual involved will result in congressional 
action on some measures being influenced one way or the other not so much by 
the merits as by an identification with the particular individual. Hence, it 
might be thought that these special bills should be anonymous as far as possible 
Yet the beneficiaries of other relief bills are identified. Anonymity would only 
provoke intense curiosity on the part of the press and others, and probably 
could not be preserved. Thus, despite the disadvantage indicated, identifica- 
tion of the beneficiary would seem proper. 

If the above procedure were adopted, it may well be that it could be extended 
to those special provisions for a particular person or a limited group which 
are prospective in operation. After all, a proposal that for the future a cousin 
in a mental institution who was formerly in the taxpayer’s household, or a child 
adopted in the Philippines by an Army Officer, be classified as a dependent, is 
really a petition for a private-relief bill. Nor is there any reason why the Louis 
B. Mayer amendment should not have been handled as a “bill for the relief of 
Louis B. Mayer” and the amount of the relief stated in a precise dollar figure. 
If the particular proposal presented is only an example of a general problem, 
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it should be handled as such and relief denied if the general problem is not to 
be solved, unless the equities for special treatment are overwhelming. If it 
is an isolated situation, its equities could be judged in that light. If special 
relief were granted, and the consequent publicity indicated that other were 
similarly situated, then the relief could be extended. But the particular claim 
would be highlighted for what it is—an appeal to the generosity of the Congress. 
to be exercised in the particular situation. In time, experience may indicate 
that certain of these matters may be handled by the Treasury Department, per- 
haps with the assistance of a special board of advisers. The essential task is 
to separate special situations from the broader substantive problems that repre- 
sent the basic work of the tax committees, and thereby to judge them on their 
particular merits. Also, and equally as important, treatment as a private bill 
would permit full public understanding of the particular case and an awareness 
of the relief involved. 


B. Need for more tav studies 


This committee, probably more than anyone else, is aware of how difficult 
a task is the framing of tax legislation. It is a credit to the members of this 
committee, in view of the pressures upon them, that our tax laws are not in far 
weaker shape. Yet the task is steadily growing more difficult under the de- 
mands of a high level, full employment economy. But as the burdens on this 
committee increase, it seems to many on the outside that the resources of in- 
formation on which it should be able to draw are not keeping pace. In recent 
years the amount of research and study devoted to tax matters, both in the ex- 
ecutive and legislative branches, appears to have declined, at least relative to 
the increase in tax problems. 

The result has been to place this committee in an almost impossible situation. 
As our economy and our tax structure grow in complexity it is difficult to move 
with confidence in revising that structure without a firm foundation of research 
and analysis. There are many problems which we know require better solutions 
than those of the present, but on which we cannot move forward since we lack 
the guidance of intensive studies. The committee must solve the problems of a 
mid-20th century world, but it does not have the resources which that world is 
capable of furnishing. It has been forced to function on almost a catch-as- 
catch-can basis, with inspirations of the moment substituting for conclusions 
based on careful explorations of theory and practice. 

There is thus an acute need for a greatly increased program of governmental 
research and study in the tax field. This requires an increase in informed per- 
sonnel, whether on a full-time basis or on leave from other pursuits. It requires 
an understanding of the techniques of research and of the demands of an ade- 
quate research program. But most of all it requires an awareness of the values 
of research, a positive belief in the real usefulness of analysis and study, a rec- 
ognition of the vital dependence of policy formulation on underlying research. 

Unless the drift to improvisation is ended and an adequate research program 
substituted, this committee can look forward to a bleak future in its tax work. 
Yet, fortunately, once the need for such a program is clearly understood we 
know that the Government is capable of meeting that need. It remains for those 
in authority to realize the urgency in the tax field of our need for study. This 
committee is in a position to take the lead in recognizing our present research 
deficiencies and requiring that they be remedied. 


SUMMARY OF STATEMENT 


The present income-tax structure presents the incongruous picture of an ex- 
tremely high-rate scale combined with many ways in which high taxes may be 
escaped. These methods of escape consist of the tax preferences granted in the 
law to particular kinds of income, the extensive allowance of deductions for 
personal expenses, and the defects in tax administration and compliance. The 
result is that tax burdens for many are far lower than the high-rate scale would 
lead us to believe, especially in the upper brackets. Thus, in 1954 in the income 
classes $100,000 and above the average tax rate was 48 percent. At the same 
time, since some do pay these high rates, the resulting burden on them is 
heavy and severely discriminatory. 

The present income tax thus consists of a base that is constantly narrowing 
and a rate scale that is rising. Each process feeds on the other. For, as tax 
rates rise, some groups are able to obtain tax preferences—largely because of 
inherent congressional doubts as to those high rates, But these preferences 
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narrow the tax base and this in turn necessitates higher rates if revenue goals 
are to be met. 

It is suggested that the process should be reversed. The income-tax base 
should be broadened through the elimination of tax preferences and differentials 
and the rates lowered. The result would be a far more equitable tax. It would 
also be a more manageable tax, as respects both congressional legislation, 
Government administration and taxpayer compliance. 

A related aspect of the present high rates and tax differentials, and also of 
the growing complexity of the law, is the increasing trend to special legislation 
for particular taxpayers or groups of taxpayers. It is suggested that as far as 
possible the handling of these special measures should be separated from the 
regular consideration and enactment of substantive tax legislation. These special 
measures should be handled by the tax committees in somewhat the same 
manner as are private relief bills in other fields. The taxpayer should be 
named and his request for special legislation regarded as a claim for relief. 
The claim can then be evaluated in the light of the merits of each case. 

Another aspect of the growing complexity of our tax law is the premium it 
places on tax research as an aid to legislative development of the law. The 
difficult problems facing the Congress cannot be properly solved without intensive 
study. It is suggested that the amount of research and study devoted in the 
Government to tax matters should be considerably increased, and an appropriate 
program of research and study instituted. 


Mr. Surrey. The public announcement of these hearings stated 
that the committee desires to examine into tax preferences and dif- 
ferentials in our revenue laws to determine if the facts warranted 
their continuance. 

As far as I can recall this is the first time in recent history that 
this committee has highlighted this question for consideration. Many 
of us believe that this is a question of paramount importance and 
therefore I am pleased to have the opportunity to appear and to dis- 
cuss this question. 

The United States income tax must appear very strange to many 
people. If you open the Internal Revenue Code at section 1 you find 
rates of tax that are probably as steep as any in the world. They rise 
to 91 percent. Then, if you turn to the definition of gross incom 
you find a definition that is probably as broad as any in the world, i 
not the broadest definition in any income tax—all income from what- 
ever source derived. 

Consequently, if you look at the initial sections of the Internal 
Revenue Code you would believe that you were dealing with a tax 
of extremely wide sweep imposed at most severe rates. 

Alongside this statutory structure we can place 1 or 2 statistics. In 
1954 for individuals in income classes of $100,000 and above, the aver- 
age effective rate of tax for the entire group was only 48 percent. If 
you made adjustments for items that are not reflected in the prelim- 
inary statistics of income, 2 items, tax-exempt interest and the full 
amount of capital gains, the average effective rate of tax for all in- 
come classes of $100,000 and above becomes 3714 percent. 

These figures are to be contrasted with the figures one would get if 
he looked at the rate schedules. Under the rate schedule for a single 
person the effective rate is 67 percent at $100,000 and then rises to 87 

reent. If you look at married persons, the effective rate at $100,000 
in the schedule is 52 percent. It goes to 67 percent at $200,000 and 
to 80 percent at $500,000. 

But if you look at the statistics of income rate for these people, 
$100,000 and above, the average rate actually paid is not above 48 
percent, and as I said if you include tax-exempt interest and the full 
amount of capital gains, that figure is 3714 percent. 
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The immediate question is what has happened between the begin- 
ning of the Internal Revenue Code and the end of the Internal Rev- 
enue Code, because quite obviously the product that comes out of the 
Internal Revenue Code doesn’t anywhere near match the beginning 
sections of the Internal Revenue Code. So one is led to the question, 
What has happened in the intervening sections of the Internal Rev- 
enue Code to produce this strange contrast between rates of tax in the 
schedules and the actual effective rates? We are led here to an exami- 
nation of certain income-tax preferences. 

I think one important question in looking at these preferences is to 
see whether they are in the tax law by deliberate congressional design 
and intent, or whether they are there through historical accident or 
just fortuitously. 

For example, the first one, that of tax-exempt interest, interest on 
State and local securities, is an historical accident in our Internal 
Revenue Code. In 1913 this income was excluded because of supposed 
constitutional difficulties. To quote from the Congressman in ange 
of the 1913 law, replying to a proposal to include the interest in in- 
come, he said this: 
it was not the desire of those who have been taking the most interest in this 
measure to inject any more constitutional questions or controversies into the 
bill, especially for the sake of only a few thousand dollars in taxes, and it 
would only add a few thousand dollars if that clause was included. 

Today we are dealing with an exclusion of over a half million dol- 
lars. I suppose it is obvious that we are dealing with a problem in 
Federal-State relationships. But if today the interest on State and 
local securities were fully taxable and someone said we have to do 
something about aiding the States and aiding localities, I don’t think 
anyone would come up with the solution that the interest on State and 
local securities should be made tax exempt. That solution would 
simply be giving wealthy people an undeserved windfall, and yet we 
have this result by teiatorical accident. 

I will put it this way: It is simply a failure of government to solve 
a problem. There is a problem here of Federal-State relationships, 
but this is not the way to solve the problem and it would seem that 
people could work toward a better solution. ; , 

0 pass to another preference—these are, I think all familiar to 
the committee—investors in natural resources have a distinct pref- 
erence in various ways. Percentage depletion operates to exclude cer- 
tain amounts from income. Also a number of the expenditures in 
natural resource activities can be immediately expensed and need not 
be written off as capital expenditures. 

I don’t think these preferences arose by any design. I think largely 
they were not consciously granted as tax differentials. Rather, per- 
centage depletion was intended to be an approximation to cost and dis- 
covery depletion; and the intangible drilling expense option, which 
may be the most important thing, just seems to have grown up with- 
out anybody realizing it. 

I think it is doubtful whether anybody in the industry or outside 
the industry and in government or out really knows who are the bene- 
ficiaries of these natural resource tax preferences, such as the per- 
centage depletion provisions. 

It would seem to me clear that in this area the Congress should un- 
dertake some study to ascertain just what the benefits are, to whom 
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they are going, and whether the benefits are necessary to achieve the 
policies that we think are desirable. 

Another area that one would mention is that of capital gains. The 
preferences in this area are obvious. When rates go to 91 percent, a 25- 
percent rate of tax on capital gains is an obvious differential. This 
is one differential which the Congress has intended. Of all the dif- 
ferentials in the Internal Revenue Code, I think this is one which is 
there by congressional design, congressional reflection, and direct 
intention. Congress does intend a preferential rate for investment. 
But I think while Congress has taken this position it has failed to think 
through the question of just what is a capital gain, and as a result of 
that failure we have the situation that the chairman referred to 
earlier today. A lot of items—which we might call honorary capital 
gains or the Kentucky colonels of the capital gains section—are there 
not because they are capital gains, but because for one reason or an- 
other they are to be given a preference, and the capital gain rate of 25 
percent is a handy little basket in which to throw all these items. 
These have been mentioned earlier today to this committee. 

In effect I think the Congress has allowed its capital gains policy 
to get out of hand. As a result of getting out of hand the capital 
gains provision is the source of the greatest complexity in our laws. 
Many of us on the outside do not think you can run a tax system in 
this country with differential rates going up to 91 percent on ordinary 
income and down to 25 percent on capital gains. Administrators, 
lawyers, and courts are not up to coping with that kind of a system. 
So, therefore, many of us on the outside think you cannot run a suc- 
cessful income tax with that great differential. 

I mention 1 or 2 other items in the statement that at this time 
I will quickly pass over. The dividend credit seems to me to be a 
completely dead end in our tax law. It was introduced perhaps to do 
something about double taxation. It obviously is not the way to do it 
and it simply seems to me a sort of dead-end appendage that could be 
eliminated. 

Mr. Mason. May I ask in what way you would do it, then? 

Mr. Surrey. I would give more consideration to a deduction to the 
corporation for dividends distributed. 

We have other differentials and preferences. In the past decade 
executives have been quite busy carving out for themselves tax shelters. 
Largely this was done in self-defense, because they saw people with 
investments or in natural resource activities simply escaping high 
rates of tax, and they set about figuring out ways where it could be 
done for them, 

Some of this is fortuitous. For example, pension trust distribu- 
tions in a lump sum are treated as capital gains. That, I must say, 
arose through a mistake which originated when I was in the Treasury 
Department. It was an ad hoc solution that hastily had to be devised 
in a few days to meet the situation of a particular pension plan. It 
was not carefully thought through and it went into the law. It was 
wrong, but there it is, and great principles now emerge from that 
mistake. 

Stock options then came into the law. A stock option is obviously 
a method of compensation, and yet we reach the peculiar result in our 
law that if at Christmas a clerk who has a $5,100 wage receives a 
$100 bonus he pays at a higher rate of tax on that $100 bonus than the 
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executive who receives $100,000 a year and gets a stock option of 
$100,000. It seems to me that kind of discrimination is hard to de- 
fend. 

There are other areas where we have these preferences. During the 
war exemptions were drastically lowered. At the time was done a 
great many problems arose which were not thought through. For 
example, one problem that has arisen as a result is the treatment of 
elderly taxpayers. By default social security retirement payments 
were ected’ from the income tax. This was not the result of the 
statute. It was the result of a Treasury ruling. From that ruling 
have come double exemptions for the aged and then a retirement in- 
come credit in the 1954 Code. The result is that there are very distinct 
preferences for taxpayers over 65. One illustration: 

A married couple over the age of 65 and each qualifying for the 
retirement and dividend credits may receive $6,100 free of tax. In 
other words, the couple may possess a capital of $135,000 invested in 
stocks yielding 414 percent and not pay any income tax at all. A 
nee married couple with a salary of $6,100—not ae of $135,000 

ut a salary of $6,100—would pay a tax of $863. ‘To some of us on 
the outside such a distinction seems impossible of justification. 

Another area in the lower brackets is that of fringe benefits. The 
Congress, I think in part prodded by the Treasury Department in 
recent years, has been drifting in the direction of withdrawing em- 
ployee fringe benefits from income tax coverage—sick pay, employer- 
provided medical benefits, board and lodging. This seems to me a 
very difficult area. There are conceptual problems with respect to the 
income tax, and administrative problems, but if the trend continues 
we are likely to have very serious tax effects. 

I think we have them now in this area. Yet apparently the Treas- 
ury Department has not made any full-scale study of this area. As 
far as we know we have merely a trend in this direction without any 
coping with the real problem. Yet as more and more of the costs of 
living are pe on the employer this problem is going to be greatly 
accentuated. 

I pass hurriedly to the area of deductions. The United States law 
is more liberal than any other law in the world, I believe, in allowing 
personal expenses as deductions—interest, charitable contributions, 
medical expenses, State and local taxes. This is largely the result 
of accident, it seems to me. A deduction for interest started in 1870. 
It was carried over nearly automatically in 1913 because it was felt 
difficult to separate business interest from personal interest. State and 
local taxes have been deductible because they have always been de- 
ductible. Casualty losses trace back to the deduction in 1867 for losses 
due to shipwreck. Charitable contributions come in as a Senate 
amendment about 1916. 

These are pretty much the historical deductions. You then find 
Congress growing much more careful. It wasn’t until 1942 that 
another deduction for personal expenses came into the law and that 
was the medical expense deduction. However, that was a carefully 
limited deduction. The amount had to exceed a certain amount of 

ross income and there were limits at the top. In other words, it was 
imited to extraordinary medical expenses, and also subject to a 
maximum amount. 
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The next personal expense deduction that was granted was child care 
in 1954. This also was very carefully limited. So you find the Con- 
gress in recent years when it has tangled with the problem of personal 
expense deductions realizing that there must be limitations. Yet, 
on the other hand, there exists in our law today these historical] de- 
ductions which operate greatly to reduce the impact of the tax, be- 
cause overall they run to about $30 billion of income being offset. 

To sum up this part of my statement, I would say there has been 
a growing trend to differential tax liability in terms of the source of 
income—not in the adjustment of rates but adjustments in the 
sources of income. 

And there has been a material weakness in the income tax due to 
the continuation of these personal expense deductions. 

The Cuarrman. Mr. Surrey, before you conclude that part, will you 
give us briefly your discussion of defects in enforcement ? 

Mr. Surrey. Yes, Mr. Mills. 

With respect to enforcement, I think there are problems of various 
types. On the whole problem our enforcement is good, considering 
income taxes generally. 

Judging from the statistics, however, there is considerable unen- 
forcement in the area of interest and dividends. 

To some extent, the problem of dividends has been gotten around 
by simply excluding the first $50 of dividends. If you exclude the 
first $50 of dividends, you obviously lessen the problem of enforce- 
ment. 

In the area of interest and dividend there is considerable under- 
collection. It would seem that a feasible system of withholding 
would here be important. In other words, here is an area where you 
need automatic collection. 

With respect to matters such as benefits for executives and share- 
holder employees, I think we need more reporting. I wonder what 
would be the result of a system under which companies had to report 
all benefits paid to, say, their top 25 employees, just the top 25 em- 

loyees, so that the Internal Revenue Service can look at these bene- 
fits, Today it is up ‘to the company and the executive to classify all 
these benefits, as between taxable and nontaxable benefits, and in some 
cases the Treasury does not know about the benefit because it is buried. 
If the benefit had to be reported, there might be a significant change. 
This is something that was considered by Mr. King’s subcommittee 
back in 1951. 

A lot of us on the outside are also curious as to the effectiveness of 
audits by the Internal Revenue Service. This is a matter which I 
do not know too much about at first hand, but I am told by a number 
of accounting firms that the audits are not too effective. It would 
therefore seem that this is an area where there is room for improve- 
ment. I think perhaps the accountants themselves could come for- 
ward and indicate areas which in their own knowledge the agents’ 
activities can be improved. 

This is an area in which I think there are problems, problems of 
both overzealousness of the agents on the one hand and also the in- 
ability of agents to audit returns to the extent that it is necessary 
under today’s complex tax laws and to dig up the noncompliance that 
exists. 
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Now, passing to the conclusions with respect to the differentials, 
the amount involved is very large. About $43 billion out of a total 
base of $136 billion. 

Obviously, if you included, brought back into income, some of these 
matters that were excluded and reduced the scope of the deductions, 
you could change the rates of tax, lower the rates of tax. 

Instead, as the income tax base gets smaller and smaller, you gen- 
tlemen have to keep the rates up high, otherwise you don’t get the 
revenue. The vena is that you have great discriminations among 
taxpayers. For many taxpayers these are only paper rates; they are 
simply not paying them. The rate of tax on a person having only 
tax-exempt interest, for example, is zero. So that whatever is written 
in section 1 of the code is unimportant as far as he is concerned. 

For many other taxpayers these rates are real. One-fifth of the 
returns over $200,000 reported ordinary income and not capital gains. 
Now, many of these taxpayers were reporting at the rates in the tax 
schedules and were in the 80 and 91 percent brackets. 

So there must be severe discriminations under the tax laws today 
and in many respects our income tax is becoming a tax structure that 
is half free and half slave. 

I think what would be needed here is a reexamination of the income 
tax base, and a reduction of the rates of tax in the upper brackets. 

To us on the outside I might say the only explanation we can really 
give to the continuation of these preferences is that the gentlemen in 
Congress do not believe in the high rates of tax. If one were a true 
believer in 91 percent rates, these preferences would not be allowed 
to exist. 

Now, it is understandable that one should not believe in rates of tax 
as high as 91 percent. But what is not fully understandable to those 
of us on the outside is the continuation of a structure under which some 
people pay high rates of tax and other people pay very low rates of 
tax on the same amounts of income. 

Finally, I pass on to my last point. I think this committee more 
than anyone else is aware of how difficult a task is the framing of tax 
legislation. I think it is a credit to this committee, the members of 
this committee, in view of the pressures that bear upon this committee, 
that our tax laws are not in far weaker shape. Yet those of us on the 
outside feel that the tasks of this committee are getting greater and 
greater and yet the resources of information upon which this com- 
mittee should draw are not keeping pace with these tasks. 

In recent years the amount of research and study devoted to tax 
matters in the executive branch of the Government, especially, and in 
the legislative branch, seems to us on the outside to have considerably 
declined relative to the tax problems that exist, and the result has 
been to place this committee in a nearly impossible situation. 

It must solve the problems of the mid-20th century without the 
resources of the mid-20th century. It has been forced to function 
on a catch-as-catch-can basis with inspirations of the moment, rather 
than careful exploration of the problem. 

There is a great need for the increased study of tax problems in both 
the executive and legislative branches. Unless the improvisation is 
ended and an adequate program of research and study is substituted ; 
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to us on the outside it seems that this committee can look forward only 
to a very bleak future. 

And yet fortunately, this is not a problem that is insurmountable. 
Once the need for adequate study and adequate research is fully per- 
ceived, it is obvious that it can be accomplished. 

That concludes my statement, Mr. Chairman. 

The Cuamman. Mr. Surrey, let me inquire just momentarily. 

If one looks at chapter 1 of the Internal Revenue Code and reads 
the language that you referred to in your statement: “AJ] income from 
whatever source derived,” that would mean if there were no other 
provision in the code that the total personal income would be the base 
of the Federal tax system? 

Mr. Surrey. Yes, sir. 

The Cuamman. From that, however, as we read further in the law, 
we began to subtract these amounts that you referred to, our total 
personal income for 1957 as reported in December was $343 billion. 

The first broad exclusion or deduction from that that come to mind, 
of course, is the one of personal exemptions. That is approximately 
$100 billion, ninety-eight or ninety-nine billion dollars as I recall. 

Do you have in mind the next largest single item that we deduct 
immediately from that base? I know the personal exemption is the 
largest one we have, 

Mr. Surrey. I don’t think I have them in order. I don’t think any 
real estimates have been made of these items for a year ortwo. There 
are estimates for 1956 in an article appearing by Mr. Pecham. 

The Cuarrman. Mr. Pecham who used to be in the Treasury ? 

Mr. Surrey. Yes. 

The Cuamman. He is now with the Committee on Economic De- 
velopment; is that correct? 

Mr. Surrey. That is correct. 

The principal one would be one that I don’t think the Congress ever 
even considered one way or the other, and that would be the imputed 
rent from owner-occupied homes. This is a matter that is not in- 
cluded in income in this country, and no one actually thought about 
it in one way or the other. 

The Coarmmay. Is that included in this $343 billion figure? 

Mr. Surrey. I think it would be. 

The Caarrman. You think so? 

Mr. Surrey. I think it would be; yes, sir. 

The Cuarrman. Frankly, I did not think it was. 

Mr. Surrey. I think it is included, Mr. Chairman. That would 
be the single biggest subtraction, after transfer payments. 

Mr. Mason. How much of that figure is rent? 

Mr. Surrey. That is imputed rent. 

Mr. Mason. Yes. 

Mr. Surrey. That is $4 billion of income. 

The Cuarrmman. Give us some more of those figures. 

Mr. Surrey. Some of the others would be social-security payments, 
for which I do not have an estimate, together with double exemptions 
for the aged, which is about $2 billion. Another would be capital 
gains, a little over $2 billion—$2,200 million. 

The Cnarrman. That is the part that is deducted ? 

Mr. Surrey. Thatisright. Tax-exempt, half a billion dollars. 

The Cuarrman. That is the interest on State and local securities ? 
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Mr. Surrey. Yes. 

Percentage depletion, exploration and development expenses, $700 
million. 

The Cuarrman. That is for all individuals? 

Mr. Surrey. For all individuals. 

The Cuatrman. Engaging in any type of mining, oil, or gas, or any- 
thing of that sort ? 

Mr. Surrey. That is correct. 

Another item that the Congress never considered at all would be 
interest on life insurance, over a billion dollars. 

The CuarrMan. That is the individuals? 

Mr. Surrey. That is the interest that accrues to individuals when 
they invest in life insurance. 

The Cuarrman. That is also included in the $3438 billion. 

Mr. Surrey. Yes. I think those are the principal ones along the 
lines that I have mentioned. 

The Cuarrman. It would be interesting to note how much of this 
$343 billion that is actually reported as income under the income tax 
law for 1957. 

I remember the last figure I saw for the base was about $125 billion 
in 1956, I think it was. 

Mr. Surrey. If you take exclusions of the kind that I have indicated 
plus the deductions, you have, under the estimate I have for 1956, a 
taxable base of $136 billion. ‘That is the base upon which the income 
tax was applied in 1956. 

The oneferenitial exclusions, the differential treatment, and deduc- 
tions that I was speaking about, totaled $43 billion. 

The tax base would go up by about one-third if they were restored 
to it or, to put it differently, the tax rates could be reduced by one- 

uarter. 
j In other words, we are talking in terms of the base of the income 
tax and the rates that must be applied to that base to produce the reve- 
nue we need; if all these differential matters were included in the 
income-tax base the income-tax yield would rise by $12 billion. 

The Cuarrman. What I am getting at is this: 

As you analyze these matters you cannot escape the conviction that 
there is considerable underreporting of taxable income. 

Mr. Surrey. Yes, with respect to unreporting it is very difficult to 
get estimates. 

There is probably considerable unreporting in dividend and interest 
and entrepreneurial income. 

Mr. Mason. If there is in fact $343 billion personal income and 
only $138 billion is the tax base, the difference must disappear some- 
where. 

The Cuatrman. Of course, much of that difference is found in suc- 
ceeding sections and chapters of the code. 

Mr. Mason. We have listed $100 billion personal income, $4 billion 
computed rent, $2 billion capital gains, but that is only about $137 
billion. There is another $100 billion somewhere that has not been 
reported at all. 


The CuarrmMan. Mr. Surrey has not listed anything like all of them. 
Mr. Surrey. Or the personal exemptions. One estimate put the 


unreported income at $261, billion. 
The CuatrMan. That is actually subject to tax ? 
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Mr. Surrey. Yes; that should be reported. I think that is an esti- 
mate before the Joint Economic Committee. 

The Cuatrman. I remember those estimates. 

I felt at the time they were perhaps high, but they may not be. 
That does represent a sizable amount on the average, and I did not 
conceive there would be that much unreported on the average. 

Mr. Surrey. It varies by type of income. 

The Cuatrman. I know it does, but some people would have to 
underreport by as much as $100,000 to give us that kind of average 
and I doubt whether anyone could get by very long doing that. 

I thought the figures given to us by the committee were excessive. 

Mr. Keogh will inquire. 

Mr. Keoeu. Mr. Surrey, I take it from your expressions with re- 
spect to municipal and State securities that you would be opposed to 
according treatment to funds invested as has been suggested by 
pendin Tagisiationt 

Mr. Surrey. It is always difficult for a professor to testify before a 
committee because you have to be as fair as you possibly can. 

If we are going to continue the exemption of these securities, of 
interest on these securities, then I suppose an argument might be made 
for the passthrough—I have not fully gotton into it, but I can see 
that argument. 

The difficulty to my mind is that we are continuing to—the word 
“perfect” is not a good word—we are continuing to say as long as we 
have this exemption then we ought to make sure that everyone who 
has some possible connection with it should get the benefits of it. 

That, of course, is not the approach I would prefer. I would prefer 
an approach that would move in the direction of seeing how the entire 
exemption can be eliminated. 

Mr. Krocu. My only observation with respect to that is that I am 
sure if all professors are as agile as you, they need not be concerned 
about appearing before this committee. 

Let me ask you this: 

How do you reconcile in the first full paragraph of page 8 your 
recommendation that the Congress give consideration to the double- 
taxation problem, even if in the wider context of the problems of 
undistributed corporate profits and capital gains and losses and at the 
same time seem to appear in opposition to a step in that direction in 
the form of a dividend credit. 

Mr. Surrey. The reason is that the dividend credit is just the wrong 
step. It is a step in the wrong direction and it simply will lead you 
into a dead end. 

If you pursue the dividend credit much further, you would be ending 
up with lighter treatment for people who operate their business as a 
corporation than if they operate their business as an individual proprie- 
torship. 

Consequently, that would not appear to be a very good way of solving 
the double-taxation problem. 

I think most people who have gone into the question would say that 
this particular form is just the wrong form. What it does today is 
operate to reduce taxes on upper bracket taxpayers without making any 
real contribution to the double-taxation problem. 
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You cannot pursue this method much further than you have now, 
or you will be hitting harder the fellow who operates his business with- 
out a corporation. 

Mr. Krocu. Thank you very much. 

The Cuatrman. Are there any further questions of the witness? 

Mr. Surrey, let me ask you about the individual dividends credit: 
At the time the credit was considered by our committee, I was thinking 
in terms of moving in the direction of an exclusion from corporate tax 
of amounts distributed by the corporation in the form of a dividend. 
It could not all be done at once but certainly we could have moved in 
the direction by an increasing ae over a period of years until 
we had accomplished the full objective. 

At that time, it was called to my attention that such action might 
lead us into the pitfalls once thought inherent in the undistributed- 
profits tax. 

Is there a way to get around that difficulty in trying to integrate the 
corporate tax and the individual tax and avoid the imposition of the 
two taxes on the same dollar or profit ? 

Mr. Surrey. Another method that would reach pretty much the 
same result would be to take the dividend that a person gets, gross it 
up by the corporate tax attributable to that dividend, which is really 
to eliminate the corporation, and then give him a credit for the corpo- 
rate tax paid. 

You can see how it would apply to a single individual with his cor- 
poration—it eliminates the corporation. 

The Cuarrman. It would serve to reduce the taxes imposed on other 
income. 

Mr. Surrey. It would come out with the same result as if he oper- 
ated his business as an individual. If you gross up his dividend by 
the corporate tax attributable to his dividend and then gave him a 
credit for the corporate tax you are really treating the corporate tax 
as a withheld tax. 

The Cuatrman. Would that not be considered as complicating the 
return ? 

Mr. Surrey. Well, it would complicate the return but not to a great 
extent, since mainly only arithmetic is involved. 

On the other hand, if you are going to have effective collection of 
tax on dividends you would really have to move to a withholding sys- 
tem on dividends. 

Once you move to a withholding system on dividends this form of 
solution for double taxation fits in exactly with a withholding system. 

I do not think it is too complicated. The mathematical computa- 
tions could be readily indicated to a person in the return. 

The Cuarrman. I thought of it in terms of being preferable to 
apply a device to the dividend a by the corporation at the corporate 
level, so that the recipient of the dividend would include that amount 
and pay tax as an individual in whatever category or bracket that 
falls, but the corporation would not pay tax on that which is dis- 
tributed. 

Now, I think that is a simple way to do it. 

Mr. Surrey. What I have been suggesting and what you are sug- 
gesting would reach the same result. 

The Cuatrman. Exactly, yes. 
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Mr. Surrey. The question is, what would be the impact, on the one 
hand, on the corporation, what would be the effect on their dividend 
policies, their reinvestment policies, of an approach that focused on 
the actual distribution by the corporation. On the other hand, how 
complicated would be the system that I suggest. 

The Cuatrman. I am thinking of what I consider to be the desir- 
ability of taking another approach to that which we have in existing 
law because I see fundamental weaknesses in the present program if it 
is extended beyond the 4-percent credit and the $50 exclusion. 

Mr. Mason. Under our present system it rewards the dividend re- 
cipient if he is way up in the top bracket. 

Under your program it would not reward him, he would still pay his 
hen penont and the fellow in the lower bracket would not suffer as 
he does. 

I would say it is much more equitable, your program that you have 
just announced, than what we have. 

The Carman. The idea is not mine. 

There is one other weakness in the operation of the individual divi- 
dends credit. 

As I understand it, it may well serve to reduce the capital gain 
rate below 25 percent if an individual had both capital gain and divi- 
dend income. 

Mr. Surrey. I am not sure I see that now. Maybe I would on 
further reflection. 

The CuatrmMan. Well, three courts have recently held Treasury 
regulations to be invalid and it does serve to reach that result. 

Mr. Surrey. You mean the present credit ? 

The Cuarrman. Yes. 

Mr. Surrey. I am sorry; I thought you were talking about the sug- 
gestion I made. 

The CHarrman. It can serve to reduce the amount of the capital 
gains tax when the individual has both dividend income and capital 
gains income. 

I do not think that was ever intended by anyone who advocated 
the dividend credit as a means of stimulating greater investment in- 
come. 

That is another reason why we should review the situation and see 
if there is not a better approach to accomplish the desired result. 

Mr. Ixarp. Did I understand you to say that you would suggest 
that there be a credit given to the taxpayer for the corporate tax ? 

Mr. Surrey. I suggested the corporate taxpayer who receives a 
dividend—— 

Mr. Ixarp. Were you speaking of the individual recipient? 

Mr. Surrey. Iam sorry. The individual shareholder who receives 
a dividend be also regarded as having received constructively the cor- 
porate tax attributable to that dividend. 

Mr. Ixarp. Then you would give him a credit for that tax? 

Mr. Surrey. Yes. In effect it is the same way we treat wage and 
salary earners today. 

Mr. IxArp. Let me ask you this: 

Would that not work to the advantage of anyone that was in a 
bracket below 52 percent, where they were in the 40-percent bracket, 
getting 52-percent credit? Would not in effect everybody below 52 
percent be getting an exaggerated credit against the tax ? 
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Mr. Surrey. It gets down to what your purpose is. If your pur- 
pose is to eliminate so-called double taxation, it means to eliminate the 
effect of the corporate tax and to treat the corporation as if it did not 
exist. 

Mr. Ixarp. That is right. 

Mr. Surrey. Asif the individual earned the income directly. 

Consequently, if the individual is in a bracket below 52 percent, then 
he should not be paying 52-percent tax on this income, if your purpose 
is to eliminate the corporation as a separate taxpayer. 

Mr. lxarp. ‘That is certainly our purpose, but my question is as to 
its mechanical operation, would you not in effect be giving an advan- 
tage that would be exaggerated to the individual recipient of the 
dividend ¢ 

Mr. Surrey. You would then be putting him in a position as if he 
had never had a corporation, you see. 

In other words, if you are trying to eliminate double taxation you 
are trying to go right through the corporation. 

If 1 happen to be in a bracket less than 52 percent, then my income 
should not be taxed in the 52-percent bracket. 

Mr. Ixarp. And by the same token you should not be given a 52- 
percent credit if you are not in the 52-percent bracket. 

Mr. Surrey. Because that $52 has been paid by me through that 
corporation. 

The Cuarrman. I think what Mr. Surrey is trying to point out is 
the fact that if the taxpayer is in a 30-percent bracket he would 
pay 30 percent. 

Mr. Ixarp. I understand that, but the point I am making is, when 
you give him a credit it looks to me like an exaggeration even though 
admittedly the corporation pays a 52-percent rate, and we are trying 
to avoid double taxation. 

Mr. Surrey. Suppose you regard the corporate tax as merely a 
temporary withholding of tax and we don’t know what rate to with- 
hold tax on shareholders because they are all in different brackets. 

Mr. Ixarp. I can understand it you say you give him a deduction. 

Mr. Surrey. It would be a credit. ‘Today when you withhold tax 
on salaries or wages, what do you do? At the end of the year you 
report your wage in full as if no tax had been withheld. Then you 
credit the tax withheld. 

This would be the same principle. 

Mr. Krocu. Except that you did suggest that individual stock- 
holders gross the income so that you would impose upon the corpora- 
tions the somewhat dubious distinction of sending to their stock- 
holders a notice: 


Enclosed herewith is $48 in dividends, but when you make up your tax re- 
turn be sure you put it down as $100 received and against which you will have 


a $52 credit. 

Mr. Surrey. That is correct, but note that the credit is a credit 
against his tax. 

The Cuarrman. It might be added that at the present time with- 
holding is required in the case of all employees. 

Mr. Surrey. I might also say in answer to your question that this 
is a method of reaching double taxation. There would remain the 
larger question to what extent you want to do this at all. 
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The Cuarrman. Mr. Forand. 

Mr. Foranp. First of all, I want to say I appreciate the time he 
has taken to get his papers together to make his appearance before 
us this week. 

As usual, you have been very constructive and very educational in 
my view. 

Mr. Surrey. Thank you. 

Mr. Foranp. I was particularly struck by that last paragraph on 
page 1 of your statement here where you refer to: 


The very first section of the code goes straight to the rates. 
and so forth, and follow it up with the sentence: 
all income from whatever sources derived, 


because to the average person it would seem that every dollar is to 
be taxed and most of the little people are in that category where 
every dollar is taxed. 

But if somebody happens to be in the high brackets and, as so many 
have come to me, say, “I am in the 85-percent bracket and 91-percent 
bracket and so forth,” they actually are not in that bracket because of 
all the gimmicks we have written into the law. 

Am I correct in that statement ? 

Mr. Surrey. Because of all the provisions that are in the law 
through accident or design one way or another. 

Mr. Foranp. You are charitable. You call them provisions. I call 
them gimmicks. And those in those brackets, so-called, or as they 
sane to be, are able to hire counsed who can find all those gimmicks 
and use them and, therefore bring them down so when they are telling 
us they are in the 85- or 91-percent bracket, I say 85 times out of a hun- 
dred they are not telling the truth. 

Mr. Surrey. That must be correct with respect to a great many peo- 
le - the average effective rate is not above 50 percent in the upper 
racket. 

Mr. Foranp. That confirms my belief. 

Thank you so much. 

The Cuarrman. I made a check of figures submitted as to the num- 
ber of people in a particular year—I forget whether it was 1953 or 
1954—who had income any part of which was affected by the 91-per- 
cent rate. 

And speaking to a group here in Washington I called attention to 
the fact that only eleven or twelve hundred who filed returns had 
any such incomes. 

But your point is this: that it is unfair for the eleven or twelve 
hundred to hit by a 91-percent rate when there may be other 
hundreds or thousands of people who would have the equivalent 
amount of income, but who are not subjected to the same rate as the 
few. That is your point? 

Mr. Surrey. That is correct. 

It seems to me there should be a basic decision one way or the other 
as to whether the Congresse really wants rates going as high as 91- 
percent. 

If it does not, the rate should be dropped for everybody down to the 
desired rate level. If you really want rates as high as 91-percent, 
then everybody should pay those rates who are in those brackets. 
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The Crarrman. Should the Congress proceed to lower the rates in 
the top bracket without making some other adjustments in the law? 

Mr. Surrey. No, I don’t think so. 

The CHatrman. You would connect the jowering of rates in the 
upper brackets with some of the adjustments which would eliminate 
what you call the preferences that now exist in the law? 

Mr. Surrey. That is correct. 

The Cuarrman. Mr. Keogh. 

Mr. Kroc. Mr. Chairman, as long as we seem accidentally to be 
compiling a glossary here today, I would like to remind the committee 
that the chairman of the taxation committee of the National Associa- 
tion of Manufacturers did not call it a provision, nor a gimmick, but 
called it a gadget and confined the term only to those proposals that 
seem not to affect beneficially those operating under the corporate 
form of business. 

The Cuarrman. Mr. Surrey, again we thank you for coming to 
the committee and helping us with the many problems confronting the 
committee. 

Mr. Surrey. Thank you. 

The Cuarman. The Chair understands that Mr. Benjamin Javits 
would like to be heard next for about 5 minutes. 

We are doing this because Mr. Javits has an appointment down- 
town. 

Mr. Krocu. May I momentarily interrupt the witness to commend 
him to the committee as a very faithful and distinguished brother of 
the perhaps more capable and more distinguished junior Senator from 
New York. 

The Cuatrman. We will not argue about that. They are both very 
capable gentlemen. 

For purposes of the record, will you please identify yourself. 


STATEMENT OF BENJAMIN A. JAVITS, PRESIDENT, UNITED SHARE- 
HOLDERS OF AMERICA, INC., NEW YORK, N. Y. 


Mr. Javirs. Iam Benjamin A. Javits, 630 Fifth Avenue, New York, 
president of the United Shareholders of America, which is an inde- 
pendent free and unsubsidized organization of stockholders around 
the country. 

I also represent a committee which is sponsored by that organiza- 
tion, called the national committee to revise the capital-gains tax. 

It is particularly on the capital-gains tax that I want to address 
this group. 

I also might add that I just completed a trip around the world as 
the chairman of the American investors section of President Eisen- 
hower’s people to people program and my main point in bringing up 
this perennial question of the revision of the capital-gains taxes 1s 
based on my personal contact in this trip which I think ought to have 
some weight with this committee as to why the capital gains should be 
revised if not eliminated. 

For many years I, as a representative of the stockholders and in- 
vestors generally in the country, have been attempting to get a revi- 
sion or elimination of the capital-gains tax based on the theory that 
it is a capital levy. 


20675—58—pt. 2-65 
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It is an expropriation of capital and, therefore, not in keeping with 
the spirit, certainly, of the Constitution, not in keeping of the spirit 
of the American people with respect to any matter involving personal 
property. 

I found that particularly true in this trip around the world, where 
I was trying to convince the people whom I saw, both in government 
and in business and people generally, that they should adopt the 
American way of life and not endanger American investment or 
American capital which is either coming or about to come to their 
country. 

I made this trip particularly because I wanted to mobilize in my own 
way the economy and the investing groups of these countries so that 
American dollars could do their full share together with our arma- 
ments, and our political powers, to bring peace to the world. 

If we want safety of capital abroad then we must look to our own 
laws as to assure us that our capital is also free from levy or ex- 
propriation. Basically the capital-gains tax is that kind of levy. 

As far as I know it is the only kind of levy that we have in the tax 
laws of that character and we should eliminate it. 

However, if you are not going to eliminate it, and you think you 
need the income out of — gains, then I think you ought to be a 
little more practical, as I have often recited to this committee; get a 
greater turnover of stock investments or securities investments or 
property investments so that there would be an inducement to pay 
taxes and not a restriction, which I think you now have with the 
amount of taxes that you have on capital gains and the waiting 

eriod. 
This organization for many years has advocated a 3-month waiting 
period and 15 percent tax. 

This is as an intelligent a guess as I could get for you, that you 
will probably get twice as much income over a period of time as you 
are getting now with a 15 percent capital-gains tax and 3-month 
waiting period. 

I would be in favor of Senator Wiley’s idea which I think was sub- 
mitted to you, of a 5 percent tax on turnover if the moneys you get 
from an investment are reinvested within a 30-day period. 

There are many other programs of this kind. 

But my principal approach to you today is based upon my experi- 
ence abroad in this connection. 

I think the future of the United States, in the figurative sense, is 
as the banker of the world. That is our real hope for peace where 
we can bring the peoples of the world in. 

I have been a severe critic of the smallness, the midget steps we 
have taken by way of using our dollars to beat the Russians. It is 
the giant steps that we are going to take in that connection that are 
going to count far more than all the missiles that either you or the 
Army or our manufacturing abilities can produce that is going to be 
the effective answer to the question of peace. 

I, of course, like every other citizen, have ideas about taxes. Asa 
representative of this organization, I submit that to you again. I 
have been here, over the years, probably 4 or 5 different times. 

There is one other matter that I would like to call to your attention. 
IT am not a tax expert at all, but while I am here I would like to 
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call this to your attention, and you determine whether it has any 
base or not. 

‘The administration has made speeches about the dangers of inflation 
because of the inequality or because of the spread between wages and 
productivity. Of course, I think all of us, whether on the Republican 
or Democratic side, are for increased wages, increasing buying power. 
I do not think there is any question about that. 

As a matter of fact, I think the financing of consumption today 
comes ahead of financing production, but, aside from that, there is 
either a feature in this law or it is the activity of the Internal Revenue 
Department, I don’t know which, but I cail your attention, that, if 
there is to be a closer relationship between productivity of labor and 
wages, the depreciation policy, either written into the law—as I say, 
I am not a tax expert—or the way it is administered should be revised 
so that manufacturers or people in business can afford to buy the latest 
machinery to close that gap and to have wages and productivity come 
more into line so that the danger of inflation should not be as stark 
as the administration at times makes it appear. My own remedy 
for inflation is not the remedy of withholding or tightening money. 

The Cuarmman. Thank you, Mr. Javits, for being with us today 
and giving us the benefit of your views. 

Mr. Kroon. Might I ask Mr. Javits two questions ? 

Witnesses appearing previously have indicated a need for a recon- 
sideration of those assets that should or should not be accorded capital- 
gains treatment. Are you in accord with the need; would you say 
that this is such a need ¢ 

Mr. Javrrs. For differentiation ? 

Mr. Kroon. Yes. 

Mr. Javits. As between what, for instance ? 

Mr. Keroou. As I gathered it, their point was that we have per- 
mitted these things to enter into the category of those entitled to 
capital-gains treatment that are not, in effect, capital assets. 

Mr. Javem:. I don’t know what they are. I might say this to you. 
At one time I appeared here and, in an offhand way, gave the illustra- 
tion why the capital-gains tax should be removed, of an average work- 
ingman buying a piece of property for, say, $5,000, a home, and then, 
if he had to sell it, go out and buy another home and being taxed on 
his gain. The law thereafter was revised. It may not have been 
original with me. I don’t claim that it was, but that did happen. I 
don’t know what you particularly refer to, but there was differentia- 
tion made there. 

Mr. Keoon. I gathered the impression they were critical of the in- 
clusion of such things as timber and other things that have grown in 
or have been brought into the category of capital gains. 

TT Javits. I would not differentiate. What was your other ques- 
tion 

Mr. Kroon. Let me ask you my second question. The others were 
all one. Given a choice of a change in the holding period or a re- 
vision of the existing capital-gains rate, which would you take? 

Mr. JAvrrs. It is a question like: “Have you stopped beating your 
wife?” I would like to take both. I would say the most important 
revision would be the 25 percent; I would say the amount rather than 
the time. Asa matter of fact, on second thought, thinking of it while 
sitting here, it would seem to me that would be the more equitable, 
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not only more equitable but more palatable, the more interesting one, 
because the actual 8 months I don’t think is as important as the extra 
10 percent. 

The Cuarrman. Again we thank you, sir. 

Mr. Javits. I am very obliged to you. Thank ~ very much. 

The CHarrMan. Our next witness is Mr. Merle H Miller. 

Mr. Miller, will you please come forward and give us your name, 
address, and the capacity in which you appear, for the benefit of the 
record ¢ 


STATEMENT OF MERLE H. MILLER, ESQ., OF THE LAW FIRM OF 
ROSS, McCORD, ICE & MILLER, INDIANAPOLIS, IND. 


Mr. Miter. Mr. Chairman, my name is Merle H. Miller, of In- 
dianapolis, Ind. I am a practicing lawyer. I spend my full time on 
tax matters. I appear at the invitation of this committee. I do not 
represent any organization or any of my clients in the remarks I am 
about to make. 

I start with the basic proposition that, in a system based upon 
ability to pay, those with the same ability should pay the same tax. 
As has been said several times today, that is not true under our sys- 
tem. I start with the proposition that one who has just realized a 
$10,000 gain from the turn of an asset is just as able to stand his share 
of the burden of supporting the Government as the man who has 
$10,000 salary net income after the deductions allowed under our 
system. Their tax, however, would be substantially different. 

A man with a $10,000 salary, with the same ability to pay as the 
man with the $10,000 capital gain, would pay 21% times the latter 
on that $10,000. We have known for a long time that has been true 
of isolated instances. It is my purpose today, however, to refer 
to some schedules I have here. I should state I have made a written 
statement and filed it with the committee. 

The CHAmmaNn. Without objection, that will appear in the record. 

Mr. Mitier. In order to get away from the printed word, I have 
prepared schedules to which I shall refer as I try to make my point. 

Schedule A sets forth the returns filed in the year 1953 and 1954, 
and I have sought to ascertain there the effective rate of tax paid in 
these brackets given there from $50,000 on up to $1 million. For that 
purpose, I have added into adjusted gross income the one-half of the 
capital gains that is excluded in our real statistics of income. 

You will see there in column 6, on schedule A, that the effective rate 
for 1953 went from 39 to 49.1 percent of adjusted gross income; from 
1954, it went from 33.8 to 40 percent of adjusted gross income. I have 
included these 2 years for the reason that 1954 is the latest avail- 
able that has this breakdown and 1953 is regarded as a recession year 
and is, therefore, something which we should be looking at for sub- 
sequent purposes ; 1954 includes for the first time an effective rate with 
respect to net income, and column 7 for 1954 shows that the effective 
rate on net income, in the $50,000 to $100,000 class was 40.3, and it went 
on up and came back down to 44.5, with respect to those with incomes 
of a million dollars or more. 

My basic question, however, is whether the people in those brackets 
were paying that average rate of tax. Schedule B shows those who 
filed returns, reporting capital gains and using alternate paths. It 
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shows that the effective rate of tax, including all capital gains and in- 
come over in column 7 run from 36 to 40 percent in 1953 in the brackets 
from $50,000 to $1 million, and in 1954 it ranged ‘from 32.9 to 33.5 
percent. 

The lower rate in 1954 than in 1953 is due to 2 causes: 

1. We had a tax reduction in 1954. 

2, Substantially more capital gains were realized in 1954 than in 
1953 and the more capital gains that were realized the higher the 
income goes and the lower the effective rate of our tax goes, which is 
contrary to the theories of taxes that are normally expounded, 

Column 8 of schedule B shows the figures with respect to net in- 
come. ‘They go from 33.6 to 37.5 percent. That means that persons 
with capital gains, and my remarks will go further and say with the 
aid of capital gains, persons with a million dollars or more paid a net 
effective rate of 37.5 percent of their income. 

On schedule C, I show what the people paid who did not have the 
benefit of capital gains at least to the extent where they could file the 
alternate rate. There may be some capital gains included in this 
income ; however there is no way of breaking that down. 

The right-hand column there, column 6, shows that in 1953 the rates 
there go from 41.4 to 67 percent, and in 1954 from 36.5 to 63.5; then 
the effective rate on net incomes, when you get up to $1 million or 
more, is 85 percent of net income for these people; one-third of the 
taxpayers who could not get the advantage of capital-gains rates did 
pay 85 percent of their income. 

I have included schedules A, B, and C, effective rates, for purposes 
of comparison. This is the real meat of what I want to bring to the 
attention of the committee. 

Those were incomes of $50,000 to $100,000, one-half of them filed 
returns with the benefit of capital gains and paid 33.6. The other 
half filed returns without the benefit of capital gains and paid 43.3 

ercent. 
; In other words, half of the people with incomes from $50,000 to 
$100,000 paid 80 percent more tax than other people in the same 
bracket paid on the same tax dollar. That is with the benefit of 
capital gains. 

Whereas we know that half of your capital gains is completely tax 
free ; ee on the other half you pay not more than 50 percent of the 
other half. 

In the next bracket, one-third of the people in the $100,000 to $150,- 
000 bracket paid 30 percent more than other people with like income. 

In the $150,000 to $200,000 brackets, one-fourth of the people paid 
44 percent more than those who were able to take advantage of the 
capital-gains income. 

$200,000 to $500,000, one-fourth of the people paid 66 percent more 
tax than other people with the same income with the advantage of 
capital gains. 

$500,000 to $1 million, one-sixth of the people paid 90 percent more 
tax than the other five-sixth did who had the benefit of capital gains. 
When you get up to a million dollars or more, you have one-third of 
the people again paying 127 percent more tax than the other two- 
thirds with the same income reported on their returns, same ability 
to pay. 
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Now such discrepancy should be justified I assume by a tax system 
based on ability to pay. We should find some justification, some 
economic or social justification or some administrative justification. 

If we look at the economic and social justification we do know there 
are taxes whereby we try to spur people into doing something. During 
the war we tried to get them to save so we gave them a special reduction 
if they invested money in war bonds, But with respect to the capital- 
gains tax we must recognize that it inures to the benefit of inactivity. 
If it spurs anybody into anything it spurs them into inactivity. 

Let us take, for example, 2 tracts of land at the edge of the city, 
two 20-acre tracts of land. One man buys land and lets it lie there 
for a couple of years. ‘The population moves out, he does not do a thing 
to it. He is able to sell it at a profit. He is sure of the capital-gains 
rate. 

Another man is of a different type. He buys a 20-acre tract and he 
is the type that always wants to be improving something, always 
wants to be adding something to the community. He improves it, 
builds on it, puts some roads in. He even subdivides it. Of course 
we know he is stuck. Under our system, it is entirely possible that 
the man who improves the land and make a real contribution to his 
city and neighborhood will wind up with less dollars after tax than 
the man who bought the land and did absolutely nothing. We havea 
whole page and a half in our code warning taxpayers about how little 
they must do with a piece of Jand in order to make sure that they get 
the benefit of the capital-gains provision. 

So I say that to the extent that this tax is a spur to anything, it is 
a spur to inactivity and it is a constant threat, it is a constant statement 
to the taxpayer, don’t do anything if you want this special concession. 

If you do do something, you will wind up with less net after taxes 
than if you had not tried to be so constructive. 

I do not mean to say that investment is not important in this coun- 
try. It is an equal partner with initiative, certainly. As an equal 
partner, if investment and initiative are equal partners, then they 
should be taxed equally. Investment has two facets as I understand it. 
One is income and the other is appreciation. We tax the income at 
ordinary rates. The appreciation we tax as capital gains. 

Yet dividends alone every year exceed the capital gains. From what 
we hear, from what is written, we would think that capital gains was 
the only thing to investment, but it is not. It is a very poor second 
to the actual income on investment which we do tax at ordinary rates. 
If we are able to lower ordinary rates so that the investor would have 
more left out of his income, then the question arises, would that afford 
an inducement to invest in the hopes of in the overall getting more out 
of income even though they did have to pay more when they disposed 
of it, more than the present capital-gains rate? 

We are told that the special rate on capital gains is essential to lure 
investment. I think, however, that ignores the fact that men gamble 
their energies every day when they are going to be taxed at the ordi- 
nary rate. It ignores the fact that the commodities market fluctuates 
more violently than the stock exchange. 

Yet consider the businesses who every day make purchases in the 
ordinary conduct of their business, purchases subject to the risks of 
the commodity market, and yet those gains are to be taxed at ordinary 
rates. 
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It nares the fact, too, I think, that in 1936 we had a capital- 
gains tax which was substantially in excess of this and nevertheless 
there was reported $900 million capital gains, about half of it short 
term, the rest long term, and that capital gains in 1936 compares very 
favor ably to the capital gains that is being reported in our economy 
toda 

Tt has not been shown any place that I know of that the capital-gains 
tax is essential to our economy. Of course, every tax is a deterrent. 
Every time a man is going to sell something he figures out what he 
is going to have left after taxes. But a tax is a deterrent in other re- 
spects, ‘too, and we must consider the present high surtaxes as a de- 
terrent, and as a practicing lawyer, I can testify that there are many, 
many instances where the men are unwilling to enter into transactions 
at the present time simply because there are not business situations 
that warrant the disk where somebody else is going to take three- 
fourths or even nine-tenths of the profit. 

So we have to weigh whatever advantage we have out of the capital- 
gains tax against the advantages that would accrue if our surtaxes 
were lowered to the point where men would take substantial risks. 

At what point will men take substantial risks? I think we have 
good evidence of that right now. We know that throughout the coun- 
try men will take substantial risks and still pay 52 percent. That is 
our corporate rate. And the risks that our corporations are taking 
every day are just as great and many times greater than the risks an 
investor undertakes when he buys a stock on ‘the stock exchange. 

What could we dothen? What would be the rate of tax if we tamed 
all taxpayers in the same brackets according to their ability to pay ? 
And would that bring us down to a point where we could do away 
with the capital gains tax, all its complexities and all its inequities ? 

We start with the roposition that the Government now collects 
less than 50 percent of the net income of all taxpayers above $50,000. 
We start first with an assumption that there. would be a shrinkage 
in capital transactions. For that purpose I have used the year 1953 
which was the lowest year in capital gains during the 19: 50's. 

In 1953 the capital gains were probably about half of what they 

were last year; about half of what they were in 1955, too. Any 
figure then that would break ev en, based upon this very low turnover 
in capital assets, would prove even better in later years, in better 
years. 
* On schedule E, I have started out on this long laborious thing of 
trying to figure out how we would come out. If you bear with me 
we will get down to the last schedule, schedule G, which gives the 
whole thing. 

On schedule E, I have added the long-term capital gain and I have 
computed the additional revenue which we would cet if we taxed 

capital gains as received in 1953 at the rates applicable this year. I 
explained earlier why I listed 1953, because that is a low capital 
gain year. 

In column 8 we have adjusted there because of single returns. The 
increased revenue, if you assumed that all the capital gains would 
have been realized that were realized in 1953, would be $1,056 million. 

On schedule F, I have shown the net income in each class after you 
add that capital gains income, 
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Then on schedule G is where we try to see what rate we could use 
if capital gains were taxed as ordinary income. 

I have set down one combination of limits there to show what can 
be done. If we taxed capital gain as ordinary income we could have 
a 50 percent maximum surtax. In addition we could reduce rates 
down through the 26 percent bracket by 2 percentage points. 

The comparison there in brackets I have set out in detail for your 
use. It is not so important whether each bracket matches because 
there can be fluctuations and variations there. The important thing is 
that in arriving at the 50 percent maximum surtax we would reduce 
income by $854 million and the extra revenue from taxing capital 
gains in that same area would be $850 million. 

So that what this really does, this shows the consequences of taxing 
taxpayers in the same brackets at a rate so that they would all pay 
the same rate of tax on their incomes. It is not a shifting of tax burden 
from one income group to another income group. It is merely a 
leveling off of the burden among taxpayers who have the same rate 
of tax. 

It therefore neither soaks the rich nor hurts the poor. It merely 
seeks to tax all people in the same bracket at the same rate. 

It would be difficult to imagine our taxing system without the 
capital gains. We would miss the old folks, leaseback, collapse of 
partnerships, liquidation, 306 stocks, but I think we could get along 
without them. 

I do believe this: That if we had such a system now and if I were 
here advocating that you abandon a system with 50 percent maximum 
surtax which treated all income alike and I was here suggesting that 
you abandon that, and in order to abandon it that you treat one 
particular class of income differently and in order to do that raise 
your surtax to 91 percent, in order to do that you put in hundreds of 
complicated provisions, in order to do that if I were honest with you 
I would tell you you would be in for thousands of cases to be litigated 
in courts, I don’t think you would believe me. 

I believe it was Justice Brandeis who said, “If we would guide by 
the light of reason we must let our minds be bold.” 

I think our basic question is whether we have minds bold enough 
to give our people the benefit of a simplified tax system with a maxi- 
mum rate of 50 percent and a reduction in other rates. 

Thank you, Mr. Chairman. 

(The formal statement of Mr. Miller follows:) 


STATEMENT BY Merte H. Mriier, ATTORNEY, INDIANAPOLIS, INp. 


A TAX BASED UPON ABILITY TO PAY 


In a tax system based upon ability to pay, taxpayers in the same income 
bracket should pay the same rates of tax on that income. That is not true under 
our system. We have a special treatment for a particular type of unearned 
income that compels large segments of our taxpayers to pay half again the tax 
paid by others with equal ability to pay. That special treatment of unearned 
income causes more complexities in our tax laws today than any other single 
factor. 

One who has sold property and realized a capital gain of $10,000 is as able 
to pay the full tax on that amount as one who has $10,000 net income left out 
of his salary. The $10,000’s are equal in all respects, such as buying automobiles, 
taking vacations, paying off mortgages, except with respect to the individual's 
Federal income tax liability. A man who obtains $10,000 capital gains as his 
income for the year would pay a total tax of $1,146. The taxpayer who had 
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a net income of $10,000 derived from salary for the year would pay a tax of 
$2,956. The man who earned his $10,000 would pay two and a half times the 
tax of the one who realized a capital gain. In higher brackets the disparity is 
even greater. 


ScHEDULE A.—Effective rate of taw by income classes, including all capital gain 


in income 
Adjusted Effective | Effective 
Totalnum-} Adjusted gross in- Tax tax rate tax rate, 
Adjusted gross income classes ber of gross come, all liability | on income | net income 
returns income capital before including with all 
gains credits all capital capital 
gains gains 
(1) (2) (3) (4) (5) (6) 7) 
1953 
Millions Millions Millions Percent Percent 
$50,000 to $100,000_..........- 60, 264 $3, 995 $4, 233 $1, 650 39.0 ) 
$100,000 to $200,000. ..........- 12, 463 1, 638 1, 821 815 44.7 (@) 
$200,000 to $500,000... 2, 692 753 900 416 45.6 (1) 
$500,000 to $1,000,000. ......... 372 252 321 150 46. 4 (‘) 
$1,000,000 or more._........... 145 275 346 170 49.1 Q) 
1954 
$50,000 to $100.000__......_..-- 70, 332 4, 652 5, 051 1, 708 33.8 40.3 
$100,000 to $150,000__......-..- 11, 617 1, 390 1, 580 615 39.0 45.7 
$150.000 to $200,090_..........- 3, 192 547 650 257 40.0 46.8 
$200,000 to $700,000___.....-... 3, 234 916 1, 159 455 39.2 46. 6 
$500 000 to $1,000,000. ......... 437 293 400 155 38. 8 45.7 
$1,000,000 or more___.........- 201 407 574 222 40.0 44.5 








1 Not available, 


Schedule A shows the effective rate of tax paid by those in various income 
brackets for the years 1953 and 1954, the latest years for which this data is 
available. The year 1953 is included because it was a recession year and the 
year 1954 was the most prosperous up to that time. 

For these purposes the effective tax rate is based upon the tax liability com- 
pared with adjusted gross income, inasmuch as those were the only figures 
available for 1953. This has the virtue of excluding variations due to differ- 
ences in applicable deductions in reaching net taxable income. The statistics 
of income for 1954 did, however, give net income by classes for the first time. 
The effective tax rate based on net income after including all capital gains, is 
given for the year 1954 in the farthest column to the right although it cannot be 
used as a comparison with the year 1953. 

The year 1954 was more prosperous and substantially greater capital gains 
were reported so that the effective tax rate on incomes dropped considerably dur- 
ing that year. That is to say that in a prosperous year when substantial capital 
gains are realized the revenue collected by the Government is a smaller percentage 
of adjusted gross income than is true in a recession year such as 1953 when less 
eapital gains are realized. It will be noted that in neither 1953 nor 1954 did the 
effective rate after including capital gains exceed 50 percent of adjusted gross 
income and that the effective rate in 1954 based upon net income did not exceed 
50 percent for any of these classes of taxpayers in the higher brackets. 

We are not here concerned with what is a proper rate of tax for any particular 
income bracket but merely with the basic proposition that all taxpayers in the 
same bracket should pay the same rate of tax. Schedules B and C show that 
this equitable principle was far from realized during the years 1953 and 1954. 
Schedule B shows the effective rate of tax based upon adjusted gross income 
including all capital gain with respect to returns using the alternate tax for 
capital gains, which is the only breakdown available. For the year 1953 schedule 
I. indicates that taxpayers with a million dollars or more income paid at a 
lesser effective rate than those with incomes of between $100,000 and a million 
dollars, being due, of course, to their realization of more capital gains. For the 
year 1954, schedule B shows the same pattern with the effective rate commencing 
to diminish with taxpayers in income brackets in excess of $2,000. 
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B,—Returns using alternate taw—-Effective rate of tar by income 
classes based on adjusted gross income 


| | 
| | Aajustea Effective | Effective 
| Returns Capital | gross in- rate in- | rate net 
Adjusted gross income classes j using Adjusted | gain de-| come in-) Tax lia- | cluding ineome 
(thousands) alter- gross ducted | cluding | bility all capi- | with 
| nate tax | (miittons) (millions)} all capi- |(millions)} tal gain | all capi- 
tal gain in in- tal gain 
(millions) | come 
| | } 
1 2 3 4 5 | 6 7 8 
eee eee, ee Je aa ieee eee eS Die ist 
1958 Percent | Percent 
50 to 100. . 24,973 | $1, 693 | $195 $1, 887 $699 36. o | (1) 
100 to 200- a 6, 968 | 928 | 168 | 1, 096 | 453 41.3 | a) 
200 to 500. __- Sy £07 512 | 143 | 655 | 72 41.5] (1) 
500 to 1,000 264 179 | 67 | 246 | 102 41.5} (1) 
1,000 or more zm 98 167 | 71 | 238 | 97 40.8 | (1) 
i | j | 
1954 | | | 
50 to 100_- 35,779 | 2,425 298 | 2, 728 R95 32.9 33.6 
100 to 150. _- 7,717 928 175 | 1, 103 404 36.6 42.0 
150 to 200- _- | 2,318 } 398 | 97 | 4195 | 183 37.0 42.6 
200 to 500- | 2 343 715 | 236 | 951 346 | ah. 4 | 412.4 
500 to 1,000... 363 | 243 104! BAT 125 | 36.0 | 41. f 
1,000 or more | 158 | 310 167 477 160 33.5 37.5 


1 Not available, 


Schedule C shows the effective rate of tax paid on returns not using the alter- 


nate tax on account of capital gains. 


Schedules B and C also show the effective 


rate of tax for the year 1954 comparing the tax liability with net income, which 
figures were not available for the year 1953. 


SCHEDULE C.- 


alternate taxr on account of capital gains 


| 


1953 


| ; | 


on 





—Effective rate of tax by income classes on returns not using 


| Total | Returns | Adjusted Effective 
Adjusted gross income classes | number |notusing| gross Tax lia- | Effective| rate net 
(thousands) lof returns alternate | income bility rate income 
tax | 
+ : i apse Bhs — r 
| 
Percent | Percent 
50-100.._. 60,264 | 35,201| 2,302 | 952 | 41.4 () 
100-200... 12, 463 5, 495 710 | 362 | 50.1 (1) 
500-1,000 ao| oo| 931 “| xz] es 
500-1,000__....- 37 6 73 | 3 | 65.7 1 
1,000 or more. | 145 7 108 | 7B | 67.8 | (1) 
| } i ‘ 
1954 
S i » en f | 
50-100__- 70,832 | 34,553 | 2, 227 | 814 | 36.5 43.3 
100-150__- | 11,617 3, 900 | 461 | 210 45. 5 54.7 
150-200...- ‘ eee 874 | 169 | 7 43.7 61.3 
a re ae -| 8,234 721 200 | 109 54.5 70. 2 
al a -| 437 74 5 30 | 60. 0 78.7 
1,000 or more... 201 73 | 96 61 | 63.5 85.0 


1 Not available. 


Schedule D, compiled from schedules A, B, and C, shows the effective rates of 


tax to net income for the years 1954 with respect to all returns in the various 
income classes, and the returns of those with capital gains as compared with the 
returns of those who did not have the benefit of the capital-gains provisions. 
Column 2 shows the total number of returns filed in the respective adjusted- 
gross-income classes, and column 3 
on all returns in each of the classes. 
found on schedule A. 
alternate tax allowed for capital gains, 


gives the effective rate of tax to net income 
The figures in columns 2 and 3 may be 
Column 3 shows the number of returns which used the 
and column 5 gives the effective rate 


| 
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of tax compared with net income shown on all returns using the alternate tax. 
The figures in columns 4 and 5 are taken from schedule B. Column 6 shows 
the number of returns in each adjusted-gross-income class which did not use 
the alternate tax for capital gains, and column 7 shows the effective rate of 
tax on the net income shown on returns not using the alternate tax for capital 
gains. These figures are from schedule C. 


ScHEDULE D.~~Comparison of effective rate of taw to net income, including ail 
capital gain in income, 1954 























All returns Returns using alter-| Returns using nor- 
nate tax mal and surtax 
Adjusted-gross-income classes 
| | 
| Number | Effective | Number | Effeetive| Number | Effective 
rate | rate rate 
(1) | @) (3) mM | @) (6) co) 
Percent Percent Percent 
$50,000 to $100,000_ = 70, 332 40.3 35, 779 33. 6 34, 553 43.3 
$100,000 to $150,000 4 SGT 45.7 7,717 42.0 3, 900 54.7 
$150,000 to $200,000. ___. aah , 3, 192 46.8 2, 318 42.6 874 61.3 
$200,000 to $500,000 octbieseel 3, 234 46. 6 2, 513 42.1 721 70. 2 
$500,000 to $1,000,000. ............._------- 437 45.7 363 41.5 74 78.7 
Eee ee OF Mees =. oh oes ooo eae 201 44.5 168 87.5 73 85.0 





While the average effective rate of tax on all returns in the $50,000-$100,000 
adjusted-gross-income class Was 40.3 percent, approximately half the returns in 
that class paid an effective rate of 833.6 percent, and the other half paid an 
effective rate of 43.8 percent. The tax liability of those returns without capital 

ain was 30 percent greater than those with capital gain, although the income 
would be the same and they would be in the same tax brackets. There is the 
same disparity between the one-third of the returns in the $100,000-$150,000 
bracket Who did not have capital gains, as compared with the two-thirds of the 
returns that did report capital gains. The disparity increases as the income gets 
larger. Those with incomes of a million dollars or more paid an effective rate 
of 44.5 percent, but one-third of those taxpayers paid an effective rate of 85 per- 
cent and the other two-thirds paid 37.5 percent of net income as tax. The one- 
third who paid more than twice as much tax on the same income were those 
who did not have the benefit of the capital-gains provisions. 

In terms of ability to pay, there is then a tremendous disparity between tax- 
payers with the same ability to pay. Not only is there a disparity in isolated 
instances, but the disparity exists, as shown on these charts, between large seg- 
ments of taxpayers with equal ability to pay. Such unequal treatment of tax- 
payers in the same classes must be justified on substantial grounds of so¢éial or 
economic expediency or as being essential to the efficient administration of our 
revenue laws. 

SOCIAL OR ECONOMIC JUSTIFICATION 


It is, of course, possible to levy a tax with the hope that it will cause people 
to take certain action deemed desirable by the Government. Such was the case 
during World War II, when a special provision was added allowing a limited 
deduction for amounts used in the purchase of war bonds. At one time, we had 
an earned-income credit designed to give a special tax break to earned as dis- 
tinguished from unearned income. 

But the capital-gains concession places a premium on inaction. Its benefits 
are available, in the main, only to those who invest and do nothing more to 
enhance the value of their investment. The great drive by legislation and court 
decisions has been to prevent earned income from being taxed as beneficially as 
this particular type of unearned income. 

For example, take a 20-acre tract of land in the suburbs that looks like a 
good investment because of the anticipated future population growth. If a 
taxpayer buys that 20 acres, holds it for a couple of years and does nothing 
whatever to improve it, he is assured of this special tax treatment on the gain he 
derives from this investment. But if he is of the creative type and wants to fill 
in the tract and clear it and put in roads and sewers and make it attractive 
and available for residence purposes, then wé have a page and a half of the tax 
code limiting his actions in this respect. It is entirely possible, under our tax 
system and solely on account of that system, for the man who buys the 20 acres 
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and does nothing to have more left after taxes than the man who buys the 20 
acres and has it improved so as to be a useful and economic addition to the 
community. 

If the capital gains tax is then to be justified as a tax which is designed to 
direct people into certain areas of activity, it must be recognized that its favored 
treatment inures to the benefit of the inactive and not to those who buy and 
through their own creative efforts enhance the value of that which has been 
sold at a profit. Its special benefits inure to those who are reaping a benefit due 
to no effort of their own other than that at the right time and place they made 
the right investment and were successful in avoiding the temptation to do any- 
thing on their own to enhance the value of their investment. 

Investment is important in our economy. It is an equal partner with initiative 
in our future economic growth. Our economy needs both. Our tax system 
should treat both alike. 

Investment has two facets—income and appreciation in value. The income 
from an investment we tax at ordinary rates, the appreciation in value is taxed 
at the capital gains rates. The latter special treatment is said to be necessary 
in order to attract capital. But income is another important factor in attracting 
capital and if income were taxed at lower rates then investments would become 
more attractive. For dividends exceed capital gains reailzed every year, and 
the rate applicable to dividends most certainly would have as much effect on 
investment as the rate applicable to capital gains. 

The contention that a 25 percent maximum rate is essential to induce a man to 
take a risk investment ignores the fact that men gamble their energies every day 
when the resulting gain will be taxed at ordinary rates. It ignores that the com- 
modity market is more hazardous than the stock market yet millions are invested 
every day in a type of inventory that will fluctuate in value as the commodity 
market does and that the gain derived therefrom would be taxed as ordinary 
income. It ignores the fact that in 1936 under a capital gains tax that had an 
effective rate very much like the ordinary rate could be now if capital gains were 
included in ordinary income, capital gains were reported in the amount of $900 
million which compares as favorably with the economics of that time as the 
gains reported in recent years compares with our present economy. 

Of course, people would be more reticent to take capital gains if the tax were 
higher. Every tax is a deterrent. But against that we must weigh the present 
loss due to men who because of our high surtax brackets cannot undertake new 
enterprises if the Government is to take 90 percent of the profits or even 75 
percent. We do know that men are willing to take substantial chances when the 
ensuing profits are to be taxed at the present corporate rate of 52 percent. The 
question arises as to whether individuals would not be willing to undertake snb- 
stantial risks if the gains were to be taxed at approximately that rate, and, fur- 
ther, at what rate would capital gains be taxed, if they were included in ordinary 
income and present rates brought down so as to raise the same revenue as at 
present. 

IF TAXPAYERS PAID EQUAL RATES OF TAX 


The Government is now collecting only 50 percent maximum rate of tax from 
those with incomes of over $100,000 and a lower effective rate of tax from those 
with income of less than $100,000. But some taxpayers pay 85 percent of their 
incomes and others with the same income pay only 40 percent. How can they 
all pay the same rate of tax and the Government collect the same revenue? 

First, we should allow for some shrinkage in our present realization of capital 
gnins. In order to be conservative we would take the year 1953, which as shown 
below, had the smallest amount of capital gains reported for any year in the 
1950’s. Whatever figure would produce the same revenue for the year 1953 with 
its low yield of capital gains would produce even more revenue in the other years 
so that the rate so established should not result in an actual loss of revenue. 


Capital gains by years 


Millions Millions 
eee Rae OE Th ics Speier ain a mses nana iotenctres $4, 946 
a ae eae Se DBI ci cx achieeniigeresan en tetnebeiensadie 7, 228 
ee ee Oe 9, 128 


Source: 
1950-54 Statistics of Income, 1954, p. 81; 1955 Statistics of Income, 1955, p. 11. 
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Schedule E shows for the year 1953 the revenue consequences of including 
capital gains in ordinary income. By broad income classes the long-term net 
capital gain in each class has been taxed at the extra rate applicable to income 
in that class. The extra revenue in each class is shown in column 5. The net 
effect is in increase in revenue of $1,056 million spread among the various income 
clusses of taxpayers as shown in column 7 after giving effect to an adjustment 
for single returns. 


ScHEDULE E.—Supporting data for computation of extra revenue from tawving 
capital gains as ordinary income 


Column 7 
Long- Unused |Extra tax} Extra | Reduced; Net in- with 

Adjusted gross income class term capital | rate on | revenue | revenue | creased | gradua- 

capital losses capital from from revenue | tion of 

gain gains gains losses single 

returns 

(1) (2) (3) (4) (5) (6) (7) (8) 

Millions | Millions | Percent | Millions | Millions | Millions | Millions 
BeROO0O WIG duicin enc segcescne $142 $2 62.0 $38 $3 $85 $94 
$500,000 to $1,000,000.........-.- 139 1 66.0 91 1 90 94 
$200,000 to $500,000. ........-.-- 297 2 65.0 183 2 181 187 
$100,000 to $200,000. ..2......- 365 4 53.0 193 3 190 188 
$50,000 to $100,000. ..........-- 475 27 39.0 185 17 168 162 
$30,000 to $50,000. ............- 410 29 27.0 lil | 15 96 95 
$20,000 to $30,000. ......-...---- 327 32 20.0 65 13 52 52 
$15,000 to $20,000. .............- 290 22 16.0 46 7 39 39 
$10,000 to $15,000. .............. 459 44 13. 5 62 12 50 55 
$5,000 to $10,000. .. 0... neces 805 122 11.0 89 26 63 69 
SRO RR RUN. bate nndccasencictactn 664 120 10.0 66 24 42 21 
TORBN . odie poecncecdcddecehy anscdelssscscadacl ib haeeaesiidaisedi bate 1, 056 1, 056 


Schedule F shows the net income in each of the various classes after the addi- 
tion of all capital gains to net income. Column 6 shows the net income in each 
class after adjustment for separate returns. 


ScHEDULE F.—Computation by income classes of net income for 1953 including 
capital gains in full 


Net income | Net income | Additional 





on returns onreturns | income from | Deduction New net 
Adjusted gross income classes | with itemized without full inclusion | for capital income 
deduction itemized of capital loss (millions) 
(millions) deduction gains (millions) 
(millions) (millions) 
(1) (2) (3) (4) (5) (6) 

Sees 0b seek ed caeeke $219 $4 $71 $2 $292 
$590,000 to $1,000,000. ............ 205 1 70 1 275 
$200,000 to $500,000............-.. 7 9 178 2 762 
$100,000 te $200,000............... 1, 352 46 182 4 1, 57 
$50,000 to $100,000.........-.- ate 3, 245 264 237 27 3,719 
$30,000 to $40,000 4, 252 799 205 29 5, 225 
$20.000 to $30,000 4, 03 1, 648 163 32 5, 782 
$15,000 to $29,000 3, 038 2, 249 145 22 5, 394 
$10,000 to $15,000 5,053 6, 939 228 44 12, 176 
$5,000 to $10,000....... 25, 889 45, 050 402 122 71, 200 
GE LDAGOA. . nniestewensts tei< MABE binnbvignesesnendimitthaedk nie emiasennduamelndedin =e 


Schedule G further breaks down the income by classes as shown on the pre- 
ceding schedules E and F, aud allocates such income to the surtax brackets 
presently effective. The surtax rate is listed in the first column and the income 
levels to which such rate is applicable is shuwn in column 2. Column 3 shows 
the surtax net income for the year 1953 if such income had included capital 
gains in full. Column 4 shows the added revenue that would be collected in 
each bracket if capital gains were taxed as ordinary inconie. 

Keeping in mind that capital gains for the year 1953 were the lowest of any 
during the 1950’s and on the assumption that any depressing effect of taxing 
capital gains in full would not reduce such gains below that reported in 1953, 
we would apportion the extra revenue collected among the various classes of 
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\ 
taxpayers so as to best achieve equity and render the taxing of capital gains 
as ordinary income as palatable as possible. 


ScHEDULE G.—Comparison of revenue increase by including capital gains in 
ordinary income, with revenue loss from maximum rate at 50 percent and 
reduction of certain other brackets by 2 percentage points 


[Using income statistics for 1953, but ener rare rates] 




















| 
(1) (2) | (3) o | 6 (6) 
Income levels } | Tax 
ee LE oa Extra reduction 
Surtax net | revenue with Possible 

Surtax income in each maximum rates if 

bracket including bracket, of 50 per- capital 

rate all capital taxing cent, other gains 

Married Single gains capital rates taxed 

gains in reduced 2 in full 

full percentage 
points 
91 | $400,000 up. __- $200,000 up. $380 $177 $156 $50 
90 | $300,000 to $400,000__| $150,000 to $200,000 500 54 50 
89 | $200,000 to $300,000. _| $100,000 to $150,000- 740 89 142 50 
87 | $180,000 to $200,000_ | $90,000 to $100,000. - 810 27 26 50 
84 | $160,000 to $180,000__| $80,000 to $90,000_. 900 | 35 31 50 
81 | $140,000 to $160,000_-| $70,000 to $80,000. 1, 030 25 | 40 50 
78 | $120,000 to $140,000. -} $60,000 to $70,000. __ 1, 200 40 68 50 
75 | $100,000 to $120,000. -| $50,000 to $60,000-.. 1, 400 51 50 iO 
7 $88,000 to $100,000___| $44,000 to $50,000. . 1, 600 40 44 50 
69 | $76,000 to $88,000____| $38,000 to $44,000__. 1, 900 40 57 50 
65 | $64,000 to $76,000. ___| $32,000 to $38,000--.. 2, 200 40 45 50 
62 | $52,000 to $64,000____| $26,000 to $32,000. __ 2, 800 60 72 50 
59 | $44,000 to $52,000. ___| $22,000 to $26,000... 3, 200 60 36 50 
56 | $40,000 to $44,000. .._| $20,000 to $22,000. . 3, 700 10 30 50 
53 | $36,000 to $40,000....| $18,000 to $20,000... 4, 100 10 9 50 
50 | $32,000 to $36,000____| $16,000 to $18,000__ 4, 700 20 12 48 
47 | $28,000 to $32,000_.._| $14,000 to $16,000... 5, 400 16 14 45 
43 | $24,000 to $28,000. ___| $12,000 to $14,000_ 6, 400 20 20 41 
38 | $20,000 to $24,000....| $10,000 to $12,000. _. 7, 500 30 22 36 
34 | $16,000 to $20,000. .._| $8,000 to $10,000_.... 9, 100 80 32 32 
30 | $12,000 to $16,000. .__| $6,000 to $8,000_____. 11, 100 40 40 aR 
26 | $8,000 to $12,000_.__. $4,000 to $6, 15, 000 50 7 24 
Rte n ee oe le Loe 1, 056 1,072 | 


We start with the proposition that between the years 1953 and 1954 taxpayers 
in the very top surtax brackets paid a maximum rate not exceeding 50 percent 
as a class. If we established a top rate of 50 percent we would be collecting 
the same amount of revenue, only it would be spread evenly among taxpayers 
with the same income. Even if we were to establish a top maximum surtax 
rate of 50 percent, there would be enough extra revenue derived from taxing 
capital gains at ordinary rates to reduce tax rates 2 percentage points in each 
ef the brackets down through the 26-percent bracket, where capital gains cease 
to create such great disparity. 

It is not of particular significance that the tax reductions and increases in 
each bracket would not actually coincide in every case. It is important that 
the total additional revenue does substantially equal total reduction in taxes 
that would be so achieved, and that the total increased revenue from taxpayers 
presently above the 50-percent bracket is practically identical with the reduction 
in tax liability that would be effected with respect to some taxpayers if 50 per- 
eent were the maximum surtax rate and capital gains were taxed as ordinary 
income. This is neither a soak-the-rich nor an aid-the-poor plan. It leaves 
the tax burden in the same income classes that now bear it, but it does dis- 
tribute that burden equally among members of the same class. 

The right-hand column of schedule G shows the tax rate schedule that could 
be in effect and still raise the same amount of revenue that is presently raised 
by the rate schedule in the left-hand column of schedule H, provided capital 
gains were taxed as ordinary income. With a top effective rate of 50 percent 
it is believed that taxpayers would undertake business risks not presently feasible 
and taxpayers would continue to invest in capital assets if their maximum tax 
liability were 50 percent of income including dividends and realized appreciation 
in value. Under such a rate schedule and if capital gains were taxed as ordi- 
nary income, all taxpayers with the same income would pay the same rate of 
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tax and our revenue laws would be simplified in a manner that will never be 
possible so long as we maintain the present discrimination in favor of a certain 
class of unearned income. 


SIMPLIFICATION OF REVENUE LAWS 


It is difficult to imagine our Internal Revenue Code absent the complexities 
brought about by the distinction between ordinary income and capital gains. 
The capital asset has not been successfully defined after 30 years’ effort, and 
many cases are today pending in the courts on this single question. Without 
a distinction between ordinary income and capital gains we would no longer 
worry about sale and lease backs, collapsible corporations, collapsible partner- 
ships, the distinction between redemptions of stock taxed as a dividend and 
those taxed as a sale or exchange. We could forget about section 306 stock, 
the allocation of sale price to capital and noncapital assets. 

This is not to criticize the present provisions of our code or to suggest that 
the position taken by the Government in the voluminous litigation in this 
area is not essential to protect the revenue. These complicated and compli- 
cating code provisions cannot be eliminated under our present system of at- 
tempting to distinguish the undistinguishable. The worst feature is that the 
future contains more and more complexities and more and more litigation so 
long as our tax system provides a windfall on behalf of certain unearned 
Incole, 

SUMMARY 


We can raise the same revenue with a top surtax of 50 percent and a tax 
reduction in many of the other brackets if we are willing to treat capital gain 
dollars the same as other dollars. It is difficult to fully appreciate the com- 
plexities that would be thus removed from our tax system. We do know that 
if we now had a system based upon a 50 percent top surtax, we would not listen 
to anyone who suggested that we complicate it by differentiating between two 
types of income, and in consequence thereof raising our surtax to 91 percent 
and adding hundreds of new sections to the code and embarking upon extensive 
litigation in order to raise the same revenue. 

It was Justice Brandeis who said “If we would guide by the light of reason, 
we must let our minds be bold.” All reason dictates that we can have a far 
simpler tax system to raise the same revenue, with the burden spread more 
evenly among those with equal ability to pay. The question is whether there 
ure those with minds bold enough to make this system available to our people. 

The Cuarrman, For the purpose of information, may I ask, isn’t it 
true that out of all the taxable returns in 1954, only 3.4 percent re- 
flected any net captial gain? 

Mr. Mitxer. I am not familiar with that figure. 

The Cuatmrman. That is a fact; 3.4 percent of all of the taxable re- 
turns filed in 1954 reflected net capital gain. 

Mr. Miter. I might say that this subject came to me not in the 
order in which I have presented it; it did not come to me as a matter 
that had great inequity. It come to me sitting in sessions of the Amer- 
ican Law Institute prior to the 1954 code. 

As I listened to all of our efforts to try to achieve pay with the 
capital gains tax, and I realized all we were doing really was trying 
to keep the little man from getting the same benefit that the fellow has 
now in the stock market who owns his stock and can change any time 
he wants to. All we were doing was hedging around, and I could see 
no reason to it, 

The CuatrMan. Are there any questions? 

Mr. Miller, we certainly appreciate your coming to the committee 
and your very informative testimony you have given the committee. 

Mr. Mituer. Thank you. 

The Cuarrman, Our final witness is Mr. Charles O. Galvin. Please 
identify yourself for the record by giving us your name, address, and 
the capacity in which you appear. 
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STATEMENT OF CHARLES 0. GALVIN, PROFESSOR OF LAW, SOUTH- 
ERN METHODIST UNIVERSITY SCHOOL OF LAW, DALLAS, TEX. 


Mr. Garvin. Thank you, Mr. Chairman. My names is Charles O. 
Galvin. Iam professor of law at Southern Methodist University, and 
Lam here at the invitation of the committee. 

Mr. Chairman, several weeks ago I submitted a statement to the 
committee containing the specific recommendations which I have pro- 
posed, and I do not here propose to read that statement in full. _ 

The Cuamman. Without objection, the entire statement will ap- 
pear in the record. ’ 

Mr. Gatvin. I would appreciate the entire statement being inserted 
in the record. 

(The statement referred to follows:) 


Rate StrRucTuRE, CAPITAL GAINS, AND AVERAGING OF INCOME—CHARLES O. GAL- 
VIN, Proressorn or LAw, SOUTHERN MeTHODIST UNIVERSITY SCHOOL or Law, 
Daas, TEx. 

SUMMARY OF RECOMMENDATIONS 


My recommendations relating to tax policy are first submitted below in out- 
line form followed by an analysis of each proposal. 

1. Ordinary income tax rates should be reduced. 

(a) The present rate structure applicable to ordinary income progresses from 
20 percent to 91 percent. I recommend a scale of rates from 15 percent to 65 
percent. 

(b) The present income brackets increase in size as the rates increase. I 
recommend that the income brackets be equal in size. 

2. The treatment of capital gains should be revised. At present the effective 
tax on net long-term capital gains is 50 percent of the ordinary income tax rates 
up to the point at which the tax on such capital gains is 25 percent. At this 
point the progression ceases. I recommend that 75 percent of net long-term 
capital gains be includible in income. This would result in effective rates on 
capital gains graduating from 11.25 percent to 48.75 percent. 

3. Correlative to the foregoing two proposals I recommend that: 

(a) Appreciation in property values not previously recognized for tax pur- 
poses be recognized at death; and 

(b) A 5-year averaging device be used to mitigate the inequities that result 
in the case of taxpayers whose income fluctuates from year to year. 

The foregoing proposals are integral parts of a common pattern, and I believe 
that the acceptance of this pattern in principle will yield the same revenue to 
the Government as under the present law and provide for simplicity and 
increased efliciency.in administration. 


PRESENT TAX POLICY 


So much has been said and written about the inequities of our present income 
tax law that even the most cursory treatment of the criticisms that have been 
made would be an unnecessary encroachment on the time of this committee.’ 
All would agree that a complex tax structure is the consequence of a complex 
economie system. All would equally agree, however, that a complex tax struc- 
ture must nevertheless be compatible with certain canons of taxation; that is, 
that the tax (1) be broad based, (2) be intelligible to those subject to it, (3) 
possess the characteristics of certainty and predictability, and (4) be easily 
administered. Our present system falls so far short of these practical objec- 
tives that there is a very real danger of its disintegration because of its inherent 
structural weakness. There are those who wistfully hope that each major 
overhaul of the revenue laws will be the last, that the unclear will be clarified, 


1See Surrey, The Congress and the Tax Lobbyist—How Special Tax Provisions Get 
Enacted, 70 Ilarvard Law Review 1145 (1957): Paul, Erosion of the Tax Base and Rite 
Structure, Joint Committee on the Economic Report. Federal Tax Policy for Economic 
Growth and Stability, 297 (84th Cong., 1st sess., November 9, 1958); Cary, Pressure 
Groups and the Revenue Code: A Requicm in Honor of the Department Uniformity of the 
Tax Laws, 68 Harvard Law Review 745 (1955); Riehm, Federal Taxation: Perspective 
During the Fifth Decade, 52 Michigan Law Review 941 (1954). 
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the areas of uncertainty reduced to a minimum, the rules made sufficiently 
definite so that all know how to play the game. Such, however, has not been 
the case. Tinkering with the Internal Revenue Code is a national pastime 
promoted by almost every business and professional organization. Amendments 
are tacked on amendments so that even the knowledgeuble are confounded and 
the sophisticated find their way with great difficulty. Moreover, investors and 
managers of industry have become so single minded about tax consequences 
that there has ceased to be a real freedom of choice in decision making and 
policy formulation. “Tax” planning has been substituted for sound business 
and economic planning; even within the intimacy of family arrangements indi- 
vidual choices are subordinated to the pervasive influence of the tax system. 

Attempts at escape from high ordinary income tax rates appear in a multi- 
plicity of measures which have been and continue to be urged insistently, some- 
times irresistibly, upon the Congress. For convenience of discussion these 
measures, whether proposed or enacted, may be classified as follows: 

(1) Those which transfer income from taxable status to exempt status. 

(2) Those which reduce the income subject to tax by deductions of expendi- 
tures that would otherwise be personal or capital in nature or by deductions for 
amortization of capital expenditures over a shorter period of time than would 
otherwise be the case. 

(8) Those which downgrade the income from that subject to ordinary rates to 
that subject to capital gains rates. 

(4) Those which defer the recognition of income to some later taxable period. 

The principal thesis of my statement is that the rate structure is in large part 
responsible for the continuous pressures which are exerted on the Congress to 
enact ameliorating legislation for particular taxpayer groups. The consequence 
is an Internal Revenue Code that becomes ever more compendious and more 
complicated. 

ORDINARY INCOME TAX RATES 


Ordinary income tax rates now progress from a rate of 20 percent on the first 
$2,000 of taxable income in the case of a single person, or $4,000 in the case of 
married persons filing joint returns, to a rate of 91 percent on taxable income in 
excess of $200,000 in the case of a single person, or $400,000 in the case of married 
persons. In the middle and upper brackets the percentage point increases are 
reduced and the size of the brackets increased. The effect is a more accelerated 
progression at the lower brackets than at the middle and upper brackets. For 
example, at $10,000 of taxable income the effective rate is approximately 26 per- 
cent, at $20,000, 36 percent; at $30,000, 44 percent; and at $40,000 49 percent. 
Therefore, the effective rate increases 10 percentage points on the $10,000 incre- 
ment between $10,000 and $20,000 of taxable income, 8 percentage points between 
$20,000 and $30,000, and 5 percentage points between $30,000 and $40,000, or a 
total of 23 percentage points on $30,000 of increment between $10,000 and $40,- 
000 of taxable income. On $50,000 of taxable income the effective rate is approxi- 
mately 54 percent, at $800,000, 63 per cent, and at $110,000, 70 percent. Thus, on 
the $60,000 of increment between $50,000 and $110,00 of taxable income, the 
effective rate increases 16 percentage points contrasted with 23 percentage points 
on $30,000 of increment at the lower end of the scale. When the slower pro- 
gression at the upper brackets is considered in connection with the regressive 
effect of the capital gains rates in the same brackets, the need for some sort of 
adjustment in both the ordinary and capital gain rate structures seems demon- 
strably clear. 

The rates are too high, and if they were literally applied as they appear, they 
could seriously impede the growth of the economy. The difficulty is, however, 
that the rate scale is deceptive. It has become only a theoretical base to which 
a myriad of exceptions and modifications apply. The report of the Treasury 
recently released entitled “Preliminary Statistics of Income for 1955”? reflects 
that taxable income reported by individuals was about $128 billion, on which 
taxes of about $29.6 billion were paid. This is an effective rate of 23.1 percent, 
or about 8.1 percent above the effective rate at the first bracket of 20 percent. 
Since various forms of tax exempt income do not appear in the figure of taxable 
income, we may assume that the effective rate on all individual taxpayers’ real 
income was about 20 percent, the rate at the first bracket. Of 58.25 million in- 
dividual returns filed, 57.718 million, or 99.8 percent, reflected adjusted gross 


2 Statistics of Income, 1955, Preliminary, Individual Income Tax Returns, U. S. Treasury 
Department, Internal Revenue Service Publication 198 (1957). 
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income under $50,000. Of a total tax of about $29.6 billion, $18 billion, or 61 
percent, was collected from taxpayers whose returns reflected adjusted gross 
income of under $10,000 and $7.7 billion, or 26 percent, was collected from tax- 
payers having amounts of adjusted gross income from $10,000 to $50,000. There- 
fore, 87 percent, or $27.75 billion out of a total of $29.61 billion was collected 
nant taxpayers whose returns reflected less than $50,000 of adjusted gross 
ncome. 

It is realistic and practical that rates on ordinary income should be reduced. 
High confiscatory rates are not conducive to sound business decisions but pro- 
mote contrived arrangements whose common characteristic is that they border 
on artificiality. Moreover, all our experience has demonstrated that the bulk 
of the revenue comes from the lower and middle brackets, and we may as well 
acknowledge this fact by adopting a rate structure which is consonant with it. 


CAPITAL GAINS RATES 


An inordinate amount of time is expended by the Congress, the courts, the 
Revenue Service, and practitioners in attempts to distinguish those transactions 
which are accorded capital-gains treatment from those to which the ordinary 
rates apply... The Congress has again and again tried to tighten statutory lan- 
guage to minimize definitional problems, yet taxpayer groups continue to urge 
legislation which would enlarge the capital-gain area or by their private arrange- 
ments they seek to achieve such elaboration on present definitions that the area 
is thereby widened. 

Historically, we have tended to avoid a monolithic concept of income, pre- 
ferring to treat the recurring business income different from the occasional or 
casual investment income, but the boundary line between the two is not clear 
and never will be. The books are full of cases and rulings which have grappled 
with the problem of determining whether the taxpayer is selling inventory or 
investment property. Moreover, a considerable portion of the very compli- 
eated statutory provisions such as those in subchapter C on corporate organiza- 
tions and reorganizations and subchapter K on partnerships is involved not only 
with the problems of deferment of recognition of gain but also with problems of 
distinguishing between ordinary income transactions and sale or exchange trans- 
actions that are capital in nature. The pressures through legislation and private 
arrangements to achieve capital-gains treatment result from the disparity be- 
tween the effective rates applicable to ordinary income and those applicable to 
capital gains. The regressive nature of the capital-gains structure impels the 
upper-bracket taxpayers particularly to convert, where possible, ordinary income 
into capital gains. For example, in the case of a taxpayer having $10,000 of 
income if $1,000 is capital gain instead of ordinary income, this $1,000 is taxed at 
17 percent instead of 34 percent, a reduction of 17 percentage points. In the 
case of a taxpayer having $100,000 of income if $1,000 is capital gain instead of 
ordinary income, this $1,000 is taxed at 25 percent instead of 87 percent, a re- 
duction of 62 percentage points. A reduction of ordinary rates and an increase 
of the effective capital-gains rates would so narrow the gap between the two 
rate structures that it would be reasonable to suppose that the present pressures 
to enlarge the capital-gain area would be considerably minimized. 

Some differential between the tax treatment of ordinary income and capital 
gains should be maintained. This would be consistent with the traditional 
dual concept of income, and it also has justification in alleviating the “bunching” 
problem. A taxpayer who has held an investment asset should not be penalized 
upon the sale thereof by having the accumulation of many years of appreciation 
subject to ordinary rates in 1 year. Although relief for the bunching problem 
may be provided through the use of an averaging technique as is hereinafter 
discussed, there would still be instances in which the burden of the tax on long- 
term accumulations of appreciated value would not be entirely ameliorated by 
averaging. Hence, I recommend that net long-term gains be reduced by 25 per- 
cent in determining the amount includible in income. This would reduce the 
effective rate on such gain to 75 percent of the ordinary rate for the particular 
bracket or brackets in which the capital gain falls. Alternatively, of course, 
hardships which result from the bunching of capital gains might be relieved 
through the use of multiple holding period requirements and the consequent 
multiple capital gains effective rates. Administrative simplicity is better served, 


%See Surrey, Definitional Problems in Capital Gains Taxation, Joint Committee on the 
Economie Report, Federal Tax Policy for Economic Growth and Stability, 404 (84th Cong., 
1st sess., November 9, 1955). : 
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however, by the use of one scale of rates. Moreover, a tax policy which would 
reduce the differential between ordinary income and capital gains is to be pre- 
ferred over one that encourages a proliferation of various capital-gain structures. 
It is true that the retention of any difference in treatment between capital gains 
and ordinary income may perpetuate the difficult definitional problems and trans- 
actional distinctions discussed above; however, with lessened motivations to 
enlarge the capital-gain area these problems will be so considerably less acute 
than they are now that the difficulties are outweighed by the merits of con- 
tinuing the capital-gain concept, albeit in a new setting. 

With respect to net long term capital losses, the deduction of 75 percent of 
such losses would be consistent with the inclusion of 75 percent of gains. It is 
true that at present net long term capital losses are deductible in full against 
ordinary income up to $1,000 with a carryover of 5 years. My proposal eliminates 
the $1,000 limitation and permits the averaging of all forms of income on a 5- 
year basis. Hence, the wastage of deductions by limiting net long term capital 
losses to 75 percent is probably no greater than that caused by the present $1,000 
limitation and carryover provisions, 

There are those who would reduce the tax on capital gains below the present 
rates or eliminate the tax entirely. They argue that there are “locked in” 
eapital gains in properties that would be realized by sales and exchanges but 
for the tax. These groups would say that an elimination of the tax altogether 
would so stimulate sales and exchanges of properties that the economy would 
prosper and the fiscal loss would be made up by income from increased economic 
activity. In answer it is said that the locked-in problem is of limited applica- 
tion and that it has been overemphasized.‘ In any event there would seem to be 
little reason at this time to reject the traditional doctrine that capital gains are 
income. One approach to the locked-in problem is the recognition of gains at 
death, a subject discussed below. 


AVERAGING TECHNIQUES 


An ideal tax system would be one in which the taxpayer’s wealth would be 
measured at birth and again at death and the increment in wealth divided over 
the years of the taxpayer’s life to determine an average annual income. Fiscal 
necessity, however, precludes waiting so long for the revenue, Accordingly, we 
make annual determinations of income without regard to projected future fluc- 
tuations in the taxpayer’s economic activity. This procedure penalizes those 
whose income is erratic; the individual who has paid tax on $10,000 for 5 years 
pays less tax than one having $50,000 in the fifth year with nothing in the first 
4 years. So much attention has already been given to this problem in particular 
areas of the tax law that it seems but a natural and easy step to make it of 
universal application. We have now provisions for spreading compensation 
over several taxable years, for the redetermination of tax prescribed under the 
5-year throwback rule in respect of complex trusts and their beneficiaries, for 
operating loss carry backs and carry forwards, for capital loss carry forwards, 
for the redetermination of tax on change of accounting method by spreading 
back the income on the changed basis, for the redetermination of tax in the case 
of money received under a claim of right and refunded in a later year. These 
rules are typical of a philosophy which has become increasingly more popular 
that income determined for a particular taxable year be contingent upon trans- 
actions that may lie ahead or lie behind. The equity, therefore, of some form 
of averaging is already well established since we now permit the taxpayer to 
look backward and forward several taxable periods before the amount of his tax 
may be considered finally fixed. 

A 5-year moving average technique would require the taxpayer to add the 
current year’s taxable income to the previous 4 years and find an average for 
each year. The tax would be determined as if the average figure had been 
earned each year. If the tax actually paid for the year was less than that 
calculated, the additional tax would be due with the current year’s return. If 
the tax was greater than that calculated for the year, the excess would be 
credited on the current year’s return. Both ordinary income and capital gain 
should be given the benefit of the averaging technique. 

It is difficult to see that the administrative burden would be too heavy under 
such a plan. Even today every return that is filed reflecting business income is 
tentative since subsequent operating losses might eliminate all taxable income. 


*See Brown, The Lock-In Problem, and Heller, Investors’ Decisions, Equity, and the 
Capital Gains Tax, Joint Committee on the Economic Report, Federal Tax Policy for Eco- 
nomie Growth and Stability, 367, 381 (November 1955). 
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Every return of a complex trust and its beneficiaries that is filed is tentative 
pending the ultimate determinations under the throwback rule. Thus, admin- 
istratively we are already holding returus open to make adjustments backward 
and forward, and a general overall averaging device conceivably might require 
very little additional mechanics fur handling returns. Since it would be proper 
to preclude the use of the averaging device to those taxpayers whose income 
variatious fall below a minimum amount, the great majority of the returns filed 
would probably be unaffected by the averuging technique. 


RECOGNITION OF GAIN AT DEATH 


Mention has already been made of the locked-in problem with respect to 
capital gains. If those who urge the seriousness of this problem are correct, 
then an increase in capital-gains rates, although coupled with a decrease in ordi- 
nary rates, may further aggravate the locked-in situation. Therefore, by recog- 
nizing at death previously untaxed appreciation in property values, the presently 
existing advantage of holding appreciated properties for disposition at death will 
be eliminated. Such a measure would tend to “shake out” those gains the recog- 
nition of which is deferred indetinitely under the present system. The locked-in 
problem may thus be solved, or at least minimized, by breaking the lock. In this 
connection, however, a rational basis for taxing such gains may be found on 
other grounds. As a matter of tax policy all of the realized income of the tax- 
payer ought to be recognized at some time during his lifetime, and the further- 
most point of deferral, therefore, would be at the taxpayer’s death. For ex- 
ample, a taxpayer has securities costing $10,000 which are worth $100,000 at his 
death. At present we use $100,000 in determining the value of the securities for 
estate-tax purposes and in ascribing a basis in the securities for purposes of 
determining gain or loss in the hands of the estate beneficiaries. We have thus 
long recognized death as a taxable event in which rights and duties in respect 
of the taxpayer, his estate, and his beneficiaries are readjusted. The occurrence 
of this taxable event is a proper basis for the recognition of $90,000 of taxable 
gain. There is, of course, the argument that it is repugnant to a sense of fair 
play to bedevil a family in bereavement with additional assessments for the 
Federal fisc. However, if ordinary rates are reduced, the taxpayer will have 
had more equitable treatment during his lifetime. Moreover, if recognition of 
appreciation at death creates a bunching problem, the suggested averaging device 
will spread back the bunched income. As a means of further mitigation of any 
pyramiding of taxes, I suggest that to the extent an estate tax is imposed on 
the market value of properties, which includes the appreciation that would also 
be subject to income tax, then by analogy to present section 691 of the code a 
deduction on the income-tax return could be allowed for the estate tax attribut- 
able to the recognized appreciation. 

With respect to losses in depreciated properties, it would be consistent with 
the foregoing analysis to recognize losses in value not previously allowed to the 
taxpayer by way of depreciation, amortization, or other deduction. 


CONCLUSION 


The erosion of the tax base, leakages in the system, relief provisions piled on 
relief provisions are all the result of a rate structure that is unrealistic. 

(1) Reduction of ordinary rates and the use of progressive capital-gains rates 
that parallel the ordinary rates should remove substantially the pressures on the 
Congress for new relief measures. 

(2) An averaging device for both ordinary income and capital gains would 
cause the taxable year to yield to a more logical cyclical period with respect to 
an individual business or the economy as a whole and thereby cause income to 
be more accurately reflected on an annualized basis. 

(3) The recognition of gains and losses at the taxpayer’s death in connection 
with appreciated and depreciated properties would seem appropriately consistent 
with our presently devised income concepts. 


Mr. Garvin. Because of the lateness of the hour and because a good 
deal of my predecessors here have stolen my thunder, I can succinctly 
and briefly summarize my remarks. 

I want to say at the outset while my recommendations pertain to 
rate revision that I do believe that the net revenue of the Government 
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should certainly be maintained at a point to cover the expenditures 
necessary to meet the budgetary and fiscal requirements. 

Nevertheless, though, I think that certain downward revisions in 
the rate structure can be made which taken into account with other 
provisions, would permit the same net revenue as Mr. Miller has sug- 
gested here just previously and yet result in a tax system which 1s 
more effective and more ticians and certainly easier to administer. 

Those of us who teach the law and those of us who practice in the 
field and try to write about the tax law and spend all our days keep- 
ing up with the decisions and changes in the law and what is going 
on in the Treasury, have become genuinely concerned I think, as has 
been made demonstrably clear here today, that this increasing com- 
plexity of the code should be viewed with some alarm. We visualize 
a tax system for a number of people who are subjected to the system 
in this country as one that ought to be broad based and intelligent 
and have certain predictable consequences and be easily administered. 

This cannot be said of our system as it now exists. Those of us who 
give our full time to the teaching and the practice of the tax law feel 
that this process of amendments, amendments upon amendments, is 
continuing at an accelerated rate rather than at a decelerated or 
diminishing rate. 

So we would finally come to a situation where the whole system 
would disintegrate and fall of its own weight. 

Indeed, Mr. Chairman, in talking with representatives of the vari- 
ous field offices and district directors’ offices, I find that the agents who 
are charged with the responsibility of enforcing provisions of the 
code find that it has become so complex that they are not enforcing it, 
they cannot enforce it because it has become a law which is just for 
the very sophisticated and even within the tax brackets there are those 
who specialize in certain fields, so it is a sophistication for the so- 
phisticated. 

This of course is not as it should be. I have proposed, as has been 
proposed before me today, a reduction in the ordinary rate structure 
from 15 to approximately 65 to 70 percent. My statement suggests 
that the rate structure is now unrealistic. 

There were many arguments made here before me today on that 
same thing. I have also proposed that the capital-gains treatment be 
readjusted and that the net capital gains and losses be matched 
against each other and included in income at 75 percent of the net 
figure. I believe that this disparity between capital gains and ordi- 
nary income tax treatment is responsible for a great deal of the liti- 
gation and is responsible for the spending of an inordinate amount 
of time by tax practitioners, by representatives of the Treasury, and 
by the Internal Revenue Service, and by you gentlemen, because there 
is this disparity and because the disparity impels taxpayers in the 
high bracket to so arrange their affairs as to convert where possible 
ordinary income to capital gain. 

Indeed, throughout my statement, and I think it is true with the 
gentlemen who have preceded me, we are keenly conscious of the tre- 
mendous pressures placed upon you gentlemen to enlarge this capital- 
gains area and to proliferate the definition of capital asset. This 
would not exist, I do not believe, at least pressures would be consid- 
erably minimized on you gentlemen, I think, if the disparity in treat- 
ment between ordinary income and capital gains were reduced, if that 
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gap were narrowed. As it stands now the rates for ordinary income 
progress rather rapidly in the lower and middle brackets, and less 
rapidly on to the top. 

he capital-gains structure is rearranged so the gap widens as it 
gets into the higher levels of income. If this gap were narrowed I 
think the pressure would be considerably minimized. 

Mr. Chairman, I do not favor a complete elimination of capital- 
gains treatment for certain reasons. Historically and traditionally 
we have had this dual concept of income rather than a monolithic con- 
- of income, and moreover there are still instances, even if you 
reduce the ordinary income tax rates there would still be instances in 
which people had held an investment for a long period of time and 
would be subjected to inequitable treatment if all of that income were 
lumped in a year in which the investment is sold. 

Now for that reason I think that some differential ought to be 
maintained. 

In addition, Mr. Chairman, I have proposed, correlatively with the 
reduction in ordinary income rates and increase in capital gains rates 
so that they parallel the ordinary income rates all the way up the scale 
by eliminating the alternative tax treatment and by putting the capital 
gains in at 75 percent of their amount; in addition I have proposed 
ee some sort of averaging technique and recognition of gains 
at best. 

Some mention has been made of these earlier today. I will just 
point out again that in the case of the averaging technique there is 
much to recommend it as an equitable matter. We are already pro- 
viding for averaging in a number of instances in the code. We per- 
mit people to spread back compensation. We have a sort of averaging 
technique with our net operating loss carrybacks and carryforwards. 
We have an averaging technique in connection with complex trusts 
and their beneficiaries on the 5-year throwback ruling. 

We do now provide for a limited sort of averaging. 

I believe, and it is fair to say that those who are responsible for 
administering the law would also believe, that it is just a short step to 
an overall averaging technique. 

Moreover, Mr. Chairman, it is a fact that all taxpayers do not cycle 
their income on a 12-month basis. This may be true with many 
people who have annual salaries and wages and people who have rela- 
tively stable income, but there are venture capitalists who make in- 
vestments or who develop new processes or patents or who go into new 
business ventures, and these people keenly feel the lack of any sort of 
averaging. 

In their cases the problem is that in the early years of the develop- 
ment process or the entering into of the business they have low 
income, and then they begin to prosper and they are not given the 
benefit of any of those lean years that preceded the fruition, and the 
years in which they realized the fruition of their efforts. 

Now it seems to me that these people who cycle on a 3-vear basis 
or 4- or 5-year basis ought to he entitled to get the benefit of that 
cycle by some form of averaging technique. I have suggested a mov- 
ing average, and that is that one would pay in any given vear the tax 
on the basis of the average of that year and the previous 4 years and 
then would be entitled to credits or charges based upon the overpay- 
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ments or underpayments that might have been made in previous 
years. 

It is very similar to the treatment now accorded the complex trusts 
and beneficiary relationships. 

Finally, Mr, Chairman, I have proposed in my statement the ree- 
ognition of gains at death. In this connection I have said it seems 
to me that an ideal tax system would be one in which the income of 
the taxpayer is measured from the time of his birth until the time 
of his death and that somewhere between those dates he would ac- 
count for all economic income that has accrued to his benefit and has 
been realized by him. 

We recognize the equity of permitting deferment of the recogni- 
tion of income, but that furthermost point of deferment ought to be 
the point of death. That is to say that those taxpayers who have had 
to sell properties off in later years, who have to pay a tax on realized 
income, ought to be equated in treatment with those who may be able 
to hold on to investments and pass on that untaxed appreciation at 
death, and it is never thereafter caught up for tax purposes because 
of course the decedent’s beneficiaries take the stepped-up basis for tax 
purposes in their returns. 

So it seems to me that there ought to be a recognition of these un- 
taxed, appreciated amounts at death. 

I do not think we have any problem here constitutionally on this 
appreciated amount. I think that the event of death is a taxable 
event which fixes the point at which that income is realized and the 
fair market value at death would be the basis upon which computa- 
tion would be made. 

Moreover, there is a fairness here in that, with the averaging tech- 
nique, this income could be spread back if necessary. 

Still, again, we could employ a technique or a process that we now 
have in the code and permit these people to claim a deduction for the 
proportionate part of the estate tax that is attributable to this appre- 
ciation that is now being taxed for income-tax purposes. We do 
that now. We permit, in the case of income items that are taxed in 
the estate at death, a deduction on the income-tax return for the es- 
tate tax that was paid that is attributable to that item. 

So we could, in the case of recognition of gains at death, permit a 
similar reduction in the estate tax. ' 

It seems to me therefore in conclusion, Mr, Chairman, that some 
consideration ought to be given to a realinement of the ordinary 
rate structure which accords with the actual tax collection which 
accords with reality, that an adjustment ought to be made in the 
capital gains structure which will make it parallel to the ordinary 
income-tax treatment and be progressive rather than regressive in 
its effect, and that some averaging technique be provided for those 
whose income is not stable, it fluctuates rather widely from year to 
year, and finally that this recognition of gains at death would be fair 
and equitable as between and among all taxpayer groups. 

With respect to the averaging technique I would revert to that 
just a minute. 

Some objection has been made in connection with the adminis- 
tration of it, that a great number of people would be involved here 
and a great many returns would be affected. I would suggest of 
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course that some minimum be placed on the percentage of fluctuation 
which would entitle the taxpayer to average. All of us would have 
income that would vary somewhat from = to year, but it would 
not be contemplated that an averaging technique would sweep within 
itself everybody who had some slight variation in income. 

Only those who have rather substantial variations are really hurt 
by the present system, and they would be the ones that would be en- 
titled to the averaging and this would constitute a fairly small per- 
centage of the total returns that are filed. 

Thank you, Mr. Chairman. That completes my statement. 

The Cuatrman. Are there any questions? 

Mr. Keogh will inquire. 

Mr. Kroon. I would like to refer momentarily to the capital gains 
tax. 

Will you agree with me when I say that anywhere between zero and 
100 percent of the gain has a touch of arbitrariness in the figure ar- 
rived at, in the percentage arrived at. 

Mr. Garvin. The fact that I have used the 75 percent figure? 

Mr. Kroon. Yes. 

Mr. Garvin. Quite right, Mr. Keogh. 

Mr. Keosnu. It leads me to inquire as to why you stopped at 75 
percent. 

Mr. Garvin. Why not 85? Why not 65? 

Mr. Keocu. I might say, why not 25? 

Mr. Gatvtn. Mr. Keogh, I suppose I feel this way about it: I 
would accord with Mr. Miller’s suggestion that we eliminate, that 
it would be ideal if we could eliminate it entirely. I feel however that 
there are instances in which taxpayers would definitely be hurt by 
not being permitted to void the lumping problem and be given some 
benefit of the lower rate. 

I quite agree with you, my picking of 75 percent is arbitrary. I 
have simply dropped down from 100 percent to something, and that 
something is what I thought taking into account the reduction in 
ordinary rates, taking into account an averaging device, would 
probably result in fairly equitable treatment of capital gains. 

Mr. Kroon. Mr. Chairman, may I ask just one other question? 

The Cratrman. Certainly. 

Mr. Kroer. In connection with these proposals for averaging in- 
comes of those whose incomes fluctuate widely, do you not in effect 
penalize those whose incomes are relatively stable ? 

Mr. Gatvrn. Mr. Keogh, if the averaging technique were applied, 
I do not see that that would be so, because the individual who has 
$10,000 a year for 5 years would be paying the same tax as the indi- 
vidual who has zero, zero, zero, zero, and then $50,000 in the fifth 
year, if we use the averaging technique. They would be taxed at 
the same rate. 

The Cramman. We thank you, sir, for coming to the committee 
today and making your statement, helping us with the problems that 
are before the committee, and certainly the Chair wants to thank all 
members of the panel who have participated in this discussion today. 

Mr. Gavin. Thank you, Mr. Chairman. 

(A supplemental statement was submitted by Mr. Galvin, as fol- 
lows :) 
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SouTHERN METHODIST UNIVERSITY, 
ScnooL or Law, 
Dallas, Tex., February 1, 1958. 
Hon. Wrisvur D. MIs, 
Chairman, Committee on Ways and Means, 
New House Office Building, Washington, D. C. 


DeAR CHAIRMAN MiLts: During the course of the hearings before the Com- 
mittee on Ways and Means on Wednesday, January 29, several of the invited 
witnesses alluded to the subject of the percentage depletion deduction provided 
for in section 613 of the Internal Revenue Code. I considered extemporizing 
on this subject at the time I made my statement to your committee. However, 
the topic was outside the scope of my prepared statement and the hour was 
late, so I did not speak to the point. 

As you know, the Southwestern Legal Foundation and the law school at 
Southern Methodist University sponsor each year an institute on problems of 
oil and gas law and taxation. In the past, representatives of the Treasury and 
the Internal Revenue Service both from the local district director’s office and 
from the Washington office have participated as speakers or panelists on these 
programs. There is also edited here the Oil and Gas Reporter, a reporter sys- 
tem which reports in full together with editorial comment all of the cases 
concerning the substantive law of oil and gas, oil and gas taxation, Canadian 
oil and gas law and taxation. In the past, representatives of the Treasury and 
industry. 

You may recall that when you introduced H. R. 9559, a Southwestern Legal 
Foundation committee, of which I was a member, met with Mr. Stam, Mr. 
Lauren Williams, and others to discuss how the objectives of your bill, which 
pertained to the carved-out oil payment problem and the aggregation of min- 
eral interests, could be more effectively achieved. We submitted drafts of 
suggested legislation with explanatory comments which were subsequently 
adopted and recommended by the American Bar Association. 

Because of the fact that my academic assignments at the Southern Methodist 
University Law School have been in the fields of oil and gas and taxation, be- 
cause of my responsibilities as taxation editor of the Oil and Gas Reporter, be- 
cause of my association with practicing oi] and gas and tax lawyers through 
committees of the Southwestern Legal Foundation, and because of the work I 
have done in the fields of oil and gas and tax practice in this area I believe I 
can modestly claim some qualification at least to comment on the subject of per- 
centage depletion. 

(1) As you so well know, there have been protracted debates and discussions 
of this provision of the law both in and out of Congress. The difficulty with 
the arguments both pro and con has been that the factual data upon which 
such arguments are based have been incomplete and inconslusive. Before value 
judgments can be made in this area by those on either side of the question with 
respect to choices of possible courses of action there should be undertaken a 
study which would make available a considerable accumulation of raw statis- 
tical data and economic analyses. Such information should be so collected and 
organized that it does not attempt to confirm any particular conviction or pre- 
conceived objective. On the basis of such data reasonable minds could then 
surely make sound and proper decisions. Only when this problem has been so 
dealt with can the Congress hope to set the matter at rest once and for all. Some 
of the factors which might be considered in such a study are hereinafter dis- 
cussed. 

(2) An economic analysis of the extractive industries might demonstrate basic 
differences between the business units engaged in this operation and those en- 
gaged in manufacturing, wholesaling, or retailing. We see tangible wealth all 
about us made from materials which initially were severed from the earth. The 
extractive processes, therefore, are the headwaters from which the whole stream 
of industrial production flows. The supply of iron, copper, tin, zinc, coal, oil, 
gas, and the rest constitute the raw materials inventory from which are pro- 
duced the finished goods used in everyday living. The manager of a manufac- 
turing unit may call up a given quantity of raw materials to feed into the pro- 
duction line and by the employment of an adequate labor force to process the 
product he can determine the units of output up to the maximum of the factory 
capacity. On the other hand, in the extractive operation the feed stock remains 
indefinite not only for the particular enterprises but for the industry as a whole. 
The manager of the extractive unit must constantly be looking for his inventory, 
and upon finding it determine the extent of the deposit thereof, and the costs 
























eee 











eo ee ee eee 
























ere 


























2332 GENERAL REVENUE REVISION 





necessary to make such deposits economically useful. In this connection it is 
also significant that the quality and quantity of deposits of minerals are sus- 
ceptible of estimates of varying degrees of accuracy depending upon the par- 
ticular mineral considered. For example, the total costs and expected revenues 
from a clay or gravel deposit are more easily determinable than the same factors 
in the case of an oil weil. 

The extraactive groups, therefore, require that inventory planning be done 
on a much longer range basis than is the case in other industrial groups. The 
gasoline we burn today comes from reserves which were discovered 10, 15, or 20 
years ago. Accordingly, sources and stockpiles of natural resources have to be 
thought of not in terms of seasons, years, or even decades, but in terms of 
generations. 

(3) You will recall that several years ago the President’s Materials Policy 
Commission (the Paley Commission) filed its report with respect to a national 
minerals policy for the United States to meet the demands of a growing economy 
and to provide for national security. The Commission’s concern was that stock- 
piling of reserves should be on an even longer range basis than at present. 
Even with improved geological and geophysical techniques there is still no 
method for precisely determining the location, quantity, and quality of the 
numerous minerals that feed into the industrial process. It is interesting that 
the Paley Commission recommended that the Government provide increased 
stimuli to the extractive groups to find more reserves of strategic minerals 
including energy sources such as oil and gas. 

Moreover, under both Democratic and Republican administrations there has 
been evident an affirmative national policy to encourage the extractive industries 
to explore for, discover, and make useful greater quantities of mineral reserves. 
For example, the annual report of the Secretary of the Interior for 1955 (pp. ix 
to xiv) emphasizes the partnership between the United States and private in- 
dustry in resource conservation and development. The Congress in the Atomic 
Energy Act of 1954 provided for technical assistance, bonuses for discovery of 
high-grade ores, and a guaranteed price to those who would discover and pro- 
duce uranium and related ores. In 1950 the Congress authorized the Defense 
Minerals Exploration Administration to undertake the grubstake loan program 
whereby the Government would financially assist an enterpriser in finding new 
reserves. In the case of a loan under this program if the ore proceeds are not 
sufficient to repay the Government for its investment, no personal liability 
attaches to the borrower. In addition through the Defense Production Act of 
1950, the Domestic Tungsten, Asbestos, Fluorspar, and Columbium-Tantalum 
Act of 1956, and the Federal Stockpiling Act of 1939 as amended in 1951, loan 
guaranties, price supports, development contracts, and other incentives have been 
provided those who engage in the extractive operation to encourage the increase 
in inventory reserves for the future. 

(4) In the case of the oil and gas industry drilling statistics for the last 6 
years (from Petroleum Facts and Figures) demonstrate that even with improved 
geological and geophysical techniques the percentage of dry holes to producers 
remains surprisingly constant year after year. Couple this fact with increasing 
well depths and well costs, and the increasing amount of foreign imports and 
one may perceive that independent producers and smail companies may be 
caught in a real cost-price squeeze. Moreover, there is no indication of a change 
in this trend. The major companies having foreign investments have a duty to 
their stockholders to make as much profit on these investments as possible. 
This means that there is considerable pressure to increase importation and the 
consequences are cutbacks in domestic production. Even now, the number of 
exploratory wells is declining, and the long range effect of this factor could 
mean a gradual reduction in discoveries of new domestic reserves and consequent 
reduction in total supply. At present I understand that bank loan repayment 
schedules simply are not being met because of cutbacks in production allowables. 
Those who have financed exploration and development are not able to repay 
their commitments because of reduced output and certainly cannot, therefore, 
undertake new exploratory activities. 

The foregoing discussion suggests that the extractive industries have an 
economic problem of long range inventory planning—planning on the basis of 
generations of supply. An analysis of this and other factors may demonstrate 
that a entrepreneur who is required to project his planning many years into the 
future experiences greater uncertainties of return on investment and ultimate 
profit. Correlative with this analysis, of course, would be one which would 
indicate whether profit margins are commensurate with capital requirements, 
uncertainties presented, and the risks assumed. There must also be taken into 
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consideration the fact that the Congress and the executive departments under 
both administrations have provided various economic benefits or rewards to the 
extractive groups. Thus, we have had a conscious direction of national policy 
apparent to all and upon which all have relied that has provided economic 
benefits for the extractive groups both in and out of the tax law. If this national 
policy with respect to minerals should be implemented through the tax law, 
then we need the data to determine how effective various tax techniques may be. 

Now turning more particularly to the percentage depletion deduction as an 
economic benefit in the tax law certain further information seems appropriate 
to consider. 

(5) Some comment has been made about the disparity in percentages in pres- 
ent section 613 between different extractive groups ranging from 5 to 27% 
percent. It should be pointed out that as a result of recent case law those indus- 
tries which are entitled to a lower percentage have succeeded in applying that 
percentage to a base more nearly equal to the consumer price rather than the 
market value at the source of supply. This fact will tend to equalize the tax 
benefits although the percentages vary. Thus, if the percentage is applied to the 
value of cement sacked and ready to sell, to the value of clay in brick form, to 
the value of crayons in the package, or to the value of chalk on the blackboard, 
the relative benefit of the deduction for depletion for these products will more 
nearly equate the benefit of the deduction in the oil and gas business. In other 
words, the higher percentage in the oil and gas business is applied to a lower 
product value farther back in the production line, whereas in the case of some of 
the other extractive groups a lower percentage is applied to a higher product 
value more nearly approaching the amount for which the product is sold to the 
final consumer. Therefore, the extent of the disparity in percentage rates of 
depletion is obscured by the varying bases to which the rates are applied. This 
factor would certainly merit a more detailed analysis. Moreover, in comparing 
different percentage rates there should be available some data which would 
indicate the relative risks in different extractive operations, Thus, for example, 
it would be instructive to know if the profit margins for those enterprises which 
produce oil and gas are commensurate with capital requirements and risks 
undertaken in the same, or in greater or less, proportion as the profit margins in 
other extractive operations may compensate for risk and investment. In this 
connection, of course, account would have to be taken of the effect of controls 
through regulatory commissions concerning units of production and methods of 
extraction. 

(6) Percentage depletion for oil and gas income as an operative provision in 
the law and as a technique for providing incentive may benefit some people more 
or less than was intended by the Congress. Furthermore, the benefits may be at 
the wrong time and in the wrong amount taking into account the capital ex- 
pended and the risks undertaken. There may be benefits which were unintended 
by the Congress that inure to those who neither provide capital nor undertake 
risks. On the other hand the amount of unintended benefits may be so negligible 
in relation to the total gross revenues from oil and gas production that this is a 
problem of no particular consequence. Indeed, it is conceivable that it might be 
shown that greater benefits ought to be provided than at present for encourage- 
ment of exploration and less for development. There may be taxpayers in the 
extractive operation who have expended in the aggregate substantial capital in 
trying to find new reserves but who never achieve sufficient success or profit 
margin to enjoy any benefits from percentage depletion. 

These are problems for which, so far as I know, there are no adequate 
answers, and it seems to me that considerable accumulation of statistical data 
would be required before a considered judgment could be made about any one of 
them. Even if it were shown that the extent of incentive was commensurate 
with risks undertaken and capital provided, there would still be the question of 
the distributive effect of the incentive among all taxpayers. That is to say, as 
mentioned previously, we have an existing policy which provides for direct 
financial assistance and tax benefits to extractors. Is the amount of the incen- 
tive thus provided better distributed to all taxpayer groups when the financial 
assistance is made through the tax law or outside of it? Or a combination of 
both methods Here again are questions about which we know very little. 

(7) Assertions have been made that taxpayers within the extractive in- 
dustries by reason of economic incentives enjoy higher profits which inure to 
the greater benefit of owners or stockholders. A proper analysis of this subject 
would require the accumulation of operating and financial information from 
extractive and nonextractive companies over a wide enough selection to get 
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meaningful comparisons. Some preliminary data that have been collected in 
respect of this matter indicate that of the major industrial units the extractive 
companies net about the same yield per sum of invested capital as the non- 
extractive companies. A further elaboration of this information taken from 
detailed operating and financial reports would be helpful in determining the ex- 
tent to which present tax rules may affect the return on investment among 
extractive and nonextractive companies, with due regard for the aggregate 
capital required and risks undertaken. 

In conclusion, Mr. Mills, it seems to me that both the proponents and oppo- 
nents of percentage depletion are precluded from any reasouable appraisal of 
their respective positions because there is simply a dearth of available relevant 
facts. I do not here purport to make any assertion or conclusion with respect 
to the problems posed in the foregoing discussion. I do say that conclusions 
ean be fairly and reasonably arrived at given all the facts. As I have indicated 
above a study of the extractive group in general or the oil and gas industry in 
particular as one of the largest revenue producers in the group would include 
not only complete statistical data and economic analysis. It would also include 
a consideration of the extent to which tax policy should implement a national 
minerals policy which has been charted and affirmatively pursued by both ad- 
ministrations to encourage the finding of new stockpiles of reserves of raw ma- 
terials and sources of energy. This impiementation of a national minerals policy 
might be achieved outside the tax law, inside the tax law, or partially through 
both devices. The most feasible and effective course of action cannot be known 
unless we know the effect of taxation and other legislation on members of the 
extractive group. 

Finally, of course, if any change in tax rules or other rules is determined to 
be appropriate as a result of a rational analysis of all the data, then account 
must be taken of transitional problems. Where taxpayers have embarked upon 
long-range exploration and development programs in reliance upon existing rules 
of the game and where financial commitments, interest rates, and repayment 
schedules to make possible such programs have been ascertained by reference to 
present rules, taxpayers are entitled to the fulfillment of what was regarded as 
expectable consequences of a selected course of action. Otherwise, serious eco- 
nomie dislocations could occur which would not be intended. As mentioned 
previously, extractive entrepreneurs must plan inventory needs so far ahead 
that a tendency to instability in legislation affecting them economically may be 
more serious than such instability would be if applied to others who plan on a 
shorter run. 

If you think it appropriate that this statement be made supplemental to my 
previous statement I will prepare the necessary additional copies for submission 
to the whole committee. 

Yours very sincerely, 
CHARLES O. GALVIN. 


The Cramman. Without objection, the committee will adjourn 
until 10 o’clock in the morning. 
(The following statements were received by the committee :) 


TAXATION AND NATIONAL STRENGH—STATEMENT FOR House WAYS AND MEANS 
CoMMITTEE, JANUARY 22, 1958, Norris O. JOHNSON, VICE PRESIDENT, THE F1RsT 
NATIONAL City BANK OF NEW YORK 


This is a time of crisis. In fact we have crises all over the place. To men- 
tion only a few, we have a sputnik crisis, a defense crisis, an education crisis, a 
French crisis, a railroad crisis, a small business crisis, a farm crisis. In the 
bright new world which was supposed to eradicate poverty and provide security 
we seem to be developing the most conspicous abundance of crises. 

The medicine most often prescribed for crises is Federal spending and Federal 
taxing. Yet crises, more often than not, have origins in Federal spending and 
taxing which have corroded the value of the dollar, the usefulness of productive 
work, and the responsibility of the individual and the local government unit. 
The present generation has had nothing but crises since it was born. The word 
loses force and gains meaning as a confession of mistakes in public policy. 

We are so bewitched by the money illusion that we forget that achievement is 
the product, not of big figures preceded by dollar signs, but of blood and sweat 
and tears. Nothing is more futile to accomplishment, and demoralizing to or- 
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ganized productive effort, than throwing more money helter-skelter in every 
direction. 

The Federal Government has taken over, from the people and other govern- 
mental units at home and abroad, more and more responsibilities. This under- 
mines effort outside the Government and makes coordinated, efficient management 
difficult within the Government. ‘There are not enough hours in the day for a 
President, no matter how dedicated and able, to handle all the responsibilities 
thrust upon him. There are not enough days in the week for Congress to un- 
cover all the things going wrong with the administration of executive depart- 
ments and bureaus. Yet time is found to set up more programs to relieve people 
of personal and local responsibility and to saddle the Executive with still more 
responsibilities. The budget gets fatter—the dollar thinner. 

There are limits to the ability of any government, in peacetime, to appropriate 
the fruits of its citizens’ work. The socialist British economy bogged down when 
government at all levels sought to appropriate beyond 40 percent of the national 
income. We are pushing up toward 82 percent, a new high record in this 
country. 

How do people resist encroachments by Government? They resist by with- 
holding taxable work effort. They resist by supplementing their aftertax in- 
comes with borrowed money and raising wages and prices against the Govern- 
ment. They resist by gaining special privileges from lawmakers. They resist 
by pleading ignorance of the law; since no one lives long enough to master the 
statutes, the plea is one any judge must hear with sympathy. They resist by 
adjusting their standards of morality in reporting taxable income and—as 
freedom-loving people traditionally have—by construing tax avoidance as justi- 
fied resistance to unjust exactions. They resist by overwhelming the overworked 
Internal Revenue Service and courts with cases. In the extremity they may 
resist by open revolt, or by moving to other, more salubrious tax climates. 
Newspapers have reported taxpayers’ strikes in France, Finland and Uruguay. 

There is no wisdom in testing the limits of taxation, least of all in a Nation 
that wishes to exert leadership and set a pattern which other people can wish 
to emulate. 

It is doubtful if rocket blasts at Cape Canaveral will divert the mass of the 
people very long from concern over the injustices done by taxation of productive 
work effort and the belt-tightening enforced by inflation. Yet the impulse is to 
conclude that, because the Russians succeeded in setting an artificial satellite 
into an orbit, we must discard the idea of a balanced budget and keep adding 
billions to defense ontlays for an indefinite period into the future. At the same 
time, as Clarence Cannon, Chairman of the House Appropriations Committee, 
points out, believers in welfare state spending are trying to hook every conceiv- 
able pet project onto the defense crisis while the spending fever runs high. Not 
the least danger is that fiscal discipline may be lost, as subordinates appeal for 
funds over the heads of responsible officials to Congress and the public. 

We are told that it is ridiculous to consider measures of tax-rate reliefs: that 
we may indeed have to face up to still higher rates. There are hints from 
some quarters that we may have to put ourselves under price and wage con- 
trols—which is to say to accept a regimented society. All this in the name of 
national strength and protecting freedom. 

In particular, we should not blandly assume that our Federal tax structure 
is free from responsibility for crises. The reluctance of people to vote higher 
local taxes, to support the cities and build schools, is founded on resentment 
over the total of taxes. The difficulties of railroads and small business are 
more attributable to inequitable taxes and overregulation than anything else. 
The farm crisis shows how Federal financial aid can weaken the natural self- 
relinnce of a vital section of the population and waste energies producing com- 
modities to deteriorate in warehouses. We are a rich nation, but not so rich 
that we can neglect prudent allocation of resources. 

We have inherited a strong and dynamic nation, but we are binding the giant 
with rope while expressing surprise at his inability to improve upon past 
achievements. Tax loopholes afford some room for movement. But there 
should be some more dignified way to unleash latent power. 

We complain of shortage of administrators and leaders for Government serv- 
ice, for education, for industry. At the same time, we impose taxes which 
offer large rewards to those who will divert energy from advancement and 
capital accumulation to tax avoidance. More and more of our sharpest minds 
are being led to concentrate energies on this lucrative area. One wonders 
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whether some of these mathematical wizards could not have beaten the Russians 
to a sputnik. 

The greatest threat of sputnik, peacefully circling in the skies, rests in the 
impulse it gives us to cast fiscal prudence to the winds. It is Lenin to whom 
the comment kas been attributed that the best way to destroy the capitalist 
system is to debauch the currency. It was Karl Marx in the Communist Mani- 
festo who suggested “heavy progressive or graduated income tax” as a means 
of making “despotic inroads on the rights of property, and on the conditions of 
bourgeoisie production.” 

The Russians, who are realists, if nothing else, have been careful to avoid 
ensnaring their own economy in income-tax principles developed by Marx for 
our destruction. We might ponder the aid their tax system provides to Soviet 
advancement. Professor Holzman, of the University of Washington, in his book 
on Soviet Taxation, indicates that the general rate of income taxation in Russia 
does not exceed 13 percent. The highest rate applicable in any case is 65 percent. 
The primary emphasis is on turnover or sales taxes. 

On the question of fiscal policy in general, there may also be other lessons that 
we can learn. The Russians indulge no illusion that money, independently of eco- 
nomie resources, has any meaning. We have it on the authority of Per Jacobs- 
son, Managing Director of the International Monetary Fund, that: “The Russians 
* * * have put into practice a careful, noninflationary monetary policy. In 
a speech the other day in Kiev, Mr. Khrushchev even apologized for the fact that 
since 1954 there had been no further price cuts in Russia.” 

It is worth noting, more generally, that the countries which attempt to tax 
income and initiative as heavily as we do tend to lose ground in the competition 
among the nations. Can American industry hold its own in world markets, pay- 
ing the highest wages and also the highest taxes? It is the competitive power of 
American industry, with its technological achievements, that most fundamentally 
has made the United States dollar so desirable abroad. And the prestige of Amer- 
ica in no small way hangs on the prestige of the dollar. 

As your chairman has hinted, the weight of taxation is a serious burden on 
enterprise. The current gloom in the business community is related to disap- 
pointment of earlier hopes of tax reforms, and fears that larger public spending 
will lead to even higher taxes. I can see no prescription more potent for rallying 
business activity and employment opportunities than well-considered action on 
taxes. We can credit the mildness of the 1954 recession, and the restabilization 
of consumer prices, 1953-55, to positive actions on taxes. 

We need a structure of rates that invites an optimistic view of tangible 
benefits to be derived from effort and enterprise. Setting up a schedule of reduc- 
tions, for a period of years ahead, is the surest and cheapest way of accomplish- 
ing this objective. The most constructive citizen is the one who looks ahead and 
plans for the future. Give him something to look forward to and a sense of tax 
justice. Squarely treated, allowed to build up a competence, he will pay more 
taxes in the end. 

The corporate tax, ideally, should be replaced by a general, low-rate sales or 
excise tax with exemptions for food and housing. But we cannot afford to await 
completion of studies for tax reform on the grand scale. The rate needs to be 
cut, as revenue considerations permit, to reduce the preoccupation of business 
management with tax problems, to restore a better incentive to economical opera- 
tion, and to give business room for absorption of increased costs or price con- 
cessions. JI firmly believe that tax reform, with a disciplined spending budget, 
is the only road back to a stable dollar. 

The personal-income tax is the most crucial matter. This committee is con- 
fronted with many demands for new deductions, exemptions, and allowances. 
Rates standing where they are, the demands, generally, have an equitable base 
and deserve sympathetic attention. But the process of conceding new deductions, 
exemptions, and allowances involves a repeal of personal-income taxation in bits 
and pieces. Raising the personal exemption is onl) the most obviously expensive 
way of undermining personal-income taxation. Since high rates destroy large 
incomes as a source of revenue, greater liberality at the low end of the scale, 
where most taxable income is earned, simply will hasten the day when a Federal 
sales tax will become inescapable. 

A tax designed to bring in anything like $38 billion—more than half the entire 
revenues—needs a broad base. If the base can be protected from further erosion, 
rates could be moderated with a view to encouraging the development of the 
economy and of the base. We need to have the imagination to see that more 
income would be exposed to taxation on a schedule that allows people to move 
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ahead in life without getting sidetracked on tax diversions, Excessive greed in 
Arreee setting is no better for government than excessive greed in price setting 
for industry. 

My recommendation would be to adopt the Sadlak-Herlong approach and launch 
a searching study directed, through legislation, at equitably rebuilding the taxable- 
income base. We need to stop the parade of people demanding of this committee, 
“Gimme a gimmick.” We need to rebuild the integrity of the tax structure. 


A STATEMENT SUBMITTED TO THE COMMITTEE ON WAYS AND MEANS By LEwIis H. 
KIMMEL, THE BROOKINGS INSTITUTION? 


The Commitee on Ways and Means is to be commended for its efforts to 
improve the Federal tax structure. The importance of this task is enhanced by 
eontinuing high-level revenue needs. The aftermath of World War II, as had 
been expected, contributed to a substantial rise in peacetime fiscal requirements. 
Yet the distinctive feature of the period since 1945 is that other factors exerted 
a stronger influence on tax and expenditure levels. International tensions, the 
necessity of maintaining aw adequate defense posture, revolutionary progress 
in weapons and the art of war, the Korean conflict, commitments to other 
nations for mutual security—these developments have differentiated the years 
since World War II from earlier postwar eras. 

The ability to raise large annual revenues has been facilitated by high levels 
of employment and national income. At the same time, the favorable economic 
situation has helped to mask a number of defects in the tax system. In particu- 
lar, the major taxes are imposed on bases that often seem unnecessarily narrow. 
Narrow tax bases and erosive tendencies are incompatible with large, current 
revenue needs. 

The bases for the Federal personal and corporate income taxes are matters 
of the highest concern. It is axiomatic that the broader the base, the lower 
the rate or rate schedule required to yield a given amount of revenue. Before 
World War II, and especially before 1932, the Federal income taxes were imposed 
on extremely narrow bases and generally at moderate rates. Though the base 
for the personal income tax has been broadened since 1940, in our use of the 
income base there remains a strong tendency to follow practices and policies 
that—if they can be justified at all—are appropriate only for a lightly taxed 
nation. 

Occasionally one sees statements which seem to imply that the income tax base 
has been decimated or emasculated as a consequence of pressures from various 
interests. That this is at best only a partial truth is suggested by the continu- 
ing high productivity of the personal and corporate income taxes. Though the 
methods and tactics employed may at times seem questionable, pressures in the 
field of taxation should not be deplored as such. Realism requires that we rec- 
ognize that these pressures are not uniformly directed toward the restriction of 
tax bases and the minimization of tax burdens. Powerful pressures may also 
be exerted toward the improvement of the tax structure. In contrast with those 
emanating from special-interest groups, these pressures frequently have broad 
popular support. The long and persistent effort to establish the modern Federal 
income tax is an outstanding example. The transcendent importance of this 
tax in financing World Wars I and II, as well as our leadership role in the free 
world during the past decade, is a matter of historical record. That the Federal 
income tax itself was an outgrowth of pressures from a variety of sources is less 
well understood. 

In numerous instances the equity and workability of the tax laws have been 
improved as a result of carefully directed efforts, The Public Salary Taxing Act 
of 1989 made it possible for the Federal Government to tax the compensation of 
State and local employees and for State and local taxing authorities to tax the 
employees of the Federal Government, the District of Columbia, and Territories 
and possessions. Similarly, the enactment of the split-income provisions in 


‘1948 was a major step toward the goal of equity. This legislation in effect 


equalized the application of the Federal personal income tax in common-law 
States and in community-property States. 

It is the peculiar function of the Committee on Ways and Means to sift the 
claims of those who assert that preferred treatment of certain sources of income, 


1 The views expressed in this statement are those of the author. They do not necessarily 
reflect the views of other members of the staff or the administrative officers and trustees of 
the Brookings Institution. 
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special allowances, and deductions under the tax laws are in the public interest. 
The task is not an easy one. Committee hearings over the past three decades 
show conclusively that in our society the ability to identify what seems to be 
individual and group interests with the public interest has been developed into 
a fine art. In reexamining the Internal Revenue Code, with a view to broaden- 
ing and strengthening the income tax bases, it is believed that two principles 
should guide. First, as a general rule, a direct subsidy is preferable to a tax 
or other indirect subsidy. Second, in each instance where an appareutly unneces- 
sary narrowing of the tax base has occurred (by reason of special allowances, 
deductions, or credits) this succinct question should be asked: What does the 
allowance, credit, or preferred treatment do for society? How do you justify 
your existence? 
THE PERSONAL INCOME TAX 


In recent years the Federal personal income tax has been imposed on a base 
equal to less than one-half of the personal income of the American people. That 
is to say, the rate schedule—20 percent to 91 percent—has been applied to a 
segment of the people’s income amounting to 40-45 percent of the aggregate as 
estimated by the Department of Commerce. In the circumstances the high rates 
for this tax are misleading as an indication of the tax burden. 

Several approaches to the problem of broadening the base for the personal 
income tax may be suggested. The first is to try to bring additional income 
within the scope of the tax. Underreporting and evasion account for a sub- 
stantial part of the difference between estimated personal income and total 
income reported on tax returns. Thus, there is reason ot believe that entre- 
preneurial income from farming is seriously underreported. Dividends and 
interest continue to be unreported in substantial amounts. The present exclu- 
sion of OASI and railroad retirement benefits should be reexamined, especially 
in view of the provisions with respect to retirement income added in 1954. 
Under present practice interest on State and local bonds and other obligations 
is excluded from gross income. If a way could be found to surmount the 
problem presented by the implied constitutional inhibition, the income tax base 
would be increased moderately. In the opinion of some, the authority granted 
by the 16th amendment to tax incomes “from whatever source derived” would 
take precedence over the implied constitutional prohibition, if a case were 
brought before the courts. However, no case involving the constitutional ques- 
tion is likely to be adjudicated as long as the present statutory exclusion from 
gross income is continued. 

Imputed rents on owner-occupied homes and the value of consumption on 
farms would add upward of $6 billion to the tax base before deductions and 
exemptions. Depletion allowances affect the base for the personal income tax 
as well as the corporate income tax. Their modification would enlarge the base 
for both taxes. Another line of attack involves the capital-gains provisions. 
Reexamination and general tightening of all provisions under which income 
from various sources is accorded capital-gains treatment would result in some 
widening of the tax base, and an even larger proportionate expansion of revenues. 

The optional standard deduction should be discontinued at the earliest oppor- 
tunity. Under this provision taxpayers are automatically entitled to a deduction 
of 10 percent of adjusted gross income or $1,000—whichever is lower. This de- 
duction can. be claimed even though the taxpayer would not have any allowable 
deductions if only itemized deductions were allowed. Since the tax advantage 
is available, regardless of whether any contributions are made, the optional 
deduction works to the disadvantage of organizations that derive all or most 
of their income from this source. For this reason, it has been opposed by the 
National Council of Churches, among other organizations. This deduction is in 
effect “a premium for not giving.” 

From an equity standpoint, the optional standard reduction seems indefensible. 
A middle-income married couple with other allowable deductions of $100 that 
gives $900 per annum for charitable, educational, and religious purposes obtains 
no tax advantage whatever, as compared with a similarly situated couple that 
contributes nothing to such institutions. For the latter couple the optional 
standard deduction is equivalent to an additional exemption of $900. Elimina- 
tion of this deduction would have two immediate beneficial effects: (1) the 
personal income tax base would be improved and revenues would rise; and (2) 
eontributions to charitable, religious, and educational institutions would also 
rise, 

The desirability of deductions on account of contributions for charitable, edu- 
eational, and religious purposes is universally accepted. The only question re 
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lates to the level of permissible allowances. Since World War II allowable 
deductions were increased from 15 to 20 percent of adjusted gross income, and 
later to 30 percent provided the additional 10 percent goes to specified purposes. 
These contributions are used for purposes strongly affected with a public inter- 
est. In their absence, public expenditures for educational and welfare purposes 
would be higher by indeterminate amounts. On the other hand, one may well 
ask: Is there any higher public purpose than the adequate defense of the United 
States? This question, it is believed, should be carefully weighed in any re- 
examination of these deductions, particularly if further increases should be 
proposed. 

The deduction on account of medical expenses commends itself to one’s sense 
of equity and justice. Extraordinary medical expenses have long been a trouble- 
some item in family budgets. The 1954 liberalization, which increased the 
allowable deductions from expenses in excess of 5 percent of adjusted gross in- 
come to expenses in excess of 3 percent, is scarcely open to criticism. An im- 
portant question here is whether the exemption of any person who—or whose 
wife—has reached the age of 65 from the percentage limitation is justifiable. 
All persons aged 65 or over are entitled to a second exemption of $600 in arriving 
at taxable income, and a special tax credit (deduction from the computed tax) 
equal to 20 percent of retirement income—subject to certain limitations— 
became effective in 1954. The three forms of special treatment should be re- 
examined jointly. In any case, it does not appear desirable to establish a special 
class of income-tax payers based solely on age. The segment of the population 
aged 65 and over includes a large number of persons with very substantial in- 
comes who have little or no need for special considerations under the tax laws. 

In general, the present level of exemptions is not excessive. Such pressures 
as exist are primarily for an increase. Perhaps the main defect is the unduly 
liberal qualifying provision. An exemption can be claimed on account of any 
person who qualifies during any portion of the taxable year. For example, a 
married couple that supports a dependent parent who dies early in January is 
entitled to three exemptions for the full year. If a child should be born to the 
same couple in late December, four exemptions can be claimed. From an equity 
standpoint, the proration uf exemptions on the basis of number of months of de- 
pendency would seem more satisfactory. 





THE CORPORATE INCOME TAX 


The present base for the corporate income tax is substantially smaller than 
the optimum. The first policy goal should be to prevent further erosion. A 
second and equally important goal should be the subjection of all provisions that 
authorize or permit exclusion or special treatment of income to the closest 
scrutiny, with a view to broadening the base. 

It has been estimated that for 1955 over $8 billion of corporate income was 
excluded from the base for this tax. If this income had been taxed, rates about 
one-fifth lower would have produced the same amount of revenue. The present 
rate of 52 percent on income above $25,000 seems extremely high for a business 
income tax. Even a moderate broadening of the base would make possible a 
rate of 48 percent or less without any loss of revenue. 

To a considerable degree the erosion of the corporate tax base has resulted 
from the fact that the public interest is not usually adequately represented at 
committee hearings and other discussions of this tax. Business executives would 
regard a rate deduction to 48 or 45 percent as a positive stimulus. Yet for 
understandable reasons most business firms and organizations are reluctant to 
take the initiative in broadening the base. All too frequently a further nar- 
rowing of the base, rather than its widening, is advocated. 

The forms of erosion have been spelled out effectively by W. F. Hellmuth, 
among others. (Erosion of the Federal Corporation Income Tax Base, Pro- 
ceedings, 48th Annual Tax Conference (1955), p. 315 ff.) A bill of particulars 
is not here included. If as a first step the tax base should be broadened by $2 
to $3 billion, a rate of less than 50 percent on income in excess of $25,000 would 
be immediately practicable. 

In studying governmental policies with respect to tax bases, exemptions, and 
allowances, one question inevitably arises. Are not the policies of the Federal 
and other governments in these areas deeply rooted in conceptions of the proper 
role and activities of government that are now largely outmoded? Throughout 
the 19th century and the first third of the present century government was 
viewed primarily as a burden on the private sector of the economy. Underlying 
most discussions of government activities was the assumption that public ex- 
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penditures are in general less desirable than private spending. The comple- 
mentary nature of private and public activity stressed by Henry Carer Adams, 
among others, had not yet gained widespread acceptance. Allowances or cred- 
its on account of charitable institutions and the like were justified or rational- 
ized on the ground they were for a “higher public use.” 

Acceptance of the modern conception which emphasizes the complementary 
nature of private and governmental activities in the total economy does not in- 
validate the doctrine of higher public use. Rather, it merely requires one to 
reexamine the order of priorities. At the present juncture one may well ask: 
Is there any higher public use than the allocation to government of the funds 
required for the adequate defense of the United States? For an adequate sys- 
tem of public-school and higher education, including training in the advanced 
technology associated with the atomic-space age? 


(Thereupon, at 4:45 p. m., the committee recessed, to reconvene at 
10 a. m., Thursday, January 30, 1958.) 
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(General Discussions) 


THURSDAY, JANUARY 30, 1958 


Houses or REPRESENTATIVES, 
CoMMITTEE ON Ways AND Means, 
Washington, D.C. 


The committee met at 10 a. m., pursuant to recess, in the Ways and 
Means Committee hearing room, Hon. Wilbur D. Mills (chairman) 
presiding. 

The Cuarrman. The committee will please come to order. 

Mr. Rudick, although we quite well recall you from previous com- 
mittee appearances, will you please give your name, address, and the 
capacity in which you appear, for the benefit of the record. 


STATEMENT OF HARRY J. RUDICK, ESQ., LORD, DAY & LORD, 
NEW YORK CITY, N. Y. 


Mr. Rupick. Harry J. Rudick. Iam an attorney from New York. 

The CHarrman. You are recognized, Mr. Rudick, but before you 
begin, let me state for the record that you appear at the invitation of 
the committee. 

Mr. Rupicx. To my mind, the most urgent item on the agenda of 
this committee should be reform of the tax structure. The effective- 
ness of our tax system depends to a very large extent on the willing- 
ness of taxpayers to submit to it; and unless we take steps to nip in the 
bud the burgeoning seed of disrespect and resentment toward the tax 
law, the system may deteriorate seriously if not break down. The 
‘recent series of articles in the Scripps-Howard newspapers have spot- 
lighted the problem and focused attention on it. 

It is not merely that the tax burden is extraordinarily heavy. Peo- 
e will bear a huge burden if they believe it is being distributed fairly, 

ut they will balk if the notion becomes widespread that some are en- 
joying privileges not available to the many. More and more people 
are coming to realize that persons with equal incomes do not invariably 
pay equal taxes. 

To take a concrete example. under the present income tax law, an 
inventor of toys may reap the financial rewards of his ingenuity at 
the favorable capital-gains rate (i. e., he pays tax on only half of such 
income and in no case may the tax exceed 25 percent thereof), while 
a writer of books for juveniles who may give just as much pleasure 
and instruction to children is required to pay at the ordinary rates of 
tax. 
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One can hardly blame the writer if in the face of this unequal treat- 
ment he takes lias of every avoidance opportunity, intentional 
or unintentional, which the law allows; and even if he cheats a little, 
he probably squares his conscience by reflecting on the fact that the law 
unfairly favors someone else over him. Laws have to make sense and if 
they do not, people will tend to disregard them. 

I can see no persuasive reason for preferring taxpayers whose brain 
children consist of patentable ideas over taxpayers whose minds pro- 
duce unpatentable ideas. Nor do I see any good reason for preferred 
tax treatment to people whose income stems from property as distin- 
guished from these whose income stems from personal effort. By and 
large, taxpayers who inherit or are given property fare better under 
the present tax law than those who earn it. 

Our tax laws are riddled with preferences similar to those I have 
described; preferences and distinctions based not on discernible eco- 
nomic differences but on formal variations and often stemming from 
wholly specious reasons. An example of the latter is the allowance of 
percentage depletion on gas, oil, and other mineral deposits beyond 
the cost of the property. Referring specifically to oil and gas, I do 
not see how anyone can seriously believe that corporations and indi- 
viduals will stop exploring for oil if we limit depletion to investment 
continuing, however, to allow percentage depletion up to that point 
and continuing to allow the current chargeoff of intangible drilling 
costs. 

At the time (1926) percentage depletion beyond investment was 
first permitted the rates of tax were far lower—ranking from a min- 
imum of 114 percent to a maximum of 25 percent—so that the amount 
of the subsidy was tremendously less than it has since become. 

Because of long-established precedent and because of the large 
number of States with oil, gas, and other mineral deposits, it is prob- 
ably too much to hope that this intended but unjustified subsidy will 
be taken away. Perhaps the only practical method of correcting the 
situation will be giving some equalizing allowance to recipients of 
other forms of income; just as we solved the problem of equalizing 
the tax burden of married couples in the so-called community prop- 
erty States with married couples in the other States by adopting 
split income. 

Incidentally, split income also solved the problem of equalizing the 
tax burdens of married couples where one spouse supplied the bulk of 
the family income with the burdens of couples where both spouses con- 
tributed substantially. 

Whether explicitly or tacitly, the factor which serves as justifica- 
tion for what has been called the erosion of the tax base and the gim- 
micks in the tax law which grant certain groups favorable tax treat- 
ment is the extremely high rates. The upper reaches of the income 
tax brackets provide a relatively insignificant amount of revenue. 
Yet they cause the trouble because they serve as justification for the 
many escape valves that have been built into the tax structure to make 
it tolerable to wealthy taxpayers. 

Many writers have pointed out that because of the permissible ex- 
clusion of certain types of income and the allowance of special deduc- 
tions, most high bracket taxpayers—except those who derive the 
bulk of their income from services—pay a far smaller percentage of 





their income in tax than the rate schedule would imply. 
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See, for example, the papers submitted to the Subcommittee on 
Fiscal Policy of the Joint Committee on Economic Report by Blum, 
Cary, Atkeson, Groves, and Paul in 1955 and published in Federal 
Tax Policy for Economic Growth and Stability. Papers submitted 
by panelists appearing before the Subcommittee on Tax Policy of the 
Joint Committee on the Economic Report, 84th Congress, 1st session, 
November 9, 1955, pages 251-313. 

If we assume that it is possible to transmute ordinary income into 
capital gain, and if the difference between the rate applicable to cap- 
ital gains and that applicable to ordinary income is as high as 66 per- 
cent—as it is under the current income-tax law—the discrimination 
is much greater and is far more resented than if the differential were 
only half that percentage. 

If we must have discriminations, and we will have to have some for 
the sake of expediency, let them at least be as small as possible. We 
need not make a foolish fetish of tax equality and carry it to ex- 
tremes—the tax law cannot redress all the injustice of the world. 

Last year there was reported an intriguing and somewhat amusing 
example of the often peculiar effects of our tax laws. A well-known 
ballplayer was fined by his club $5,000 for spitting in the face of a 
reporter. This having been deducted from his salary, he paid no in- 
come tax on it. A group of sympathetic fans raised the $5,000 through 
small individual subscriptions and turned the money over to him as a 
gift. Since gifts are not subject to income tax, the ballplayer was 
handsomely rewarded for spitting in the reporter’s face. If we as- 
sume that he reached the 80-percent bracket, not inconceivable for 
this ballplayer, he was rewarded to the extent of $4,000. I am not 
suggesting that the law be changed in this respect and that gifts of 
this character be taxed. Such incidents do not occur often enough to 
be significant. 

We have to balance equity against administrative cost and conveni- 
ence. But, as I have said, if the differential in tax burden is minimal, 
or at least relatively small, there will be less resentment and less flout- 
ing of the law. 

When I testified last June before the subcommittee of the Economic 
Report Committee, I felt that no large-scale reform of the tax struc- 
ture could be undertaken until Congress was prepared to accept a truly 
significant revenue cut, at least 3 to 4 billion dollars; and that since 
a substantial cut would have been bad for fiscal policy at that time, 
overall reform would have to be postponed. Although I still feel 
that this is not the time to cut taxes—if the economy continues to go 
downhill for much longer I shall feel differently—it seems to me that 
the problem of tax inequality has reached such proportions that even 
if we make no overall reduction in taxes, something should be done to 
correct the situation. I therefore suggest the following program on 
the assumption that it will not result in any aggregate reduction of 
revenue. 

1. Allow all exemptions only against the first $4,000 of taxable in- 
come ; $8,000 for married couples filing joint returns. 

2. Reduce the upper bracket rates so that a top bracket of 60 percent, 
instead of 91 percent is reached at, say, $200,000, and $400,000 for 
married couples, 

3. To compensate for the reduction in rates, eliminate the special ex- 
clusions and deductions and other preferential provisions, including 











2344 GENERAL REVENUE REVISION 


the dividend credit, now given to certain taxpayers except in the rela- 
tively few cases where the privilege can clearly be justified by off- 
setting savings in administrative trouble and expense or by overwhelm- 
ingly popular consensus. 

4, Wirminete the preferential rate apecere to the first $25,000 
of a corporation’s taxable income. At the same time remit completely 
the tax on any closely owned corporation whose shareholders agree to 
be taxed on their proportionate shares of the corporation’s profits. 
Assuming revision of the rates as proposed above, the tax burden on 
small corporations owned by less than wealthy stockholders would be 
materially reduced. 

5. The rates of the transfer taxes—gift and death ne be ie 
larly the higher brackets, should be materially reduced but the yield 
of the tax should be maintained and even increased by tightening the 
structure of the transfer taxes to prevent the very significant avoid- 
ance which is presently possible. 

6. Except for the taxes on liquor, tobacco, and gasoline, eliminate 
the present selective excise taxes which now have nothing to support 
them except fortuitous precedent and administrative experience and 
substitute a general excise tax which would produce approximately 
the same amount of revenue. 

I should now like to elaborate on these proposals. 


1. EXEMPTIONS 


In view of the decline in the value of the dollar, the exemptions al- 
lowable under the present law are for most taxpayers the lowest ever 
and when general tax reduction is decided on, increase in the exemp- 
tions should be first on the agenda. However, I see no need or justi- 
fication for an additional exemption for taxpayers with large incomes 
who are over age 65 and for wealthy blind persons. The announced 
basis for the additional exemptions allowed such taxpayers is that they 
have increased living expenses. Except for medical expenses—and 
these are allowed them as deductions—the premise is questionable. 

Consideration should be given to eliminating both the extra exemp- 
tion and the retirement credit for elderly persons. These allowances 
result in unjustified disparities in tax burden. For example, an elder- 
ly couple receiving an income of $6,000 from investments may pay no 
tax whatever, whereas a young married couple with two children and 
earning income of $6,000 would ordinarily have to pay $600, despite 
the i that their living costs are likely to be higher than the older 
couple’s. 

But even if it were correct, an elderly or blind taxpayer with 
$100,000 of income certainly does not need an extra exemption. In 
fact, since exemptions presumably reflect an estimate of the bare 
essentials of living costs, I see no need to extend them to any but the 
lowest brackets. 

Accordingly, I would allow exemptions as an offset only against the 
first $4,000, $8,000 for married couples, of taxable income before reduc- 
tion by exemptions. This Care in part compensate for reducing 
upper-bracket rates. 

2. THE RATE STRUCTURE 


__ Under the present law the ratio of total tax to total net income, 
if we ignore the moderating effect of exemptions and the standard 
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deduction—this effect gradually lessens until it becomes a minuscule 
in the higher brackets—ranges from a minimum of 20 percent to a 
maximum of 87 percent. 

The following table shows for certain taxable levels the marginal 
rates and the average rates. 

(The table referred to follows :) 





Married couples Unmarried individual 
Taxable income 





Marginal rate} Average rate | Marginal rate Average rate 








Percent Percent Percent Percent 
$16,000. - -- pal ae Dib hasaedael , 30 25 47 33 
$28,000 ‘ . ‘ 6 2 30 62 43 
$52,000 BLL, Lk Sina f 41 7 54 
$76,000. . . ai ha eel te re sh cin ad 65 48 81 62 
$100,000. . _ - os Sonata gina ated Gaaae 72 54 7 67 
GNU ia innbe. 544s RSs Geena %, 75 91 82 











Nore.—The highest marginal rate is 91 percent; the highest average rate is 87 percent. 


Mr. Rupicx. Anyone familiar with the situation of high bracket 
taxpayers who derive virtually all of their income from services will 
know that after paying their income taxes and their living ex- 
penses—which inevitably increase as income increases—the amount 
left is too small to permit the accumulation of significant amounts of 
capital. The result is that fewer and fewer individuals go into busi- 
ness for themselves—at least businesses where a substantial amount 
of capital is required. 

When rates from 50 percent to 87 percent are imposed on incomes 
between $32,000 and $200,000 for married couples, the point of dim- 
inishing returns has probably been passed as to such taxpayers; not 
so much because they quit work to loaf—I do not believe that there 
has as yet been a sufficient slackening of effort as a result of the ex- 
tremely high rates to have any pronounced effect on economic ac- 
tivity—but because the persons in these brackets constitute to an 
important extent the driving force of the economy. 

By this I mean that the individuals in this group—at least those 
whose principal source of income is personal effort—supply to a far 
greater degree than average the imagination, industry and initiative 
which are essential to the maintenance of a stable and growing econ- 
omy. They are the ones who, if they could, would be prepared to 
start new ventures and supply risk capital; and if they the unable to 
accumulate capital out of their earnings they are prevented from 
striking out on their own or otherwise utilizing their talents fully. 

In either case, the economy is the loser. Moreover, the severity of 
the upper bracket rates serves as justification for the increasing num- 
ber of “relief” provisions which have been enacted to temper this 
severity. 

If these “relief” provisions as well as the exclusion of certain items 
from gross income and the allowance of certain special deductions 
were eliminated, I believe that the reduction of rates for high- income 
taxpayers could be completely offset. In any case, the income tax 
would be a fairer tax and even if some differentials were retained, as 
they will have to be because of administrative expediency or some 
other factor, the disparity would at least not be as great. 
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Under the next heading, I shall refer to some of the preferential 
provisions which I think should be repealed. 


3. PROVISIONS WHICH REDUCE THE TAX BASE OR GIVE OTHER PREFERENTIAL 
TREATMENT 


The provisions which give preferential treatment to certain groups 
of taxpayers or certain types of income are too numerous to list. 
The following will serve as illustrations : 

(a) To begin with an example which affects low bracket as well as 
high bracket taxpayers, I see no compelling reason to exclude sick 
pay (it is now excluded to the extent of $100 a week) from gross in- 
come. Apart from extraordinary medical expenses which are al- 
lowed as a deduction anyway, a person who is confined to his home 
ordinarily incurs less expense than one who is on the job, if only by 
the cost of getting to work. Why a working taxpayer should pay 
more tax than a nonworking one is beyond me. The present law 
provides an incentive for anyone who received his full pay even 
though he does not show up for work, to be sick and stay home. 

(6) Assuming a much more gradual increase in the rates and the 
suggested top rate of 60 percent, favorable capital-gain treatment 
should no longer be extended to (1) recipients of restricted stock 
options, (2) recipients of pensions and profit-sharing distributions 
now allowed under certain circumstances, (3) inventors, (4) owners of 
certain depreciable property, (5) breeders of cattle and other livestock, 
(6) owners of timber and coal, (7) transferors of certain oil payments, 
(8) owners of certain real property subdivided for sale, (9) amounts 
received on the cancellation of a lease or distributor’s agreement, and 
(10) owners of unharvested crops now allowed under certain condi- 
tions. 

Here let me say that I am not in favor of completely abolishing 
the favorable treatment of capital gains. The appropriate income- 
tax treatment of capital gains has been a most vexing and controversial 
problem. The chief difficulties arise because (1) a nominal capita) 
gain may not represent true capital gain but rather a reflection of the 
decline in the value of the dollar and (2) because of the fact that a 
capital gain may have accrued over a long period of time and if the 
entire appreciation is taxed in the year of realization, the resultant 
tax will ordinarily be very much larger than if the increment had been 
realized ratably and taxed annually over the holding period. 

But the second difficulty could only be overcome by some system of 
averaging and I am not in favor of averaging as a general proposition 
for two reasons: First, because it would tend to produco undesirable 
economic effects (reduced tax collections in an inflationary period and 
increased tax collections in a deflationary period) and second, because 
the administrative difficulties of a general averaging system would 
be too great to compensate for the possible advantages. 

I think the present method of requiring the inclusion in taxable 
income of one-half of a capital gain is about as good an approximation 
of tax equity as we can practicably work out for capital gains, assum- 
ing, of course, that the definition of capital gain is much more re- 
stricted than it now is. If the rates of tax were adjusted as I have 
suggested, with a top bracket of 60 percent, it would be possible to 
eliminate the alternative computation now provided for. Then, for 
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the highest bracket taxpayers, the effective rate of tax on capital gains 
would be 30 percent as against the present maximum of 25 percent. 
1 would also favor requiring a holding period of at least 1 year as 
compared to the present 6 months. 

(c) As I indicated earlier, the allowance of depletion beyond cost, 
of gas, oil, and other mineral deposits, should be terminated. At pres- 
ent such depletion is allowed against even such virtually inexhaustible 
deposits as clay, stone, et cetera. 

(¢) The exemption of income from investment in State and mu- 
nicipal bonds should be taken away, but only as to future issues of 
such bonds. At the present time, an appealing case can be made for 
the continued exemption of the interest on State and municipal bonds 
because of the compelling need for local improvements, principally 
schools. The financing cost of such improvements would be increased 
if the exemption is taken away. However, in the long run it is diffi- 
cut to justify the immunity. It materially reduces a Federal tax 
revenue and thus prevents lower rates than might otherwise be possi- 
ble. It arouses a sense of inequity in taxpayers who cannot take 
advantage of the immunity. To my mind, these factors certainly 
justify the higher borrowing costs which local governments would 
have to pay. 

(e) The immunity from tax, except as capital gain, of certain non- 
liquidating dividend distributions by corporations which have no 
earnings or profits should be repealed. 

Incidentally, the income-tax law would be materially shortened and 
simplified if we did this. 

(7) The investment factor of life insurance should not enjoy com- 
Jete immunity; and pension funds and profit-sharing plans should 
»e made to pay some tax on their investment income. The present law 

discriminates against those who cannot or do not take out life insur- 
ance with investment features and against taxpayers who are not for- 
tunate enough to be participants in pension plans. This is especially 
important in view of the tremendous growth—which wil) continue— 
of these funds. 

4, CORPORATION TAXES 


Even when general tax reduction is permissible, I would not reduce 
the corporate rate except for a token percentage. In other words, I 
would like almost all of the available area of tax reduction to go to 
individuals rather than to corporations. I believe that for large pub- 
licly owned corporations, the corporation income tax has become im- 
bedded in the price structure. Management is interested in how much 
money will be available for stockholders after taxes and they will, 
so far as they can, fix their price at levels which will produce a desir- 
able return for their shareholders. 

I think that even for closely owned corporations the corporate tax 
has generally become a component of cost and that most of the burden 
is passed on to consumers. Moreover, a high corporate tax has some 
beneficial effects in that it tends to induce economic activity which 
might otherwise not be undertaken. 

At a 52- or 50-percent rate, certain expenditures become prudent 
which might otherwise be imprudent. A deductible dollar costs only 
48 cents and tax-oriented business judgment is an inevitable conse- 
quence of this disparity. If a dollar costs only 48 cents, that fre- 
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quently makes it wise to do things and take risks which perhaps would 
not be undertaken if the full dollar cost. were incurred. 

I used to think that this was bad. However, I have come around 
to the view that a rate of corporate tax as high as 50 percent is not 
necessarily bad since it tends to stimulate such activities as sales pro- 
motion, research, and new product development, and these activities 
in turn generate jobs and income. I would guess that the resulting 
stimulation of economic activity more than compensates for the reduc- 
tion in consumption which results from the increased prices or lower 
dividends. 

Much is heard about the plight of so-called small corporations. So 
far, no one seems to have worked out a universal definition of a small 
corporation. A small automobile corporation has to be many times as 
large as a smal] retail store. At any rate, the present preferential rate 
of 30 percent applicable to the first $25,000 of taxable income has not 
been particularly helpful to the formation and survival of small] busi- 
nesses. Yet proposals have been and still are being made which would 
graduate the corporate tax still further. 

I do not believe that such action would do much toward stimulating 
the growth and survival of small corporations. If the corporate rate 
were graduated still further, large- and medium-size businesses would 
simply subdivide themselves to obtain the benefit of the lower rates, 
and I am sure it will be found extremely difficult to draft workable 
laws to prevent such subdivision. 

I think the problem can be approached more effectively by having 
a single corporate rate and allowing any closely owned corporation to 
be exempt from all corporate income tax if the shareholders consent 
to report as taxable income their proportionate shares of the corpora- 
tion’s profit, that is, as if the corporation were a partnership. 

This will mean that those stockholders who are wealthy will pay a 
higher tax on their share of the corporate profits, while those who are 
in low brackets will pay only a modest amount. Any dividends paid 
by such a corporation to the electing shareholders would be tax free. 

I would further provide that any losses sustained by such share- 
holders should, to the extent of their investment, including reinvested 

rofits, be allowed as an ordinary deduction rather than as a capital 
betes 
5. ESTATE AND GIFT TAXES 


As in the case of the income tax, the estate- and gift-tax rates go up 
to quasi-confiscatory levels. However, there are so many available 
means of avoiding or minimizing these taxes that the actual yield of 
the taxes is only a fraction of what one might expect from the scale 
of rates. There is not much sense in having extremely heavy rates if 
only the extremely naive pay them. 

By judicious management, very large amounts can be transferred to 
one’s heirs without the payment of any gift or estate tax. Unfortu- 
nately, not all persons with estates large enough to be in the range of 
tax are so situated as to be able to take advantage of the avoidance 
peer I suggest that as in the case of the income tax, the rates 

reduced to more realistic levels and that the avenues of avoidance 
be closed. If this were done, I think the yield of the tax could be 
appreciably increased. Among the avoidance prevention methods 


that should be studied are: 
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(a) ‘The possibility of substituting a tax on a graduated and cumu- 
lative basis against what each donee or heir receives regardless of 
when and from whom. 

(2) An integration of the gift and estate taxes in a single transfer 
tax so that the tax would be the same whether the owner gives away 
the property during his lifetime or at his death. 

(c) The elimination of the disparate treatment of transfers in trust 
and outright transfers. Under the present law, if A Face his prop- 
erty to his son for life, the remainder to his son’s children, only one 
transfer tax is payable; whereas, if A gives the property outright to 
his son who in turn leaves property to his children two taxes are pay- 
able. 

(d) Revision of the too liberal gift tax exclusion provisions. 

(e) Limitation of the now unlimited exemption of transfers to pri- 
vate foundations as distinguished from quasi-public institutions not 
privately administered. 

6. EXCISE TAXES 


The taxes on liquor, tobacco, and gasoline are traditional and vir- 
tually universal. People expect and do not resent them. Moreover, 
the products taxed create certain general welfare and law-enforcement 
problems which go part way to justify taxing them. However, the 
other excise taxes, except possibly that on automobiles and except cer- 
tain taxes which are imposed primarily for regulatory reasons like 
the taxes on firearms and narcotics, cannot be justified on any other 
ground than expediency, that is, the fact that the products were once 
taxed and it is easy to go on taxing them. Many of the items, e. g., 
watches and luggage, were originally taxed not so much for revenue 
as to deter the use of materials which were scarce and which were 
vitally needed for defense and war purposes. Nevertheless such items 
continue to be taxed even though the scarcity of material no longer 
exists. 

With the exception of the taxes mentioned, I would like to see all 
of the excises replaced with a general excise tax, if it is concluded 
that one is needed for revenue purposes. To avoid overlapping of 
local sales taxes, I would impose the tax at the manufacturer’s level 
and, to limit pyramiding, I would make “value added” the measure 
of tax. 

In summary, what I would like to see is the rates lowered and the 
base of the tax broadened. 

The Cuarrman. Mr. Rudick, we thank you, sir, for coming to the 
committee this morning, and giving us these suggestions. 

Are there any questions of Mr. Rudick ? 

Mr. Keogh will inquire. 

Mr. Kroon. Mr. Rudick, at the bottom of page 11 I take it that that 
last sentence is a conclusion of yours and you would recommend that 
the holding period be extended from 6 months to a year. Would you 
give us the rationale of that conclusion ? 

Mr. Rupicx. The rationale of that, Mr. Keogh, is simply that one 
of the reasons for having that special provision with respect to capital 
gains is that a gain may have betariat over a long period and if you 
taxed it all on one year and bunched the income in that year you would 
have an unfair result, but that reasoning doesn’t apply where you have 
held it for less than a year. 
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Mr. Kroon. It was suggested here that if the capital-gains treat- 
ment were limited to “true” capital assets, which is in the direction of 
your recommendation here, there would be a basis not only for re- 
ducing the holding period, but perhaps even eliminating the capital- 
gains tax on true capital assets. 

Do you have any thoughts on that? 

Mr. Rupicx. I won’t go so far as to eliminate the capital gains tax 
because I think that capital gains is just as spendable as any other 
kind of income, but what I might be in favor of doing is eliminatin 
the false element in the capital gain, that part of the gain whick 
results from a change in the value of money. 

You could do that by applying a figure to reflect a change in the 
value of the dollar and eliminate from income the part of the gain 
that merely represents a change in purchasing power. 

I might be in favor of that, but Fwgold not be in favor of eliminat- 
ing the tax on capital gains altogether. 

Mr. Kroon. I find it difficult to reconcile the suggestion that the 
capital gains treatment be limited to true capital assets and then sug- 
gest an extension of the holding period. It would seem to me that 
if the gain were so realized and the tax imposed, the holding period 
would result in a relatively unimportant aspect of it. 

Mr. Rupicx. I agree that it would be relatively unimportant and 
I wouldn’t be dogmatic about it. 

Mr. Keocn. Thank you very much. 

The Cuairman. Mr. Simpson will inquire. 

Mr. Srpson. Mr. Rudiele, I am interested in your suggestion, as 
I understand it, that the high corporate income tax rate with the 
resulting 48-cent dollar which remains to the stockholder is really 
a good thing, as I judge it, in that it makes management a little more 
willing to take risks and hazards which it otherwise wouldn't take. 
That is a new idea to me. I would be inclined to think that manage- 
ment should be more careful if they have for their stockholders only 
48 cents remaining out of the earned dollar. 

Mr. Rupicx. I don’t think it works that way. I think they are 
inclined to take risks and do things because the dollar only costs 48 
cents. I am not sure it is a good thing, but I don’t think it is neces- 
sarily a bad thing. 

Mr. Smpson. We may differ on that point. With respect to the 
individual’s high bracket, do you suggest that they are too high in 
some areas ? 

Mr. Rupicx. Oh, definitely. I suggest that the top rate be 60 
percent instead of 91 percent. 

Mr. Stupson. The argument wouldn’t work the same way there. 

Mr. Rupicx. The argument wouldn’t work the same way there? 

Mr. Sturpson. No, I don’t think it would because individuals can’t 
pass on their taxes the way corporations can. 

Mr. Rupicx. Thank you very much. 

Mr. Mason. Mr. Chairman. 

The Cramman. Mr. Mason will inquire. 

Mr. Mason. Mr. Rudick, on page 6 in your recommendation 6 cov- 
ering excise taxes, you recommend that all Federal excise taxes be 
repealed with the exception of liquor, tobacco, and gasoline, and a 
general manufacturer’s excise tax be levied in their place to bring in 
the same amount of income. 
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Mr. Rupick. Yes, sir. 

Mr. Mason. Did you know that there has been a bill before this 
august body and the Congress for several years, 5 or 6 years, that I 
have had in, with exactly that proposition and they won’t even look 
at it? Yet they all know that that is the sane, sound, sensible way 
to collect excise taxes, 

Mr. Ruvicx. I knew that you had introduced such a bill; yes. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuairman, Mr, Baker will inquire. 

Mr. Baxer. With respect to capital gain, on page 10, I don’t get 
your reasoning as to why capital-gain treatment should be eliminated 
as to coal and timber. 1 am not saying that I am either in agreement 
or disagreement with the other nine recommendations. Coal cannot 
be replaced. It takes a hundred years for a growing tree to be re- 
placed. ‘Tell me why it shouldn’t be applied to the sale of coal and 
timber, if you are in favor—and I assume you are—of continuing 
it for ordinary real-estate sale? 

Mr. Rcupicx. You mean capital gain on the sale of real estate held 
for investment ? 

Mr. Baker. Well, yes; investment. 

Mr. Ruvicx. That is the only time it enjoys capital-gains treat- 
ment today. 

Mr. Baxer. I agree that is right. 

Mr. Rupicx. I can’t see enough distinction between coal and tim- 
ber and a lot of other things that can’t be replaced to justify treating 
coal and timber on a capital-assets basis. The effort of life of a person 
is irreplaceable, too. You exhaust that, but you don’t allow any 
capital-gain treatment to the amount received for services, or allow 
any depletion. 

Mr. Baxer. Let’s just take coal and leave timber out for the pur- 
pose of this statement. Nobody, even scientists, has learned any way 
to replace coal in the ground. Tell me the distinction when you sa 
that you would take away capital-gain treatment as applied to coal, 
but would continue it as to real estate held for investment. 

Mr. Ruptcx. Coal is more analogous to a business operation, a con- 
tinuing thing. If you are holding real estate for investment and you 
sell it, it is a one-shot thing, and the gain in many cases has accrued 
over a long period of time, and, because of graduated rates, if you 
bunch it all in 1 year you may have an unfair result, but in the case 
of coal which is being drawn out of the mine, it could be drawn out 
of the mine regularly. 

Mr. Baxer. Let’s just say coal. The mineowner sells that to an op- 
erator or company for so many dollars, either payable in money, or 
long-term credit, or by the ton. That is a one-shot operation. He 
has passed his ton. What is the difference ? 

Mr. Rupicx. It is one-shot in the sense that he made one sale, but 
- he still retains an interest in the amount of coal there, and he is getting 
some measurement on income based on the amount of coal that is in the 
ground. I think you have to draw a line somewhere. 

Mr. Baker. He doesn’t have an interest in the coal that he sold. 
When he sold the coal, that was the end of it. I can’t see that. I do 
not see why you apply the interpretation you do to such inexhaustible 
supplies or deposits of coal. That is an entirely different basis, as I see 
your reasoning. 
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These other nine items, as you say, receive favorable capital-gain 
treatment; for instance, the case of investors, the reason being to en- 
courage and stimulate inventions and things like that. That is a little 
different story from coal and timber. Not just because I have coal 
deposits in my country, but, speaking as a har: I simply cannot 
see the difference between coal and land on which you can build a 
building or do something else with it. So far, you haven’t given 
me any reason that I can see. 

Mr. Rupicx. If you sell the land and coal in one shot, I would 
continue to say you get capital-gain treatment, but where you sell 
it and receive as proceeds an amount measured by the extraction of 
coal from the ground, I don’t think that ought to get capital gain. 

Mr. Baxer. Then you would say, if you sell coal or timber as an 
outright sale, you would receive capital gain ? 

Mr. Rupick. Yes. 

Mr. Baxer. But the distinction you make is you get a purchase 
price by the ton. 

Mr. Rupiox. Precisely. 

The Cuarrman. Mr. Eberharter will inquire. 

Mr. Exsernarrer. Mr. Rudick, I was very much interested in what 
I think is your approach to our present system of taxation. It is 
your thesis that, over the years, Congress has, by granting special 
exemptions and special deductions, sort of chiseled away the broad 
theory that all income, from whatever source derived, should be prac- 
tically taxable on the same basis and at the same rate? Is that some- 
what your thesis? 

Mr. Rupicx. It is very much my view. 

Mr. Exseruarrer. I have come around to that conclusion myself 
over the years. There are very many times and many cases brought 
to our attention, and then we give way by reason of sympathy or 
some economic reason and just chisel away the base, so on the same 
incomes there is terrific difference in taxation. 

Mr. Rupicx. That is the root of the difficulty ; that is right. 

Mr. Eseruarrer. That is the root of it. 

Mr. Rupick. Yes, sir. 

Mr. Exsernarter. I am glad you brought that to our attention. I 
am glad you think the way I do. 

Mr. Rupick. Thank you. 

The Cuamman. Are there further questions ? 

If not, Mr. Rudick, we thank you for coming to the committee 
and giving us the benefit of your views. 

Mr. Rupicx. Thank you for the privilege of appearing. 

Mr. Kine. Mr. Rudick, you are one of the gentlemen that was in- 
vited by this committee to give your testimony / 

Mr. Rupick. Yes, sir; i was invited. I confess I wouldn’t have 
come unless I were invited. 

Mr. Kine. Thank you. I wanted the record to show that, because 
I think your example of public interest is in the highest tradition of 
the bar. 

The Cuarrman. Thank you, Mr. Rudick. 

Our next witness is Mr. Arthur Smithies, who appears at the invi- 
tation of the committee. 

Professor Smithies, will you give your name, address, and the ca- 
pacity in which you appear, for the benefit of the record } 
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STATEMENT OF ARTHUR SMITHIES, GRADUATE SCHOOL OF ADMIN- 
ISTRATION, HARVARD UNIVERSITY, CAMBRIDGE, MASS. 


Mr. Smirutes. Mr. Chairman, my name is Arthur Smithies. I am 
a member of the department of economics at Harvard University. 

The CuaIrRMANn. Mtr. Smithies, you are recognized. 

Mr. Smitutes. Mr. Chairman, I feel a certain amount of embarrass- 
ment in testifying before you, personally, today because I have just 
read the report of your Subcommittee on Federal Expenditures, and 
I find much about what I intend to say is already incorporated in your 
document. My testimony not only supports many of the things that 
you have to say here, but it also supports the President’s recommenda- 
tion in his budget message that the general level of taxation should 
remain unchanged for the coming year. It should neither be in- 
creased nor decreased. 

The compelling argument against tax reduction is that national se- 
curity requirements, not only next year but in the following years, 
make any tax reduction at the present time extremely unwise. It 
seems to be a regrettable fact of our national life that tax reductions 
are very difficult to reverse. If we had a tax reduction now, it would 
be very difficult to raise rates again next year, however much revenues 
were needed. We would be more likely to do what we have done be- 
fore—let revenue yields determine the security program. 

This argument raises the question whether taxes should not be in- 
creased at the present time. Even if they are not needed to finance 
next year’s budget, would it not be wise to strengthen the revenue sys- 
tem now so that we shall be prepared for the contingencies of future 

ears? 

a In my opinion, the precarious nature of the economic situation rules 
out such a course. We cannot afford to allow the present recession to 
become a deep depression. A sizable tax increase could have just that 
effect. The evils of depression and mass unemployment at home are too 
obvious to require comment. But they are Hib less great from the point 
of view of international politics. A serious depression here can spread 
et to other countries. A depressed Europe would have a strong 
inducement to seek trade agreements with Russia. Russia would un- 
doubtedly use its bargaining power in the economic field to weaken the 
NATO alliance. Again, as the President has insisted, extension of the 
Trade Agreements Act is a critically important element in our foreign 
policy. This committee knows much better than I what the effects of a 
depression on the prospects of tariff reduction would be. 

My conclusion that taxes should not be reduced rests on the opinion 
that budget expenditures for national security are probably underesti- 
mated for 1959, and that further increases are to be expected in the fol- 
lowing years. 

IT am not qualified to speak as an individual expert on these matters. 
But I did take part in the preparation of the Rockefeller report, which 
was issued early this month, and thereby consorted with experts. That 
report recommends expenditure increases of $3 billion, $6 billion, and 
$9 billion for the next 8 fiscal years. 

While we do not have detailed information concerning the costs of 
individual items or lead times, we felt confident that these figures rep- 
resented the right order of magnitude of the problem. We felt par- 








2354 GENERAL REVENUE REVISION 


ticularly convinced that there should be a sharply rising trend of ex- 
penditures in the next few years. 

The President’s budget figures, of course, do not go beyond fiscal 
1959, but the impression they give is sharply different from the Rocke- 
feller figures. The budget estimates security expenditures for fiscal 
1959 at slightly less than $1 billion more than in fiscal 1958. But the 
striking fact is that more than the whole of this increase is accounted 
for by new military construction (principally air and missile bases) 
and pay increases, All other expenditures for each of the Army, the 
Navy, the Air Force, the Atomic Energy Commission and for mutual 
security are less than the estimates for the current fiscal year. 

This extraordinary result means that the recommended expenditures 
for missiles, for active air defense, for early warnings of an attack, 
for putting Strategic Air Command on a quick alert and for submarine 
warfare will be more than offset by cutbacks in other directions. 

In the Air Force the cutbacks are achieved through reductions in 
procurement and operation of manned aircraft and in military per- 
sonnel. The most pronounced effect on the Air Force, revealed by the 
budget, is that the tactical Air Force will be subject to a further sharp 
reduction. In June 1957 there were 55 tactical air wings; in June 
1959 there will be 35. 

Cutbacks in the Navy and the Marine Corps are reflected in reduc- 
tions in military personnel in both services and in operating aircraft. 

Reduction in the manpower strength of the Army is also recom- 
mended. Although the military personnel cuts have been distributed 
fairly evenly among the services, that in the Army continues a process 
that will have reduced the size of the Army by well over 20 percent in 
the past 4 years. The budget points out that while the number of com- 
bat units is to be reduced, their firepower will be greatly increased. 
But one essential element of a small mobile army appears to have 
been omitted. I can find no provision for the airlift required to give 
it the needed mobility. 

From the cursory examination of the defense program that the 
budget permits, it seems clear that the tactical forces required to fight 
peripheral wars or to act as the shield of NATO ate igen decidely 
weakened in order to make room for the new missile programs, and 
at the same time to achieve a semhlance of budget balance. In con- 
trast, the Rockefeller report recommend that both strategic and tacti- 
cal forces be strengthened. 

It is logically necessary to do that to increase the deterrent power 
of our strategic force, and it is also necessary to increase the deterrent 
Pare of our tactical force for limited war, because Russia is more 

ein to seek limited wars, to protect ourselves against an all-out 
attack. 

If the Congress takes the same point of view as the budget, which 
I have much doubt, the fiscal 1959 expenditures are likely to be too 
low. 

What then of the years following 1959, which are highly relevant 
for tax policy? There can be no doubt that as production replaces 
development, expenditures on missiles will increase sharply. But can 
such an increase be offset by cutbacks elsewhere as has been attempted 
this year. 

Even if the philosophy of the present budget is adopted, there 
must be some limits to reductions in tactical forces. Even if the 
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present cuts could be repeated, that would be unlikely to offset. the 
increased missile expenditures in 1960 as compared to fiscal 1959, 

The main pent of an offset to missile expenditures is that 
missiles will replace the manned strategic bomber. The speed at 
which this will occur is a matter on which there is wide difference of 
opinion. But one thing is certain: There can be no phasing out of 
the manned bomber until strategic missiles have been proved suc- 
cessful. That time has not yet arrived, and until it does, the best 
assumption seems to be that the manned bomber will continue to 
have an important role as a strategic weapon. 

Consequently, I believe a rising trend in security expenditures after 
fiscal 1959 seems inevitable. 

Despite this expenditure outlook, I would still favor deferring con- 
sideration of a tax increase. That brings me back to the question of 
the recession. 

The fiscal philosophy of the budget is to be commended, It is 
balanced in fiscal 1959 on the assumption that the recession ends this 
year, and fairly soon this year. If the recession does not end, there 
will be a deficit which will help to relieve the recession. This is an 
application of the fiscal policy for a long time advocated by the Com- 
mittee for Economic Development which I understand is testifying 
before you on Monday. 

Revenue estimates should always be based on the full employment 
level of income rather than the recession level. This stabilizing bud- 
get principle reconciles the traditional rule of balance with the re- 
quirement that the budget should impart stability to the economy. 
I am very glad that the administration has adopted it. 

Moreover, the President expects that the budget proposals will 
make a positive contribution toward curing the recession. Among 
favorable factors the budget measure lists increasing defense ex- 
penditures and State and local expenditures. -This is in sharp con- 
trast with the view held in some official quarters last year and in- 
creased expenditures would produce a hair-curling depression; and 
the forthright assertion of economic orthodoxy should itself help to 
restore business confidence, which received some rough treatment a 
year ago. 

But what if things do not work out well? Even if the Congress 
increases the defense budget, the possibility of a depression cannot 
be excluded unless further action is taken to prevent it. Would a tax 
cut then be in order? Nothing on these lines should be done until 
there are much clearer signs of depression than there are today. 
“specially if defense expenditures are what I hope they will be 
rather than what the budget says they will be, there is a good chance 
that the downturn will have ended by the middle of calendar 1958. 
But if there are no signs of general revival by that time further fiscal 
action to cure the depression may be needed. 

One possibility would be to enact a general reduction of tax liability 
for 1 year. Rates would remain unchanged but every individual tax- 
payer would be entitled to deduct a certain percentage from his tax 
Nability—subject, presumably, to some ceiling provision. To be ef- 
fective in providing an economic stimulus, however, such a provision 
would have to apply to withholding rather than simply to the end-of- 
the year settlement. I see no reason, however, why a simple instruc- 
tion to employers to reduce withholdings by a prescribed percentage 
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should not be feasible. If this course is adopted, there should be no 
doubt left in anyone’s mind that it is an antidepression measure and is 
to be in effect for 1 year only. 

On the whole, however, I would prefer to deal with the depression 
by reduction of credit restraint and by increased Government expendi- 
tures. After defense has been adequately provided for nondefense 
programs such as highways, school building and resource development 
should be speeded up. In a tight economic situation, there is much 
to be said for deferment of such expenditures during the buildup 
period of our adaptation to the missile age. But welfare and develop- 
ment activities should not be deferred indefinitely. And if the country 
will have unused labor and productive resources for some time to 
come, there no economic argument for deferring them at all. We 
shall need a strong defense for the indefinite future and should achieve 
it in conjunction with continued progress toward these domestic, 
social and economic goals on which there is a wide area of national 
agreement. 

As the economy grows and the yield of the tax system increases, 
reduction of tax rates may be consistent with provision for defense 
and nondefense expenditures. But that time has not yet arrived; in 
fact tax increases may be needed during the next few years. 

For the present, I repeat, the combination of defense needs and the 
state of the domestic economy seem to me to require that no change 
in tax rates be undertaken at the present time. 

The Cuatrrman. Professor Smithies, we thank you, sir, for coming 
to the committee and giving us the benefit of your views on these 
matters. 

Are there any questions? 

Mr. Herlong will inquire. 

Mr. Hertone. I note from your statement, sir, that you are asso. 
ciated with the group who wrote the Rockefeller report. 

Mr. Sarrures. Yes. 

Mr. Hertonea. In which you advocate considerably more spending, 
especially in the missile field, and I note you stated in your testimony 
today that you thought there should be more launching at air sites as 
well as other things. 

Mr. Smrrures. Yes. 

Mr. Herionc. Was your committee aware of the fact that the 
gentleman in charge down at Cape Canaveral stated to me, and I think 
it has been widely publicized, that they could launch 10 times as many 
missiles as they launch there at this time without any appreciable 
additional expense ? 

Are we going to spend just for the sake of spending in order to stem 
the depression tide, or is this going to be constructive spending that 
you have advocated ¢ 

Mr. Smiruies. First of all, let me repeat again that the Rockefeller 
report didn’t only concentrate on missiles. It recommended strengthen- 
ing tactical forces as well as strategical forces, but coming specifically 
to your question, I was not talking about missile sites for testing 
purposes. I assume we do have plenty of capacity for testing pur- 
poses, but after we get missiles into production and use them as our 
deterrent weapon it will obviously be necessary to have a great many 
launching cites dispersed over the country so that they can’t be subject 
to a concentrated attack, and so it was the construction of missile 
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sites and also the dispersal of Strategic Air Command bases to enable 
them to withstand an attack by the enemy that I was talking about 
rather than testing facilities. 

Mr. Hervone. ‘The reason that is so much in my mind at this time 
is that a member of the other body has a proposal that we spend in the 
neighborhood of $50 million cut on the west coast for a new testing site 
out there, and they don’t have the downrange facilities or anything 
like they do where they have the present facilities, 

Mr. Smirutes, I am not competent, sir, to comment on the adequacy 
of the present testing sites, but I am quite convinced we need a great 
many launching sites when we have the missiles in production. 

Mr. Hertonea. To get back to the tax angle of this thing, sir, you do 
not subscribe to the theory that we have priced ourselves to the point 
of diminishing return in the matter of tax rates at this time? 

Mr. Smirutes. Sir, I left out the subject of tax reform in this state- 
ment because although I can think of many areas of tax reform— 
I agree, for instance, with many of the points raised by the previous 
witness—it seems to me that the important thing now is to hold the 
tax line. I am rather afraid that a general attempted reform might 
result in a general reduction. This is why I left tax reform out of 
my statement. 

Mr. Hertona. The general feeling has been that we have a recession 
at this time and if it gets worse we better have a tax cut. Tome that 
smacks of waiting until the patient is critically ill before we give him 
any medicine at all, and that is the position that I take on it. 

Mr. Smirutres. I compromised between the desire to cure the reces- 
sion and the desire to provide for defense by this 1-year proposition 
that I suggested. 

It seems to me if you could have a 1-year reduction of withholdings, 
this would be a good thing for the country tc curb the depression. 

Mr. Hertone. Thank you. 

The Cuamman. Mr. Mason will inquire. 

Mr. Mason. Our economy today seems to be between the devil and 
the deep sea, the devil of depression and the deep sea of inflation, and 
when the question was asked the President if he had to make a choice 
between those two he said “I will take the devil of inflation instead 
of the deep sea of depression. In other words, I prefer deficit spend- 
ing to an increase in taxes.” 

I judge from your paper that you agree with the President in that 
respect, 

Mr. Smrrnirs. I don’t know that I could say yes or no to that 
question, 

Mr. Mason. Your paper all through suggests that that is the way 
to brace up our economy, and certainly not tax increase, because that 
would drive us deeper into a depression. 

_ Mr. Smrrutes. No, I think what my paper stressed was the extreme 
importance of avoiding a deep depression. 

Mr. Mason. Yes. 

Mr, Smitnies. However, I don’t think in the alternative to avoiding 
the deep depression it is necessary to produce inflation. 

Mr. Mason. Deficit spending has always produced inflation and if 
we go into deficit spending it will bring about increased inflation, 
and so we have to make a choice according to that. 

Mr. Smirnizs. Sir, may I differ with you slightly on that point. 
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Mr. Mason. Oh, yes. I want you to. 

Mr. Surrimes. I don’t think deficit spending in the middle of a de- 

ression will lead to inflation. In fact, I do think the formula that 

referred to is as good a device as anyone has suggested for avoiding 
the deficits that might produce inflation. I think if you have a 
deficit in the time when you also have full employment, then you 
are very likely to get inflation, but if you have an economic recession 
and a deficit results automatically from reduction in tax yields, I 
don’t think that that kind of deficit produces inflation. 

In fact, any attempt to balance the budget under those circum- 
stances would I think produce a very deep depression that no one 
wants. 

Mr. Mason. If I had been asked that question that was asked the 
President, I would say I refuse to take either choice because either 
one is bad. I would say I will take the choice of following the 
Hoover recommendations and save $5 billion and cut out this foreign 
aid and save another $5 billion, and then I would have plenty for 
military expense and still have a balanced budget. That is what I 
would have said. 

I don't think we have to choose between the risk of inflation or the 
risk of deeper depression. 

Mr. Surruirs. I don’t think we do, either, sir. 

Mr. Mason. That is all, Mr. Chairman. 

The Cuarrman. Mr. Eberharter will inquire. 

Mr. Exernrtrer. Mr. Smithies, I may start out by saying I don’t 
thoroughly agree with Mr. Mason, but my question is this: If it 
appears that we are in a state of recession, a downward trend in the 
economic activity, you would prefer the Government to increase its 
expenditures to some extent for domestic purposes so as to keep 
the economy on a practical level? Is that your general line here? 

Mr. Saurutrs. Yes, I think so. 

Mr. Esernartrer. In other words, we should keep on with our 
domestic programs—our construction programs, roadbuilding pro- 
grams, school-construction programs, welfare programs, and. agri- 
culture programs—and a decent level of expenditures so that we don’t 
go into a depression. 

Mr. Smrintirs. Yes, this was my first preference. 

Mr. Esernarter. Thank you very much. 

Mr. Surrutes. I would like to say in elaboration of that, one reason 
why I expressed this preference as definitely as I did over the arbi- 
trary tax cut was that I did feel that even though the tax cut was 
announced to be arbitrary, there would be very strong measures to 
keep it on after it had been in force for a year, but I think if I could 
just construct an antirecession program I might combine increased 
domestic expenditures with some tax relief of this kind that I have 
talked about here, though again in view of the national security situa- 
tion I think I would prefer to follow the course I have suggested, 
and coming back to Mr. Mason’s point, one reason for this is if we 
do have further inflation I think it is probably easier to cut domestic 
progeanh however hard that may be, rather than to get the taxes 

ack, 

Mr. Mason. Not politically, and we have to look at it from a political 
angle. 

Mr. Smrrutes. I try to, but I am not nearly as good as you are. 
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The Crratmman. Professor Smithies, you are talking in terms of 
maintaining a level of revenue, not maintaining the existing system 
under which that revenue is derived, I take it. 

Mr. Smitutes. Yes. 

The Cirarrman. Le me ask you this, Professor Smithies: If the 
Congress should be of the opinion that taxes should be reduced as 
a means of stimulating the economy some time in the future, during 
this session of the Congress, what factors should we take into con- 
sideration in timing such a reduction ? 

When and under what circumstances would we initiate the program ? 

Mr. Smiruies. Under which economic circumstances, you mean ? 

The Cuatrman. Yes. 

Mr. Sarrimizs. You are asking me to imagine what conditions next 
July will be? 

The Cuarrman. Let me advance a thought of two so that you might 
better understand what I mean. It has been suggested to us by some 
of course, and we have read in the papers where others have made 
the statement, that if unemployment hits a level of, say, 5 million, that 
should be a sign to us that we may expect more unemployment and 
worse conditions if we do not take some action with respect to tax 
reduction immediately. 

Would you agree that the 5 million figure is a factor calling for 
such action ? 

Mr. Sarrntes. I would frankly be uneasy, at any rate, much before 
5 million, but I think you also ought to pay a great deal of attention 
to the direction of change, and there is a great deal of difference in 
getting to 5 and still be going down and getting to 5 and there may 

e some signs that is the bottom, and there may even be some signs 
you may get the 5 and be going up, so I would insist that you should 
pay a lot of attention to the diagnosis of the current direction of 
change as well as the level of unemployment. 

The CitarrmMan. Is the more important element to take into con- 
sideration a fixed arithmetical level of unemployment or is a determi- 
nation based on all factors and a judgment as to whether or not the 
economy is moving up or down at the time unemployment reaches 
5 million ? 

Isn't that a more important element to consider ? 

Mr. Smrrutes. I think that you have said better what I was trying 
to say myself. You have to have figures and you can’t simply rely 
on asingle unemployment figure. 

The Ciuamman. Youand I understand that the estimates of revenue 
contained in the budget contemplate upswing in the economy rather 
early in 1958. 

Mr. Smiriires. Yes. 

The CiuAmman. And it is thought that the impetus that will bring 
about that upswing in economic activity consists of several things, 
such as the relaxation by the Federal Reserve of some of the present 
restraints upon money and credit, the added amount of defense con- 
tracts that will be let in this 6-month period versus the last 6-month 
period, the commencement of a greater number of new housing starts 
in this calendar year or completion of a greater number in this calen- 
dar year than in the last calendar year, and so on. When can we tell 
and how can we tell that these things that are expected to bring about 
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an upswing in the economy are actually doing it or are not doing it? 

Mr. Smirutes. Frankly, I think the budget message is a good deal 
too optimistic in the speed at which it expects the upturn to occur, 
but as I have suggested here, I think it has made the right revenue 
estimate. 

I think you ought to keep on estimating revenues on the basis of 
a full employment level of income even if you are not going to have it. 

Secondly, as to when you can tell whether the economy is turning 
up I must confess I don’t think an economist has any magic way for 
doing that. The best I find I can do is take a volume of charts like 
the economic indicators as put out by your other committee and thumb 
through it and look at these seriously and see if significant things like 
housing permits have begun to turn upward. 

The CuHatrman. However, the point, Professor Smithies, is this: 
That if we look to statistics as evidence of what has happened, those 
statistics are available much later than the event, so that if we are to 
pursue the course of action in the Congress of using tax reduction 
as a device for stimulating the economy at a time when the economy 
needs stimulus, we are almost compelled to do it without any factual 
basis, are we not ? 

Mr. Smirutes. There are some statistics of anticipations as the 
McGraw-Hill survey of expected construction of capital equipment 
by businesses, which is a statement of intention. The University of 
Michigan conducts surveys of consumers expenditures which gives 
some ideas of intentions to buy durable goods, which is a very critical 
factor at the present time, so these help to some extent, and also, as we 
know, there are some statistical series that lead other statistical series. 
I think with the available information you can at least decide whether 
things seem to be going down or leveling off. I am not very optimistic 
about making accurate predictions, however. 

The Cuatrman. I don’t want to pursue this any longer because we 
have quite a number of witnesses today, but what I am trying to say 
is this: If there is an upturn in the economy it will be reflected at 
some point, ahead of the upturn, by the placement of orders by busi- 
ness. 

I have always thought that we could look to the durable goods in- 
dustry, to the machine and die-tool industry, and those industries that 
tool other industries for further expansion, and reach some conclusion 
as to whether or not there is to be greater activity in the future or 
less activity in the future. 

I have tried to make some study among the people in the machine 
and die-tool industry and in the durable goods industry as to whether 
or not they are receiving additional orders at the moment that might 
be reflected in some increased activity 3 or 4 months from now and 
and some additional job opportunities 3 or 4 months from now. 

I find a complete lack of any increase in the amount of orders 
going to those industries and (hy are the industries most sensitive to 
a change for the better. Is that your experience ? 

Mr. Surrutrs. Yes, I frankly don’t see any signs at the moment, but 
T am not prepared to commit myself to the view that things are just 
going to get worse. 
~ The Cuarrman. No. Tam talking about the timing of this upswing 
which we are told will happen. 
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Mr. Smrrntes. As I said, I think the Budget is very optimistic, I 
just don’t believe there is going to be an upswing in the next couple 
of months or so, That is why I put my date on to July. 

The CuarrMan, However, you do take the position that the Budget 
takes that the recession or downturn that we are now in is of arbitrary 
nature ? 

Mr. Smrruies. Yes. This depends on some differences with the 
budget. I expect that national security expenditures are going to be 
considerably greater than those anticipated in the budget. 

The CHatrMan. However, you and I both know, especially you as 
a consultant in connection with the Rockefeller report, that these 
things that we are beginning now in the area of defense have a long 
lead time so that we cannot expect any immediate economic resurgence 
as a result of the placing of orders for these things for which our 
technology is in infancy, isn’t that true? 

Mr. Smitutrs. I think there are a lot of things can be done that 
have not a long lead time. For instance, these cuts of military per- 
conne] that I have referred to in my statement don’t need a long lead 
time. They could be reversed very quickly. I think new construc- 
tion of SAC bases could be started very quickly and so I think there 
are many things that need to be done in the military field that don’t 
have a long lead time and I don’t advocate that we should use military 
expenditures as a depression-curing device. 

When we have a depression there is no reason why they shouldn’t be 
speeded up when we need them for defense purposes, and I think there 
is a great deal of speeding up that could be done next year if a 
determined effort were made to do it, and this could make all] the 
difference in the recession picture, but I certainly don’t anticipate 
things will be looking very bright and rosy by next July. I think by 
then you may be able to tell whether things seem to be going up again 
or whether things are continuing to go down, but that is the most I 
expect by next July. 

he Cuatrman. Professor Smithies, you have made a very signifi- 
cant observation in connection with the many others that has not been 
pinpointed by others in their testimony and that is that if we do use 
tax reduction in this session of the Congress or at any time for purposes 
of stimulating the economy, and that is in order for it to have stimulat- 
ing effect within a given year it is necessary for us to make adjustments 
in the withholding rate. Otherwise we create nothing more than a 
psychological climate; we do not create more purchasing power. 

Mr. Smituirs. Yes, you may get many of the results at precisely 
the wrong time. 

The Cuarrman. I say otherwise we don’t create more money in the 
hands of the consumer or investor. 

Mr, Suituies. Yes. 

The Cuamman. Thank you, sir, very much. 

Are there any further questions ? 

Thank you very much for coming to the committee and giving us the 
benefit of your thinking. 

Mr. Smrrnirs. Thank you, sir. 

The Cuarrman. Our next witness is Mr. Alger B. Chapman. 

Mr Chapman, please come forward, sir, and give us your name, 
address, and the capacity in which you appear, for the benefit of the 
record. 
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Mr. Kroon. Mr. Chairman? 

The Cuarrman. Yes, Mr. Keogh 

Mr Kroon. Before Mr. Chapman begins his testimony I should like 
to be permitted to commend him to this committee as the distin- 
guished former president of the New York State Tax Commission, in 
which capacity he served with credit and distinction for some years. 

Mr. Cuarman. May I say, Mr. Chairman, that that was during a 
Republican administration up in New York. 

Mr. Keocu. I hope the record will note that I purposely avoided 
7 reference to that. ; 

‘he Cuairman. Mr. Keogh, we know that you always avoid any 

reference to political matters. 


STATEMENT OF ALGER B. CHAPMAN, ESQ., CHAPMAN, WALSH & 
O’CONNELL, WASHINGTON, D. C. 


Mr. Carman. My name is Alger B. Chapman, and I am a member 
of the firm of Chapman, Walsh & O’Connell, with offices in New 
York. 

The Cuarrman. Mr. Chapman, you do appear here at the invitation 
of the committee? 

Mr. Cuapman. I thank you, sir, I do. I am reminded of Harry 
Rudick’s remark that if it were not for the fact that he had been 
invited, he would not have been here. 

The Cuairman. We appreciate very much all of your coming to the 
committee under the invitation of the late chairman of the committee, 
and we appreciate that you are representing a public viewpoint, try- 
ing to assist the committee with many of its problems. 

You are recognized, Mr. Chapman, to proceed in your own way. 

Mr. Cuarman. Thank you. 

Before dealing with this so-called prepared statement, I would like 
to say that from the point of view of a tax lawyer, such things as 
excessive tax rates and inequities and loopholes, as well as the general 
confusion and complexity in what we might call our great American 
tax jungle, are very welcome things Consequently, if any I say here 
this morning is in the direction of suggesting either tax reduction or 
simplicity, I am sure it will become rather obvious that I am appearing 
here in the spirit of amicus curiae, which your invitation has so 
specifically urged that T do. 

I am aware of the fact that there has been a tremendous amount 
of information presented before this committee in regard to the 
economic impact of excessive rates of individual and corporate tax 
on business activity. As a lawyer, I have personal knowledge of the 
difficulty of individual and corporate businesses conducting their 
affairs in the present tax climate. I am afraid that many of us lawyers 
for too long have more or less taken the present tax structure for 
granted. We recognize the problems of our own clients, but have not 
given thought to the cumulative effect which such situations, repeated 
throughout the country, are having on the national economy. 

The record already made before this committee has served to bring 
into focus the extent to which these many situations have affected the 
health and vitality of our economy. There also has been emphasis on 
the point that in this particular time in our history we cannot afford 
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to continue policies of any kind which thwart and harass business 
activity and place a ceiling on economic expansion. 

I also understand that persuasive evidence has been presented to you 
which indicates that economic growth since World War IT under the 
present tax system has been largely dependent upon inflationary bank 
financing instead of normal capital accumulation out of current earn- 


ings. 

Tine been somewhat puzzled as to what, if anything, I might con- 
tribute to what I believe is already a conclusive case for an immediate 
and continuing reduction of the excessive rates of individual and cor- 
porate tax until a moderate and bearable level of rates is achieved. 
To get a better understanding of some of the fundamental facts and 
figures involved in tax rate reform, I have read again the statements of 
Representatives Sadlak and Herlong explaining H. R. 6452 and IL. R. 
9119. 

Their proposal, as you know, is essentially one to use the revenue 
increase from economic growth to reduce the tax rates which tend in 
themselves to impede growth. They estimate that such increase in 
revenues should run up to $4 billion a year and that their bill would 
encumber only $3 billion of this total. In other words, under normal 
economic growth, we could have this kind of tax reform while adding 
a billion dollars a year to Government revenues. 

The budget level would not seem to be a barrier to adoption of the 
Sadlak-Herlong measure. The Federal budget recently presented to 
the Congress shows an increase of only $800 million for fiseal 1958 
over the estimates released in September, and a further increase of 
only $1.1 billion in fiscal year 1959, Clearly, therefore, there is no 
block to tax action in the spending area. 

The problem seems to be that temporarily we are not getting the 
economic growth to produce the $4 billion annual increase in revenue. 
Looking again at the President’s budget, I find that the total revenue 
increase in the fiscal years 1958 and 1959 is estimated at only $3.4 bil- 
lion, or nearly $5 billion short of the revenue increase expectations 
under the Sadlak-Herlong assumptions. 

Here, it seems to me, is the crux of the matter. We ought to reduce 
the rates which impede economic growth, but because of the lag in 
growth we appear to be short of the revenue margin which would 
make this possible. Should we wait for the resumption of the typical 
level of economic growth, or should we adjust the tax structure now 
in anticipation of such a resumption and in realization of the fact that 
the present tax structure itself impedes economic growth. 

I would favor enactment of the Sadlak-Herlong type of legislation 
now, with such modification in the scale of tax moderation and with 
such delay in the date of application as the emergencies of the present 
situation might require. 

I have one matter more which I would like to discuss briefly, which 
has to do with charitable institutions. It is a problem that does not 
involve the gain or loss of a penny in Federal revenue. 

In 1950, the Congress enacted a comprehensive series of provisions 
designed to insure that various types of “exempt” organizations were 
actually operated in accordance with their exempt purposes. It is 
becoming apparent that one of these provisions, dealing with un- 
reasonable accumulation of income, may operate to thwart, rather 
than forward, the desirable purposes of many of these organizations. 
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There are two principal defects in the provisions: 

First, the criteria by which it is to be applied are vague and in- 
definite and the Treasury appears to be adopting an unduly rigid 
position. 

Second, the sanction of loss of exemption is much too severe. 

Section 504 (a) (1) now provides for the loss of exemption oY 
any organization otherwise exempt under section 501 (c) (3) (with 
certain exceptions) which accumulates out of the income of the tax- 
able year, or any prior taxable year, income which is unreasonable in 
amount or duration to carry out the purpose or function constituting 
the basis for the exemption. The statute provides no objective stand- 
ards or criteria by which the dinreasveubletsdes of an accumulation 
may be judged. Neither the regulations promulgated by the Treas- 
ury under the 1939 code nor those proposed under the 1954 code offer 
any clue as to what the Treasury will regard as an “unreasonable 
accumulation.” 

In the first reported case, Fretdland Foundation v. United States, 
the Treasury unsuccessfully attempted to revoke the exemption of an 
organization which had just commenced its existence and whose 
accumulation over a 3-year period amounted to the modest sum of 
$39,000. 

Without more adequate guidance from the statute or the regula- 
tions, many foundations feel bound to distribute all their income 
currently, even though this may mean sacrificing worthwhile long- 
range objectives. Most foundations are unwilling to finance substan- 
tial projects out of capital. The result in many cases is a random 
sprinkling of income among a number of hastily conceived projects. 

But for the vague and indefinite accumulation provisions, charitable 
organizations could put their planning on a sound, foresighted basis. 
For example, an organization with an annual income of $150,000 
might plan the construction of a research laboratory, hospital, or 
college dormitory or special project at a cost of $600,000. By ac- 
cumulating its income for 4 years, it would be in a position to accom- 
plish its objective. However, it is not at all clear whether the Service 
would regard this as a reasonable accumulation. 

Similarly, after the laboratory or hospital had been built, if the 
foundation were to accumulate its income for an additional period 
in order to build up its capital to an amount sufficiently large to perma- 
nently maintain and endow the project, there is uncertainty as to what 
would be the status of such an accumulation. 

In 1950, Secretary Snyder, appearing before this committee, out- 
lined the accumulation problem in these words: 

The abuse to which this type of device lends itself is the retention and rein- 
vestment of a major share of the trust income in a manner which will benefit the 
grantor. 

In my opinion, the section should be revised to take careful aim at 
this particular abuse without interfering with legitimate charitable 
activities. 

To date, the Service has not rejected the idea that complete dis- 
tribution of current income may be required. The effect on many 
exempt organizations has been paralyzing. The absence of clear 
standards has seriously retarded the work of many foundations. 
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To remedy the situation, I have three proposals to amend section 
504, any one of which would substantially eliminate the problem 
presented: 

1. The reasonableness of accumulations should be determined over 
a 5-year period, rather than by the accumulated net income of each 
ear. 

2. The Service should be required to afford the organization an 
sical to correct the situation before imposing a penalty as 
drastic as loss of exemption. 

3. The penalty for violating the section should be a tax on the 
income unreasonably accumulated during the year, or at most a tax 
on all the income, rather than the elimination of the exemption. 

The Cuamman. We thank you, sir, for coming to the committee 
and giving us the benefit of tag views. 

Mr, Cuapman. Thank 

The Cuairman. Are th an any questions ¢ 

Mr. Sadlak will inquire. 

Mr, Sapiak. Mr. Chapman, on the first page of your statement you 
state that— 

As a lawyer, I have personal knowledge of the difficulty of individual and cor- 
porate businesses conducting their affairs in the present tax climate. 

Among those difficulties, are there such things as the need for in- 
centive to invest venture capital # q 

Mr. Cuapman. I would say so very definitely. I think that that is 
one of the factors that I might have had in mind when I stated that. 

Furthermore, if you do not mind my adding to the thought that 
you have suggested, I would like to say that as a practicing lawyer, 
I feel that the multitude of complexities that are now in the tax law 
seems to be, in large measure, the result of ever-increasing tax rates. 

On too many occasions, even with the best advice that can be ob- 
tained, the corporation is not at all sure whether it is on sound ground 
or whether it is not, in planning some particular project or expansion 
of its activities. 

It is only natural, it seems to me, that as we move down the seale on 
tax rates, the risk becomes that much less in the event of a mistake of 
some kind to properly construe the law. 

Mr. Sapiak. Do you find, Mr. Chapman, that these people seek and 
feel that they need some help now, and not at some distant future; 
that they are in need of that encouragement; that capital, in order to 
expand, needs help now and not at some later time! 

Mr. Cuarman. In my opinion, that is absolutely correct. 

May I merely make this statement, that your committee is loaded 
now with all kinds of valuable economic advice and information that 
has come through these hearings, and it might even be that in solemn 
deliberation you would find it possible that you could not carry out 
all the aspects of the Sadlak-Herlong legislation, of which I am very 
heartily in favor. 

But as I say, in my opinion, there should be at least an immediate 
demonstration of an intent, a present demonstration of intent to reduce 
taxes. I would rather see that sort of thing on the books, even if it 
has to be limited in some fashion, rather than to go forward with 
nothing on the books and with nothing more than a Faint hope in the 
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hearts of the taxpayers that some day will come a time when taxes 
will be reduced. 

Mr, Savitax. Then, if such were put on the books and there were 
such a provision, then some unforeseen emergency might arise that 
would cause a postponement, so that there might also be added a post- 
ponement provision. 

Mr. Cnapman. As a matter of fact, I think your bill anticipates 
that kind of a problem, in giving the authority to stall on reductions 
if emergencies arise within certain areas. 

Mr. Saptax. Mr. Chapman, I think that is one of the best pro- 
visions of the bill, that it provides for such a contingency, so that even 
though the original effect and purpose of it is a 5-year plan, it can in 
the final analysis be a 9-year plan with postponement provisions which 
are written therein. 

Mr. Cuapman. I may be wrong, and I do not mean to take too 
much time here, but as far as I know, this is the first tax proposal that 
looks toward a gradual decrease in tax rates instead of attempting to 
do it on a 1-year basis. There is a program for the future which 
eventually will arrive at a point which would seem to me much more 
reasonable and much more desirable from the point of view of the 
economy than what we have at the present time. 

Mr. Saptak. That is all, Mr. Chairman. 

Thank you. 

The Cuairman. Are there any further questions ? 

Mr. Reed. 

Mr. Rrep. Mr. Chapman, I want to congratulate you, sir, on your 
paper. Iam very glad tosee you here. 

Mr. Cuapman. Thank-you, Mr. Congressman. 

Mr. Reep. When did you come to locate in Washington? 

Mr. Cuarpman. As a matter of fact, I do not. I am located in 
New York State. 

Mr. Reep. I thought you were. 

Mr. Cuarman. We have a New York and a Washington office. I 
say that on behalf of my Washington associates, and it happens this 
morning I am working out of the Washington office. 

Mr. Reep. I see. Thank you very much. 

The Cuamman. Mr. Chapman, would you suggest, in connection 
with a rate reduction such as you have suggested here this morning, 
along the lines of the Sadlak-Herlong proposal, that we make other 
adjustments at the same time in the tax haw: or would you just reduce 
the rates as they suggest without making any of the adjustments that 
we are told should be made in the law to more equitably and fairly 
distribute the burden of rates? 

Mr. Crapman. My answer to that would be that even under the 
Sadlak-Herlong bill, tax rates are not going to be reduced to a point 
where we can afford to continue inequities in the law. If they got 
down to what I think even the late Senator Norris predicted, that the 
income-tax rate would never go beyond 2 percent—I think we can 
find that in the Congressional Record—we are never going to get down 
to that sort of thing. The rates are still going to be high. Conse- 
quently, any inequity is going to result in suffering to the taxpayer 
who is subject to that inequity. 
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I can think of all kinds of things I would like to advocate this 
morning in order to increase the equities of the tax law. The Keogh 
bill, in my opinion, is something that certainly should be injected 
into the tax law, even if it has to start on a very moderate scale, _ 

The Cuarrman. All of the equity adjustments that you mention 
provide for additional loss in revenue. Would there be any inequities 
that might exist in the law today that you would have us adjust that 
would bring in additional revenues to offset the adjustments that 
we would make in reducing rates? 

Mr. CuapMan. It is very difficult for me actually to discover points 
in the tax law where you can substantially increase the revenue with- 
out creating additional inequities or else increasing the rates which 
we want to reduce. 

I am talking strictly about the income-tax law. 

In my opinion, therefore, if additional revenues are going to be 
realized, it seems to me that they should be sought in sources other 
than the personal income and corporate income taxes, 

The Cuarrman. Am I justified, then, in having the thought, from 
what you say, that the only inequities and the only unfairness that 
exists in the Internal Revenue Code are within the rate and the fact 
that we are taking too much from the taxpayer? Is that the situation? 

Mr. CuarMman. No, 

The CuatrMan. Or is there at the present time fairness and equity 
in the distribution of the burdens in the Internal Revenue Code? 

Mr. Cuapman. Are you talking within the confines of the income 
tax? 

The Ciaran. Yes. 

Mr. Cuarman. I thought I said just a few minutes ago, but might 
not have made myself clear, that I think there are any number of in- 
equities in the present structure. 

The Cuarrman. Some of them are in favor of the taxpayer, who 
enjoys the exception, is that right, or are they all in favor of the 
Government ? 

Mr. Cuapman. I am talking from the taxpayer's point of view, so 
that any inequities that run in the taxpayer’s favor I would call by a 
different name, such as, conceivably, loophole. 

The Cuatrman. I see. 

Thank you, sir, very much for coming to the committee and giving 
us the benefit of your views. 

Mr. Cnapman. Thank you. 

Mr. Curtis. Mr. Chairman. 

The Cuamman. Mr. Curtis of Missouri is recognized. 

Mr. Curtis. Mr. Chairman, I have recently received from an es- 
teemed citizen of St. Louis, Mr. Walter C. Hecker, a statement in sup- 
port of a bill, H. R. 130, which I introduced. The meritorious purpose 
of this legislation is to amend the Internal Revenue Code of 1954 so 
as to allow a longer period of claiming refund or credit of income tax 
under circumstances of the claim being based upon a judicial decision 
affecting tax liability in a similar case. Mr. Hecker’s able statement 
deserves the sympathetic attention of the membership of this com- 
mittee and I will ask that Mr. Hecker’s statement be included at this 
point in the record and that copies of that statement be furnished to 
the membership of the committee at this time. 

The Cuamman. Without objection it is so ordered. 
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(The statement referred to is as follows :) 


Sratement or Water C. Hecker, 8t. Lovis, Mo. 


In the reorganization of the Frisco Railroad during 1947, the holders of Frisco 
defaulted bonds, which had been purchased flat, received new issues of bonds, 
preferred stock, common stock and some cash—all of which new issues and the 
cash, the Commissioner of Internal Revenue ruled were ordinary income, 

The holders of the Frisco defaulted bonds in filing their returns in March 1948 
for the taxable year 1947, obviously, were governed by the Commissioner’s ruling. 

The statute of limitation for these tax returns was March 15, 1951—yet witness 
8 court decisions, 2 of which were made a very short time after the statute of limi- 
tation of the taxpayer had expired ; namely, only 2 months in 1 case and 7 months 
in the second. 

In the case of William W. Carman vy. Commissioner of Internal Revenue, 
United States Court of Appeals, Second Circuit, No. 173, on May 23, 1951, ruled 
against the Commissioner and also against the Tax Court, the latter of which 
had upheld the Commissioner. This case covered Western Pacific Railroad 
securities, similar in facts to the Frisco Railroad. The Carman case was ap- 
pealed and the United States Court of Appeals held it was a capital gain and 
not ordinary income. 

Since the Carman case, the Second Cireuit of New York, in the Willis Wood 
ease, on October 26, 1951, also held the new issues of bonds, preferred stock, 
common stock, and cash received in lieu of defaulted Frisco bonds, was capital 
gains instead of ordinary income. 

Now witness in the third case namely, A. J. Dunbar v. Commissioner of Internal 
Revenue, United States District Court, Eastern Division of the Eastern Judiciary 
District of Missouri, Case 8896, Division No. 3, on August 4, 1953, also over- 
ruled both the Commissioner of Internal Revenue and the Tax Court, holding 
that the new issues of bonds, preferred stock, common stock and cash, received 
in lieu of the defaulted Frisco bonds, were capital gain and not ordinary income. 

Now here is what we have: One decision was as of May 23, 1951, only 2 months 
after statute of limitation had expired; another decision was as of October 26, 
1951, or only 7 months after statute of limitation had expired; third decision 
was of August 3, 1953, or 2 years 5 months after statute of limitataioin had 
expired. Note that these three decisions were after the statute of limitation had 
expired, hence, the taxpayer could not have filed.for a refund on or before 
March 15, 1951, as the Commissioner would have rejected such claims due to 
the statute of limitation then in effect. 

H. R. 130 was introduced by Congressman Thomas B. Curtis to amend the 
Internal Revenue Code to allow a longer period of time for claiming refund 
or credit of paid income tax where the claim is based upon a judicial decision 
affecting tax liability in a similar case. 

I am, no doubt, only one of many who has been compelled to pay an unjust 
income tax because both the Commissioner of Internal Revenue, as well as the 
Tax Court, having erroneously ruled that the purchasers of Frisco defaulted 
bonds, when they received the new issues of bonds, preferred stock, common 
stock and some cash in lieu of their defanlted Frisco bonds, had to consider 
same as ordinary income instead of capital gain. 

Had the holder of the Frisco defaulted bonds filed claims prior to the expira- 
tion of the statute of limitation same would have forthwith been rejected be- 
cause the then Commissioner’s finding had already been upheld by the Tax 
Court, yet both the Commissioner and the Tax Court were later overruled in 
three different circuit courts. The Commissioner never appealed these decisions 
and by his silence acquiesced in the decisions of the three circuit courts. 

If a taxpayer makes a fraudulent return, the Government can open his tax 
return regardless of the statute of limitation. 

I am not implying that the Commissioner of Internal Revenue or the Tax 
Court have perpetrated a fraud upon me, but I submit to you why should I pay 
approximately $18,000 because of an unjust decision made by both Commissioner 
of Internal Revenue and by the Tax Court? 

The problem is to overcome an inequity arising out of the fact that the statute 
of limitation of 3 years in which to file claim for refund does not take into 
consideration that our legal machinery grinds slowly and it is sometimes many 
years from the happening of an event to have a decision from the lower courts, 
and puree as long as 10 years from the Supreme Court, in the event of an 
appeal. 
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Also this subject matter concerns inequities to persons in various districts 
pecause of the fact that a decision in one circuit is not binding upon a person 
in another circuit, and again there are in many instances conflicting decisions 
between circuits on the same set of facts. 

Then we have the problem of the Commissioner not being bound by the de- 
cision of any one district in any other district, or even in the same district 
in which the case has been ruled upon, thereby resulting in necessity of each 
taxpayer with a similar case to go into his court with his case. 

By requiring the Commissioner to appeal, the taxpayer who may not desire to 
expend additional funds would overcome the possibility of the Commissioner 
winning by default and thereby take from the taxpayer a sum to which the Gov- 
ernment is not justly or legally entitled. If the Commissioner does not ac- 
cept the ruling of one court, yet the Commissioner does not appeal that case 
within the time limited by law, it should be consider prima facie evidence that 
the Commissioner acknowledges his error and the taxpayer has won the right 
to file a claim for refund and have the claim allowed by the Internal Revenue 
Department. 

As to the jurisdiction of districts, it would seem that the Commissioner should 
be bound throughout the country, regardless of the district in which the decision 
is rendered if the Commissioner does not take positive action in appeal. 

Bill H. R. 180 introduced by Congressman Curtis would make it mandatory 
for the Commissioner to appeal, whereas now the taxpayer cannot require the 
Commissioner to do so, and it therefore works a hardship on the taxpayer even 
though the taxpayer won his case in a lower court. By requiring the Com- 
missioner to appeal, the Commissioner could no longer win by default, that is, 
by his failure or unwillingness to appeal. It does not seem practical from either 
the standpoint of the taxpayer or the Commissioner to require either one to ap- 
peal, but it does seem proper to permit the taxpayer to be awarded a claim 
for refund on the same set of facts in cases where not only the Commissioner 
but also the Tax Court have been overruled, and do not see fit to appeal. 

I think it highly proper, just and equitable that when the Commissioner of 
Internal Revenue and the Tax Court have made an improper ruling, resulting’ 
in an unjust tax upon a taxpayer, that the statute of limitation should not be 
3 years after taxpayer has filed his tax return but the law should read 3 years 
after a court of competent jurisdiction has returned a decision in favor of the 
taxpayer and where they find the Commissioner and the Tax Court have erred 
in their ruling. By this procedure I could have filed a claim for refund against 
the unjust decision of both the Commissioner of Internal Revenue and the United 
States Tax Court. 

What I propose is a setting up of corrective methods, for I could not have filed 
a claim before the statute of limitation expired since United States Court of 
Appeals, Second Circuit, did not make its decision in the Willis Wood case until 
May 23, 1951, when the statute of limitation for my filing for refund had already 
expired by only 2 months. 

As of this moment, taxpayers in three circuits, under a similar set of facts, 
would have their income considered capital gains, whereas, taxpayers in all 
other circuits, under the same set of facts, would have to consider the income 
from the Friseo transaction as ordinary income. I ask you, is that impartial 
treatment of the taxpayer? I think not. This is making fish of one and fowl 
of the others. Think of the several thousand taxpayers in the same identical 
situation who have also paid taxes on the basis of ordinary income instead of 
capital gain in this Frisco Railroad bond transaction. The total issue of de- 
faulted Frisco bonds aggregate $279 million. 

In a case of fraud by the taxpayer, there is no statute of limitation as to 
time and the Revenue Department can open such tax return at any time, yet 
here is a case of the Treasury Department letting the three court decisions go 
by default with the result that I and many others have paid to the Revenue 
Department an amount to which they were not and still are not entitled. I 
should not be penalized due to no fault of mine, either as to element of time or 
because of the incorrect decision of the Treasury Department. Under the con- 
ditions I have set forth, I think I am entitled to relief, even though the statute 
of limitation has expired. 

If bill H. R. 130 is anproved in sufficient time prior to March 15, 1958, I can get 
the relief for which I pray. I am not asking for legislation to cover my in- 
dividual case, but rather for legislation to apply to all cases present and past 
where a tax has been unjustly collected by the Treasury Department from a 
taxpayer on these Frisco defaulted bonds because of an unjust ruling by not only 
the Commissioner of Internal Revenue but also. by the Tax Court. 








2370 GENERAL REVENUE REVISION 


All I ask is a square deal—this in your power to grant. Permit me to repeat, 
H. R. 130 must become effective in sufficient time prior to March 15, 1958, if I 
aud all other Frisco Railroad defaulted bondholders can hope to obtain refunds 
to which they are justly entitled. 

If LU. R. 130 cannot be passed in ample time prior to March 15, 1958, then 
remedial legislation should be passed to correct this unjust collection of taxes 
so proper refund can be made, or by making H. R. 130 retroactive for calendar 
year 1947 and subsequent years. 

As the A. J. Dunbar case was tried in St. Louis, I delved further into same 
and here is what I found: 

This was a 1947 case settled August 4, 1953 (some 5 years later), and IT won- 
dered why the 3-year period of limitation did not prevail as was and is the factor 
in my case. 

Mi. Dunbar had never heard of the Commissioner's ruling on the Frisco reor- 
ganization and did not include in his 1947 return any moneys coming from the 
Frisco reorganization. Dunbar’s return was audited within the 3-year statutory 
period, at which time the agent made adjustments for the Frisco moneys and 
he (Dunbar) was assessed a deficiency tax in 1950. Because of this, Dunbar still 
had another 3 years in which to sue for a refund, which in fact gave him almost a 
6-year period. 

In my case, I followed the Commissioner’s ruling and paid exactly what the 
Commissioner then said was due, whereas, in the Dunbar case, as no doubt in the 
case of many other taxpayers, they were not cognizant of any such rulings until 
their returns were audited. This has given them an advantage of 3 years over me, 
who meticulously followed the Commissioner's ruling. Because of the fact that 
I did so, I have been penalized by reason of the 3-year period of limitation which 
ran from the time I filed my 1947 return and not from a date 3 years hence as in 
the case of Dunbar who was assessed a deficiency. In the one instance you have 
me as a taxpayer who felt it a duty to keep himself thoroughly advised on how to 
proceed with his tax return and, on the other hand, a taxpayer who was not 
trained or informed on such matters. 

I think the Ways and Means Committee should recognize this type of a situa- 
tion and enact legislation that will assure equitable treatment. 

If Congress is not going to recognize such situations, it would seem that all 
taxpayers will have to always assume that the Commissioner is wrong and let 
the Commissioner set up a deficiency in order that the taxpayer may enjoy a 
longer period of time in which to file claim for refund when subsequent litigation 
holds to the taxpayer's views. 

Congressman Curtis’ bill, H. R. 130, removes all such cases of inequity and 
allows sufficient time for these matters to be settled. Since the office of Com- 
missioner of Internal Revenue moves slowly, as do also our courts, matters of 
this nature remain pending for many years. 


The Crrateman. Our next witness is Mr. Sidney B. Gambill. 

Mr. Gambill, you have come also, as I understand, at the invita- 
tion of the committee. We appreciate very much having you with us 
this morning. 

Mr. Eberharter. 

Mr, Enernartrer. Mr, Chairman, I think it would be proper for me 
to say that I am glad the committee invited Mr. Gambill. I am par- 
ticularly glad, and want the record to show, that there are experts 
in the tax field outside of the cities of Washington and New York, and 
also I wish to say that I hope Mr. Keogh will not become angry at 
that statement. 

Mr. Gambill is connected with one of the most highly respected 
firms in the city of Pittsburgh, Mr. Chairman, and is highly regarded 
in that field himself. I am certain, although I do not know what his 
testimony will be, that the members of the committee will give it due 
regard. 

The Cratrman. Mr. Gambill, will you please give your name, ad- 
dress, and the capacity in which you appear, for the benefit of the 
record. 

Mr. Kroc. Mr. Chairman? 
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The CuarrMan. Yes. 

Mr. Keocu. I want to assure may distinguished friend from Penn- 
sylvania that I find it impossible to become angry at anything he 
says, and I join with him in conceding that there is no monopoly on 
brains in the District of Columbia or in the city of New York. Asa 
matter of fact, many of our experts in the city of New York have 
been nice enough to go there from other parts of the country. 

Mr. Gampiti. Thank you very much. 


STATEMENT OF SIDNEY B. GAMBILL, ESQ., REED, SMITH, SHAW & 
McCLAY, PITTSBURGH, PA. 


The Cuatrman. Mr. Gambill, for the purposes of the record, will 
you first identify yourself. 

* Mr. Gamptuy. Yes. I am Sidney B. Gambill, a partner in the law 
firm of Reed, Smith, Shaw & McC So in Pittsburgh. 

Referring to Congressman Eberharter’s kind remarks, I would like 
to say that ‘T did have a good start in the tax field by commencing as a 
private secretary to your former distinguished chairman, Congress- 
man Doughton. That started me off on the right foot. 

The Ciaran. As a member of this committee, I would agree with 
you completely, that that was a wonderful start for anyone to have. 

Mr. GAmpit.. He was following me for many years. 

The CHatrman. He was a very great man. 

Mr. Gampr. We who, like Mr. Chapman and myself, deal day 
by day with tax problems and taxpayers, do not have time to get into 
much economic theory, and probably that part of our problem is sorely 
neglected. But we do have e experts in that field, many of whom have 
appeared, and many of whom have been helpful, I am sure, as to the 
question of the economic effect of taxation of our tax system. 

While I am not an economist, I do know that we came out of World 
War II with a tremendous backlog of need for everything. I do 
know that since that time, we have filled that need, and our capacity 
for production has doubled ; our economy has been affected by the ex- 
penditures made in increasing that sapacity for production. 

We had a shot in the arm in the Korean days. Since then, and dur- 
ing that time, we have filled the needs of the people of this country for 
automobiles, for the most part, and for most of the homes and appli- 
ances and furniture, and all of those things. 

Then, we had the campaign of selling ahead on installments of 
homes and automobiles and everything that the : average—particularly 
the young—families in this country needed. 

That has e: wight up with us today, and I fear that we have trouble 
ahead. However, I am not qualified to do more than merely point out 
that wes ition as a layman. I do know that taxes are awfully 
high. I do know that the oie of this country are deeply con- 
cerned, because when you deal every day with taxpayers, with their 
particular problems and not only their tax problems, of knowing what 
the law is, and what should be done about problems of raising money, 
you have an opportunity to feel the pulse of the taxpayers outside of 
economic theory. 

Many people have general ideas as to what is wrong with our tax 
system, but they are ‘lost. when they are called upon “to be specific. 
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The problem of making specific recommendations is further compli- 
cated by day-to-day changes in conditions at home and abroad. 

First, I would like to make it clear that I am not one of those who 
feel that our present tax system is in a mess and that our tax laws 
are full of unfair exceptions, exemptions, and special benefits. 
Those who have over the years kept up with the persistent struggle on 
the part of this committee, the Senate Finance Committee, and the 
Congress as a whole to impose taxes on the basis of the ability to 
pay, to close loopholes as they develop, and to give relief to hardship 
cases, know full well that an excellent job has been done. If the 
burden of taxation is to be equitably apportioned, our tax laws must 
inevitably be complicated. 

One point of general agreement is that taxes should be laid on the 
basis of ability to pay, that hardship cases should be cared for, that 
inequities in our tax laws should be eliminated, and that there 
should not be any so-called gimmicks or loopholes of which a few 
may take advantage. 

When I received your invitation to appear before your committee, 
I thought I would list what I thought to be inequities still in the law 
which needed remedial legislation, and loopholes still in the law which 
needed closing. I reexamined the Internal Revenue Code of 1954 and 
the Technical Amendments Act of 1957 (H. R. 8381). When the 
Technical Amendments Act of 1957 corrects certain unintended bene- 
fits and hardships arising from the 1954 code, and makes numerous 
technical amendments to the 1954 code, there will be brought together 
the fairest tax provisions which we have ever had in this country. 

When I concluded my review of the 1954 code and the amendments 
proposed in H. R. 8381, I did not find too many other things that in 
my view needed immediate attention. Many confusing things with 
which we have struggled over the years are clarified. Many so-called 
loopholes are closed. Numerous hardship situations are relieved. 

I concluded that I should not dwell on minor differentiations from 
what I might deem to be absolute perfection in the law. I believed 
that I should narrow my suggestions down to a few items which I feel 
have merit in substance and about which there can be little disagree- 
ment among different groups of taxpayers. Taxpayers will not criti- 
cize any improvement in the law if the improvement is entirely equit- 
able, even though it misses them and benefits their neighbors. 

1. I recommend the reinstitution, for a short period of time, say 
for a period of 1 year, of the voluntary disclosure of fraud policy 
which was abandoned by the Treasury about 10 years ago. This 
should be by statute, so that there would be no doubt of its protection 
in the case of taxpayers who comply. 

I believe that many hundreds of millions of dollars of untaxed 
revenue which otherwise might never be discovered would be dis- 
closed. Civil-fraud penalties and interest would be collected. The 
Treasury’s expense of tracking down fraud cases would be lessened. 
The information gathered from the volunteers would lead to other 
unreported income. A chain reaction would be set in motion. Con- 
gestion in the courts would be relieved. Finally, those who volun- 
tarily disclosed would become permanent taxpayers on the Treasury’s 
rolls. 

The objection is that many guilty taxpayers would be unpunished. 
The answers to this are: 
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(a) The taxes, fraud penalties, and interest which would be col- 
lected with respect to open years and years otherwise barred by the 
statute of limitations, would cause in many cases the financial destruc- 
tion of the taxpayers concerned. This is a severe punishment in it- 
self and certainly acts as a deterrent to others who might contemplate 
defrauding the Government. 

(b) A practical problem is present. The Treasury needs the reve- 
nue. 

(c) The Treasury personnel involved in fraud investigations are 
freed for investigation of others who do not volunteer and who other- 
wise might never be discovered. 

(d) The purpose of criminal penalties is to persuade compliance 
with the duty to pay taxes. Where those penalties initially have 
failed to achieve their purpose, as they have in this area, they become 
an absolute deterrent to the payment of taxes. 

Our primary interest is in the collection of revenue. Our interest 
to punish those persons who are guilty of fraud is merely incidental 
to that primary interest. Thus, even though the guilty volunteers 
will not be punished with a loss of liberty, revenue will be collected 
from those who initially were not persuaded to pay by a threat of a 
loss of liberty. I might repeat, in this regard, that many of these 
people might never be detected. 

It is a serious problem, and I think that some action in that direction 
should definitely be made. Throughout this country are many tax- 
payers, not honest citizens at all, but taxpayers who have started to 
cheat and have been cheating, and they cannot turn back. They are 
afraid to file an honest return, because that honest return would point 
to their guilt. They are going to go on, either until they are caught 
or until they die, filing dishonest returns. 

2. Section 6501 of the Internal Revenue Code of 1954 provides a 
normal 3-year limitation for the making of an assessment in the case 
of all taxes. A 6-year limitation is provided for cases where the tax- 
payer omits 25 percent of gross income. Where fraud is present, there 
is no statute of limitations. Refund claims for all taxes must be filed 
within 3 years after the due date of the return or within 2 years after 

ayment, except for stamp taxes (sec. 6511 of the Internal Revenue 

ode of 1954). 

I have seen cases where the Commissioner has asserted deficiencies 
under the 6-year rule (formerly a 5-year rule), and put taxpayers 
to the expense of litigation which resulted in a determination that 
the taxpayers actually overpaid their taxes. Even though the tax- 
payers had been put to the expense of defending, they were unable to 
collect their refunds because they had not filed timely claims. 

There are also instances where the Commissioner has attempted 
to open up years through the assertion of fraud. After litigation, 
it was determined that there was no fraud, but that the taxpayers had, 
in fact, overpaid their taxes. Here, again, the taxpayers could not 
receive their refunds because of the lack of timely claims. 

I suggest the amendment of sections 6501 and 6511 so as to entitle 
taxpayers to any refunds which might result as a consequence of the 
Commissioner’s attempt to open up cases because of ceelnanl under- 
statement of gross income or because of the alleged presence of fraud. 
The issuance of a statutory notice of deficiency should be the act which 
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would reopen years for the purpose of manera any refunds which 
might be determined for those reopened years. If taxpayers are forced 
to litigate, they should be given any refunds which are uncovered in 
that litigation. 

3. As you know, section 462 of the 1954 code, since repealed, which 
dealt with deductions of estimated expenses, recognized the sound 
principle that good accounting practice requires that there be charged 
off against the income of any year all expenses incurred or to be in- 
curred which are attributable to such income. The report of the 
Committee of Finance with respect to the repealed bill (H. R. 4725) 
completely vindicated the purposes and effect of section 462. 

The cake reason I can find for the repeal of section 462 was that 
a greater temporary revenue loss was predicted by the Treasury than 
was first estimated when section 462 was enacted in 1954. That reason 
did not in the least detract from the soundness of the purposes behind 
its original enactment. In fact, the large amount of immediate revenue 
involved in section 462 clearly emphasized its need and fairness. 

Taxpayers who are forced to pay tax on this year’s billings may 
go broke next year when discounts are taken. Taxpayers who guaran- 
tee their products may be forced to make repairs when sales have 
disappeared. In short, taxpayers may be forced out of business solely 
because of paying taxes. 

The principles of section 462 of the 1954 code should be reexamined 
and similar provisions should be reenacted. 

Closely related is the so-called dealer reserve problem. <A very 
high percentage of all sales of automobiles, house trailers, appliances, 
and the like is sold on time. The notes received often include finance 
charges. Our whole economy is geared to time sales, and we all know 
that without them our economy would quickly grind to a terrific 
slowdown. 

Through prearranged financing, the dealers, in effect, discount their 
customers’ paper through banks and finance companies with the 
understanding that if collections turn out well, they may receive 
some portion of the finance charges and sometimes some portion 
of ordinary discounts. The Treasury insists that the dealers must 
pay tax on the face amount of the obligations received at the time 
of sale, including finance charges. The Tax Court supports the 
Treasury. Three circuit courts have reversed the Tax Court, and 
we are now in a state of confusion on that subject, as far as the courts 
are concerned. 

We have many examples in our tax statutes which recognize the 
proposition that a taxpayer should not be forced to pay taxes on receipts 
represented by something that cannot be presently reduced to cash. 
The installment-sales provisions are one example. The tax-free ex- 
change provisions are another example. 

Your chairman and Representative Simpson have introduced bills 
(H. R. 8623 and H. R. 9481) which are intended to give relief in the 
situations I have described. Thousands of dealers throughout the 
country are vitally interested in this problem. They want to pay 
taxes when cash funds are received with which to pay. They do 
not want to pay taxes on income which they may never receive. They 
hope that relief such as is provided in H. R. 8626 and H. R. 9481 will 
be enacted into the law. 
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4. The Tax Court has held, and the Commissioner has recently 
ruled, that a taxpayer is not entitled to deduct expenditures incurred 
in search of a prospective business or investment except where the 
transaction has actually been entered into and the project is aban- 
doned. It was held that the loss is allowable in the taxable year in 
which the project is abandoned (Morton Frank v. Commissioner, 20 
T. C. 511; Rev. Rul. 57-418). 

I can see no logic in a distinction between one taxpayer who spends 
money in search of a prospective business or investment which he 
turns down and another taxpayer who spends similar amounts look- 
ing for a business or investment which he eventually abandons. 
Both taxpayers are spending tax paid capital in the search of profit. 
The Treasury fares better in the first case, where the taxpayer wisely 
pulls out before taking greater losses. Taxpayers cannot understand 
such a hairline distinction when they can find no equity whatsoever in 
it. 

Incidentally, if we are going to do anything for small business, we 
certainly should do something for the man who is out trying to 
start a small business, spending his own capital in search of some- 
thing from which he can make some money and pay some taxes. 

5. A discharge in bankruptcy releases the bankrupt from all of his 
provable debts, except taxes levied by the United States or any State, 
county, district, or municipality. 

The reasons for wiping out private debts in the cases of those who 
go through bankruptcy are the reasons which gave rise to the bank- 
ruptcy laws themselves. It was thought that a way should be left open 
for those who suffered complete financial disaster to wipe their slates 
clean and start again. This was consistent with the principles which 
have existed since our Government has existed. Thus, our Govern- 
ment, in my opinion, should be the very first to stand aside when a new 
financial opportunity is given those who have suffered business 
misfortune. 

In the first place, the Government has no inherent right to fare 
better than private creditors. In the second place, the Government 
may still gain from future collections of taxes from those who are 
given the opportunity to try again. Taxpayers usually give up the 
struggle when they realize that the Government, under the law, may 
take away everything they may earn in the future. Their incentive 
is destroyed. Besides, our present compromise procedures are time 
consuming, expensive, and, in many instances, productive of imprac- 
tical results. 

While we are thinking about small business, in my opinion, we 
should think about the man who is completely broke. We should let 
him have another chance, which he cannot have now, because bank- 
ruptcy does not free a taxpayer from Government debt, taxes due the 
Government. It does free him from private creditors. 

6. There is something basically wrong about our system of taxing 
capital gains. The problem is not simple. Continuously since 1913, 
a great deal of study has been given to the subject. I can find no logic 
behind the present rule that 6 months should be the dividing point be- 
tween short-term and long-term capital gains. Certainly a person 
who holds his capital assets for, say, 10 years should pay a lower rate 
of tax on his gains than a person who holds for only 6 months and can 
venture his money over and over. 
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I do not know what the solution is, but I do know that many who 
have held their capital assets for years have decided, because of the 
capital gains tax, to hold on to those assets to the end. They have 
decided to let the estate tax be the only tax which the Treasury will 
ever collect. 

Certainly, I would recommend that the nolding period should be 
at least 1 year, because there is no rhyme, reason, or logic to fixing a 
6 months’ holding period. There is something consistent about that 
with the theory behind long-term capital gains. 

The 6 months came in almost by accident, I think. I was reading 
the background of the 6 months’ period, and I found that someone 
happened to mention, “Why don’t we compromise on 6 months, be- 
cause that is the SEC rule for stockholders’ trading?” That was the 
key to the 6 months. 

I certainly think that a man who holds his capital assets for, say, 
10 years should pay less tax than a man who holds them for, say, 1 
year or even 6 months. 

I certainly agree that capital gains should be given to people in 
coal, timber, and even Christmas trees, because a man who invests 
his money in buying land and setting out Christmas trees, and wait- 
ing 6 or 7 years for his harvest, is just as much entitled to long-term 
capital gains as a man who invests his money in a piece of suburban 
property and holds it 6 months. 

Certainly, if there is anything needed in this country, it seems to 
me it is that we should do everything possible to build our soil back 
and to plant trees everywhere. I am personally trying to do all I 
can in that direction. I think the encouragement of long-term capi- 
tal gains for timber is one of the most meritorious things in the tax 
laws. 

Everything I have said applies to coal. A man who buys a tract 
of land underlaid with coal and keeps it 10 years, hoping for a 
profit, and sells it at a profit, is just as entitled to long-term capital 
gains as a man who buys a share of stock in some corporation and 
holds it 10 years, or buys any other capital assets and holds them. 

I am convinced that there can be little accomplished towards the 
simplification of our tax laws if the burden of taxation is to be equitably 
apportioned among all the people. We cannot afford simplicity for 
the mere sake of simplicity. Many who have clamored for a short 
and simple method of taxation would be the first to complain when 
they found that they were being treated inequitably. We would have 
to start all over again in closing loopholes and providing for hardships. 
It is impossible to have simple tax laws in a complex society. In a 
word, we cannot have horse and buggy tax laws in a missile age. 

I can see very little that can be done towards simplification and 
shortening if we stick with the basic theory that taxes should be 
equitably apportioned among all the people. Certainly, a blind person 
should be given better treatment than a young, able man with both 
eyes. When you take up the relief provisions and the hardship 
provisions through the laws, you will find that there was basic equity 
and fairness written into all of those things. They have been thought 
about and considered, and we cannot strike all of those things out 
by one bold stroke just for simplicity’s sake. Simplicity itself would 


throw our tax world intoatailspin. People would clamor from every- 
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where, when they found what their particular situation was and 
what it was doing to them. 

I regret that I have not been more helpful to the gentlemen of the 
committee. In any event, I want to thank you very much for the 
opportunity for appearing here. 

Mr. Foranp. Does that conclude your statement, Mr. Gambill? 

Mr. GAMBILL. Yes, it does. 

Mr. Foranp. We thank you for your appearance and the informa- 
tion you have given the committee. 

Mr. Eberharter will inquire. 

Mr. Esernarrer. Mr. Gambill, I was pleased at the general tenor 
of your remarks which were made earlier in your statement, to the 
effect that it is not your opinion that the tax are are in a so-called 
mess. 

Mr. GaMBILL. Yes, that is right. 

Mr. Exsernarrer. Although the general public may have that opin- 
ion, you think that in general, while there may be some corrections 
needed, the law as now on the statute books is generally fair and 
equitable ? 

Mr. Gampitu. The laws on the books today are the fairest and most 
equitable we have ever known in this country, because you have 
worked so hard for so many years in finding things that should be 
done for improvement, to take care of hardship cases and to close up 
loopholes and things like that. 

I do not see too much more that can be done, except broad things 
such as rate reductions when the time comes that you are thinking 
about reductions in taxes. 

Mr. Epreruarter. In regard to simplification, Mr. Gambill, is it 
your thought that if we try to simplify the laws so that every citizen 
could really think he understood them, that would be just the opening 
and the opportunity to beget more loopholes and more fraud, and 
other things of that sort ? 

Mr. GampiLt. That would just open all the floodgates. 

Mr. Exsernarter. It would open the floodgates for loopholes, fraud, 
and deception, and we would get less revenue; so that it is better, you 
think, to specify particularly in the statutes themselves, as far as 
possible ? 

Mr. Gampitu. That is exactly right, Mr. Congressman. 

Mr. Esernarrer. Thank you very much. 

Mr. Krocu. Mr. Chairman ? 

Mr. Foranp. Mr. Keogh will inquire. 

Mr. Krocu. Mr. Gambill, do you agree with this statement that an 
attempt by the Government to impose criminal sanctions with respect 
to income taxes, and failure to succeed in that attempt, results in a 
greater psychological setback to our voluntary system of tax report- 
ing and payment than any other one thing? 

Mr. Gampiu. I certainly do. I agree with that 100 percent. 

Mr. Krocu. As a matter of fact, those criminal penalties, as you 
pointed out, were only inserted as further efforts to insure the mainte- 
nance of the voluntary system. 

Mr. Gampitu. That was the purpose, to insure the taxpayers volun- 
tarily reported what they should report. 

Mr. Kroc. May I ask you this question. What do you think is the 
primary purpose of imposing a capital gains tax? 
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Mr. Gamaiu. Of course, the purpose of imposing a capital gains 
tax is the same purpose as imposing a tax on anything. As I see it, 
it is a type of gain which is available. It is profit, it is earned, it 
enriches people, and they have it to spend. It is something that 
should, I think, and has borne a tax. 

The only distinction, of course, as I see it, between a long-term 
capital gains tax and ordinary income tax, is the fact that in theory 
it has been concluded that a person who has to wait more than 1 year 
for his profit or income should not pay a doubled-up tax because it is 
lumped in 1 year, when it was earned over a period of years. 

Of course, I cannot say that and justify 6 months. That is my 
point. That does not tie in with the 6 months’ idea. 

Mr. Keroeu. In other words, you are forced to concede or you are 
forced to argue that 6 months is too short a period, because you have 
already argued that the holding for a longer period may result in a 
greater burden. 

Mr. Gams. That is right. 

Mr. Keroeu. But actually, is not the primary purpose of the capital 
gains tax to bring revenues into the Treasury Department ? 

Mr. GamsBiit. That is true, of course. 

I assume that it is a fair and proper thing to tax that type of income. 

Mr. Krocu. Let us concede that it is fair and proper. 

Mr. Gampiuu. Yes. 

Mr. Kroc. Our only problem, then, is determining how to do it. 

Mr. Gamepity. How to do it fairly. 

Mr. Keroen. If you agree that the primary purpose is to bring reve- 
nues into the Treasury, are you not arguing against that primary 
purpose when you seek to encourage the lowering of the tax, whic 
you actually would do with the lengthening of the holding period? 
Are you not thereby defeating that primary purpose ? 

Mr. Gampiti. My thought is, if we are thinking about capital gains 
producing revenue, we have a lot of potential capital gains in this 
country in the hands of people who have held properties for a long 
time. Those people, whether they are holding securities or real estate 
or whatever it is, have made up their minds that they do not want to 
pay the Government 25 percent of their selling price or gain, they are 
not going to pay the Government that, because they are going to keep 
that invested from now on out. 

Mr. Keocu. You are not contending that the reluctance to pay the 
25-percent rate now in effect is what actually is the sole motivation for 
those people holding their assets? 

Mr. Gamat. No. But I just wanted to point that out. I am not 
making many recommendations on that subject, because I do not feel 
qualified to do it. But I am just pointing out the idea for the com- 
mittee’s consideration, the fact that if we are looking for revenue, 
there is a large block of revenue which will never be collected at a 
25-percent rate. 

Mr. Keroen. If you assume a perfect capital gain, how is it any 
better if it is realized 5 years after the acquisition of the asset, or 1 
year after the acquisition, or 1 week after the acquisition ? 

Mr. Gampiii. As I say, the basic purpose of paying less tax on 
capital gains than you pay on ordinary income is the fact that ordi- 
nary income generally means that you go out this year and make some 
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money, and you pay a tax on it because it is this year’s income, and 
you pay this year’s brackets on this amount of income. 

If you have a piece of property that you hold 10 ens you sell 
that piece of property at a large profit because you have invested and 
held on to that with an expectation of profit, and you have held it for 
10 years, and all your profit falls in 1 year, if you had to pay ordinary 
rates on that profit, the taxpayer receives a very unfair treatment. — 

He can say, “That profit arose over a 10-year period, and it is unfair 
to tax me in these very high brackets by lumping that profit in 1 year.” 

But then, a rule of thumb has been fixed for taxing capital gains 
which will not stand up, as I see it. Probably, under perfect theory, 
you should spread that profit over the years that it was earned. But 
from an administrative standpoint, I do not think it can be handled 
that way. 

Mr. Kroau. When you make a suggestion like that, are you not 
opening up an area that undoubtedly would contain many administra- 
tive problems ? 

Mr, Gampitu. Iam. That is right. 

Mr. Krocu. I might hold a piece of property for 15 years, and the 
depreciation in its value might have taken place last week. 

Mr. Gams. That is possible, too. 

As I point out, I do not think we can, from a practical standpoint, 
do much about it, because of the administrative difficulty. 

Mr. Krocn. If you concede that the basic, if not the principal moti- 
vation for the imposition of the tax is to gain revenues, then would 
you not agree that anything that is done that expedites the turnover 
of capital assets, rather than delaying the turnover, would be in con- 
sonance with that objective? 

Mr. GAmpiLt. Of course, you are absolutely correct there, because 
I am sure there is more trading going on under the 6-month than 
the 12-month holding period. There are more transactions. 

Mr. Krocu. And more would go in a 3-month period than a 
6-month. 

Mr. Gamprt. It certainly would, and that is probably 1 of the 
things that was thought about when we fixed a 6-month period. 

Mr. Krocu. Thank you very much, Mr. Chairman. 

Mr. Exernarrer. I just wanted to add, Mr. Gambill: It is con- 
tended, and particularly with reference to trading in securities, in 
stocks and bonds, that if it were lowered to a 3-month period instead 
of 6 months, there would be such an increase in volume in the trading 
that it would bring in more revenue. 

Mr. Gampbitu. That is right. 

Mr. Everuarter. I wonder whether that is true or not. 

Mr. Kroeu. Will the gentleman yield to me before the answer is 
given ? 

Mr. Esernarter. If Mr. Gambill consents. 

Mr. Gamer. Yes. 

Mr. Eneruarter. Go ahead. 

Mr. Kroeu. I suppose nobody knows with mathematical accuracy. 
The only way to find out, I suggest, is to try it. 

Mr. Esernarter. Do you want to add anything to that? 

Mr. Gampitu. I am not sure of my position, but I think I would 
agree, or would predict, at least, that if we had a holding period of 
3 months instead of 6, there would be more turning over. 
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Mr. Eperuarter. And more taxes ? 

Mr. Gampitt. Yes; provided it was turning over gains all the time. 
But I think that would happen. 

Mr. Esernarter. Thank you very much, Mr. Gambill. 

Mr. Gampitt. Thank you very much. 

Mr. Foranp. We thank you very much, sir. 

The committee will now stand adjourned until 2 o’clock, at which 
time our first witness will be Mr. James K. Hall. 

(Thereupon, at 12:15 p. m., the committee recessed, to reconvene 
at 2 p.m.) 

AFTERNOON SESSION 


Mr. Foranp. The committee will be in order. 

Our first witness this afternoon is Mr. James K. Hall. 

Mr. Hall, for the purpose of the record will you identify yourself, 
please ? 


STATEMENT OF JAMES K. HALL, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF WASHINGTON, SEATTLE, WASH. 


Mr. Hatt, My name is James K. Hall, professor of economics, Uni- 
versity of Washington, Seattle, Wash. I appear here at the invitation 
of the committee. 


Mr. Foranp. Do you havea prepared statement, Mr. Hall? 

Mr. Haut. I do. 

Mr. Foranp. You may either read your statement or file it for the 
record and talk extemporaneously on it, whatever you want to do. 

Mr. Hauu. Mr. Chairman, may I have the prepared statement 
entered into the record? I have a brief synopsis of several pages 
which I will read. 

Mr. Foranp. Without objection, your complete statement will be 
placed in the record. 

(The statement is as follows:) 


Tue ACCUMULATED EARNINGS TAx 


The accumulated earnings tax, code sections 531 to 537 inclusive, of the 
1954 Internal Revenue Code, is the statutory successor to code section 102 of 
the Internal Revenue Code of 19839. The purpose of the predecessor, as well as 
the successor, statute is to protect the public revenues by the prevention of per- 
sonal income-tax avoidance through the improper and unreasonable containment 
of corporate earnings within the corporation rather than their distribution as 
dividends to the shareholders. To the extent the earned surplus of a corporation 
is unreasonably increased at the expense of dividend distributions, the base of the 
personal income tax is diminished for application of the progressive schedule of 
rates and the public revenues suffer. The heavy dependence upon the personal 
income tax by the Federal Treasury to provide the requisite revenues strongly 
suggests the need for alertness by the Treasury and the Congress to prevent 
erosion of the tax base, as well as the inequity in the distribution of the burden 
of the personal tax, through the unreasonable retention of corporate earnings as 
a tax-avoidance device available to those who own and control corporations. 
The accumulated earnings tax is the only tax instrument of general application 
which stands in support of the progressive tax rate structure of the personal tax 
and the avoidance of these rates by the unreasonable accumulation of corporate 
earnings. Thus the measure of the effectiveness of the schedule of progressive 
rates of personal tax to a significant extent is determined by the operation of the 
accumulated earnings tax as a meaningful and effective instrument in preventing 
tax avoidance through the corporate device. In this connection it should be 
emphasized that the revenue obtained directly through the application of this 
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penalty tax is no indication of its importance; rather, it is the extent to which 
the revenue from the personal income tax is maintained and protected. 

It is important to note that Congress consistently endeavored to strengthen 
the statute from its adoption in 1913 to 1954 by positive amendments, as well 
as by rebuffing efforts designed to create weakness in statute application and 
enforcement. A major factor contributing to the ineffectiveness of the statute 
prior to 1938 was the necessity of proving intent or purpose to avoid the personal 
tax through corporate surplus accumulations by the Treasury. The insertion 
of subsection 102 (c) in the Revenue Act of 1938 was intended to strengthen 
the statute by making unreasonable corporate accumulation determinative of 
the purpose to avoid the personal tax, and by placing on the taxpayer the burden 
of proving by the clear preponderance of the evidence that the purpose of avoid- 
ance was not present. As a result of this amendment, the statute acquired an 
enforcibility which it did not have during the prior period. It would appear 
that the strengthening of the statute came none too soon, with the substantial 
increase in the rates of the personal tax in the Revenue Act of 1942, which has 
been maintained at a high level since. In the Internal Revenue Code of 1954 
Congress reversed its policy of prior years and instituted changes in the renamed 
and renumbered statute, which may have serious implications as to statute 
enforcibility. The more important changes singly and in the aggregate appear 
to accomplish one purpose only, namely, to weaken the statute. The more sig- 
nificant changes * in the statute are (1) the shift in the burden of proof—which 
may not have been accomplished to the extent implied in the statute,? (2) the 
elimination of the “immediacy test,’* (3) the requirement that the tax is to 
apply only to that portion of the retained earnings unreasonably accumulated,‘ 
and (4) the provision of a $60,000 accumulated earnings credit.® 


BURDEN OF PROOF 


As requirements precedent to the application of the accumulated earnings tax, 
there must be (1) an intent or purpose to prevent the imposition of the personal 
income tax on the shareholders of the corporation, and (2) the accomplishment 
of the purpose by the corporate retention of earnings. The basic issue of whether 
there is liability arises only when corporations do accumulate earnings, with 
the question then to be confronted as to the existence of the interdicted purpose, 
namely, a purpose or intent to avoid the personal tax. 

The experience of the Treasury in its endeavor to apply effectively section 102 
and its predecessor sections prior to the Revenue Act of 1938 constitutes most 
convincing evidence that, for the tax to have any real effectiveness, the burden 
of proof must be placed upon the taxpayer corporation to show by the clear 
preponderance of the evidence that the purpose of personal tax avoidance was 
not present, when the Treasury finds that unreasonable corporate retention of 
earnings has occurred. This was recognized by the Congress in its insertion 
of subsection (c) in section 102 in the Revenue Act of 1938. In its report on the 
Revenue Act of 1936, the Ways and Means Committee of the House took occasion 
to declare— 

“It is true that, if the Government can prove a corporation is formed or 
availed of for the purpose of preventing the imposition of surtaxes upon its 
shareholders, a special surtax can be collected from the corporation under section 
102 of the existing law. The difficulty of proving such purpose, however, has 
rendered section 102 more or less ineffective.”° (Italic ours.) 

The Senate Finance Committee in its report on the Revenue Act of 1938 
stated : 

“Your committee is dealing with this problem [that much tax avoidance 
occurs through the unreasonable accumulation of corporate earnings and 
profits * * * in the case of operating companies] where it should be dealt with— 
namely, in section 102, relating to corporations improperly accumulating surplus 





1 Other changes include the allowance of dividends paid within 2% months subsequent 
to the close of the taxpayer’s fiscal year as a reduction in the base of the tax (sec. 535 (a), 
oa 535 (ce) (4), and sec. 563 (a)), and certain technical changes in tax base computation 

sec. 535). 

* Section 534: For discussions of the burden of proof see Andrew Kopperud and J. Bruce 

Donaldson, “The Burden of Proof in Accumulated Surplus Cases” (35 Taxes 827 (Novem- 


ber 1957), and Richard B. Barker, “Penalty Tax on Corporations Improperly Accumulat- 
ing Surplus” (35 Taxes 949 (December 1957)). 

3 Sec. 537. 

*Sec. 535 (ce) (1). 

® Sec. 535 (ce) (2) 


*74th Cong., 2d sess., H. Rept. 2475, p. 5. 
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The proposal is to strengthen this section by requiring the taxpayer by a clear 
preponderance of the evidence to prove the absence of any purpose to avoid 
surtaxes upon shareholders after it has been determined that the earnings and 
profits have been unreasonably accumulated. This will clearly shift the burden 
of proof to the taxpayer in such cases. The committee believes that substantial 
revenue will result from this change although no exact estimate of such revenue 
has been made by the Treasury Department. A reasonable enforcement of this 
revised section will reduce tax avoidance to a minimum and increase the revenues 
from sources where there is ability to pay.” ‘ 

Further “This subsection of the bill provides that the fact that the earnings 
or profits are accumulated beyond the reasonable needs of the business shall be 
determinative of the purpose to avoid surtax upon shareholders unless the cor- 
portation by the clear preponderance of the evidence shall prove to the contrary. 
Under existing law, an unreasonable accumulation is merely prima facie evi- 
dence of purpose to avoid surtax upon shareholders. Consequently, it has been 
argued that the only effect of an unreasonable accumulation is to shift to the 
taxpayer the burden of going forward with the evidence relating to purpose. 
Under the amendment, however, it is clear that an unreasonable accumulation 
puts upon the taxpayer the burden of proving by the clear preponderance of all 
the evidence submitted that it did not have the purpose of avoidance.” ® 

Section 533 (a) of the accumulated earnings tax, as in the case of section 102 
(c), places the burden of proof upon the taxpayer corporation by providing— 

“Unreasonable accumulation determinative of purpose—For purposes of sec- 
tion 532, the fact that the earnings and profits of a corporation are permitted to 
accumulate beyond the reasonable needs of the business shall be determinative 
of the purpose to avoid the income tax with respect to shareholders, unless the 
corporation by the preponderance of the evidence shall prove to the contrary.” 

However, section 534 of the Internal Revenue Code of 1954 is a new provision 
with reference to the burden of proof. It is as follows: 


“SEC. 534. BURDEN OF PROOF 


“(a) GENERAL RuLE—In any proceeding before the Tax Court involving a 
notice of deficiency based in whole or in part on the allegation that all or any 
part of the earnings and profits have been permitted to accumulate beyond the 
reasonable needs of the business, the burden of proof with respect to such allega- 
tion shall— 

(1) if notification has not been sent in accordance with subsection (b), 
be on the Secretary or his delegate, or 

“(2) if the taxpayer has submitted the statement described in subsection 
(c), be on the Secretary or his delegate with respect to the grounds set forth 
in such statement in accordance with the provisions of such subsection. 

The procedure established by section 534 is that the Secretary, i. e., Com- 
missioner, may notify the taxpayer of the proposed issuance of a deficiency as- 
sessment under the accumulated-earnings tax. Upon receipt of this notification 
of an impending deficiency assessment, the taxpayer “may submit a statement 
of the grounds (together with facts sufficient to show the basis thereof) on 
which the taxpayer relies to establish that all or any part of the earnings and 
profits have not been permitted to accumulate beyond the reasonable needs of 
the business.”® Should the Commissioner fail to notify the taxpayer of the 
impending deficiency assessment, or should the taxpayer, upon notification, fail 
to submit a statement of grounds, the burden of proof as to whether the retained 
earnings represent an accumulation beyond the reasonable needs of the business 
rests upon the party failing to go forward. Should the Commissioner follow 
the procedure of notification specified in section 534 and the taxpayer respond 
with a statement of grounds, the burden of proof with respect to the allegation 
of the existence of an unreasonable accumulation of earnings resides with the 
Commissioner.” 

Section 534 of the 1954 code was apparently a congressional response to its 
dissatisfaction with the administration of section 102 of the 1939 code by the 





775th Cong., 3d sess., S. Rept. 1567, pp. 4-5. 

§ Ibid., p. 16. 

® 1954 code, sec. 534 (c). 

7 An amendment to sec. 534 by Public Law 367, secs. 4 and 5, 84th Cong., 1st sess., 
August 11, 1955, made retroactive the application of sec. 534 of the Internal Revenue 
Code of 1954 to proceedings pending, tried on their merits, under sec. 102 of the 1939 
code subsequent to August 11, 1955. 
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Internal Revenue Service.“ Evidence and testimony were presented to con- 
gressional committees to the effect that cases were initiated by the Service on 
inadequate grounds and under circumstances of insufficient screening, that the 
expense and difficulty of litigating a section 102 case caused some taxpayers to 
submit to proposed deficiencies, that to proceed with the burden of proof in 
attempting to justify an accumulation of earnings as reasonable was an ex- 
pensive undertaking for taxpayers, and that revenue agents resorted on oc- 
casion to taxpayer coercion for settlement of other issues by suggestions of 
deficiency assessments under section 102. As a means of alleviating these unsat- 
. jsfactory aspects of section 102 administration, Congress endeavored to place the 
purden of proof on the Treasury under circumstances of taxpayer compliance 
with statement submission as provided in section 534 (c). 

It appears, however, that section 534 of the 1954 code may not serve the pur- 
pose for which it was designed. It may, instead, create more uncertainties and 
risks for taxpayers than section 102 of the 1939 code. The Commissioner’s 
present tactics with respect to section 534, which has received substantial sup- 
port from the Tax Court, is that the ultimate burden of proof rests with the 
taxpayer despite section 534 and taxpayer submission of a statement of grounds 
in justification of his accumulation. In this respect, the position of the Com- 
missioner is in sharp contrast with that of a predecessor in office, T. Coleman 
Andrews, who stated shortly after assuming his post as Commissioner of the 
Internal Revenue Service that “the Government should assume the burden 
of proof” in section 102 cases and that “as Commissioner of Internal Revenue 
I’m willing to accept that burden.” ** Apparently, the Service has realized that 
to proceed with litigation on pending section 102 cases or on cases involving sec- 
tion 532 corporations, and to accept the burden of proof as specified in section 
534, is to place the Service in a most difficult, if not impossible, situation in 
which efforts to enforce the statute are attended with almost insuperable 
difficulties. 

The position of the Commissioner, as stated by the Tax Court in the Pelton 
Steel Casting Co. case,” decided April 25, 1957, was that the respondent “contends, 
essentially (1) that while section 534 of the 1954 code has established a new 
procedure in accumulated-earnings tax cases, it does not necessarily apply to 
all such cases; (2) that, even where applicable, the critical factor in each is the 
purpose of the accumulations; and (3) to that end the burden of proof, or the 
risk of nonpersuasion, as it existed under prior law, has remained unchanged. 
Thus, respondent argues that it was not necessary for him to have made the 
determination stressed by petitioner and, further, that, even if respondent is 
unsuccessful in disproving one or all of the grounds relied upon by petitioner 
with regard to whether the questioned accumulation exceeded the reasonable 
needs of its business, respondent can still prevail on the ultimate and controlling 
issue of purpose as the same can be established entirely apart from reasonable 
business needs.” [Italic ours.] 

In support of the Commissioner’s position, the Tax Court declared that there 
“is no expression of intent in the applicable 1954 code sections or in the legis- 
lative history to alter or reverse the existing law relative to burden of proof 
except with respect to accumulation of profits beyond the reasonable needs of 
the corporation, and then only if the requirements of section 534 are met, and, 
of course, if the issue is essential to decision.” 

Further: “To avoid the tax on undistributed section 102 net income, the burden 
remained with petitioner to prove the absence of a purpose to avoid the im- 
position of surtax upon its shareholders by the failure to distribute, in whole 
or in part, earnings or profits accumulated during the taxable year. 

“The question of whether or not petitioner’s earnings and profits were per- 
mitted to accumulate beyond the reasonable needs of the business is not essential 
to a decision in this case, as petitioner has failed to sustain its burden of proving 
the absence of the interdicted purpose.” 


See H. Rept. 1337, 83d Cong., 2d sess., pp. 51-54, and S. Rept. 1622, 88d Conzg., 
2d sess., pp. 68-72. 

2 Interview with T. Coleman Andrews, United States Commissioner of Internal Revenue, 
Square Deal for Taxpayer, U. S. News & World Report, May 8, 1953, p. 39. 

8 Docket No. 50,455, par. 28.20. P-H T. C. 1957. This case involved a deficiency 
assessment under sec. 102 of the 1939 code for the petitioner’s tax year ending November 
30, 1946. The petition of taxpayer was filed on September 8, 1954, fh response to a notice 
of deficiency mailed to petitioner August 24, 1953. On August 11, 1955, see. 534 of the 
1954 Internal Revenue Code was amended by Public Law 367, ch. 805, sees. 4 and 5. 
Thereafter, on September 7, 1955, a notification was mailed to petitioner in the proper 
manner, and on October 6, 1955, petitioner timely submitted its statement to respondent. 
The case was heard on December 1 and 2, 1955. 
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Also: “It is well established, as noted elsewhere herein, that the reasonable 
business needs of a taxpayer constitute only one factor to be weighed by the 
court in reaching its ultimate determination with regard to the presence or 
absence of the interdicted purpose, which is the critical point of consideration 
in the instant case and which can be established entirely apart from considera- 
tions as to the reasonable needs of a taxpayer.” [Italic ours.] 

The Tax Court, in the Pelton Steel Casting Co.“ case, has thus established 
what appears to be the controlling construction of section 534 in a decision 
directed squarely to the issues. This decision makes clear that corporate lia- 
bility under the accumulated earnings tax is in critical dependence upon the 
presence or absence of the interdicted purpose; further, that in these cases the 
ultimate burden of proof is on the taxpayer; and, lastly, that section 534, at the 
most, may shift only to the Commissioner the burden of proof with respect | to 
whether the retained earnings exceed the reasonable needs of the business.” 

In a subsequent case, that of Breitfeller Sales, Inc.,” the Tax Court, although 
finding for the taxpayer on the merits, made no decision as to the burden of 
proof. The court in this case did not, and could not, use the reasoning of the 
Pelton Steel Casting Co. case because the parties had agreed that liability for tax 
would not lie if the retained corporate earnings were for reasonable business 
needs. The court made the finding “which we think the record compels, that 
a reasonable requirement of the business then existed for these accumulations.” “ 
This result was reached, according to the court, “without the necessity of de- 
termining under section 534, Internal Revenue Code, 1954, where the burden of 
proving business necessity lies.” * 

Following “a review of approximately 60 docketed cases under section 102 
and section 531, to which section 534 is applicable,” Barker observes that the 
“Commissioner by his answer, denying the sufficiency” of the section 534 (c) 
statements of taxpayers “but in the alternative pleading affirmatively on the 
issue of reasonable accumulation for business needs, has left the determination” 
of burden of proof with the Tax Court.” The Tax Court, in turn, has con- 
sistently refused “to make any decision as to burden of proof in a pretrial hear- 
ing.” * Consequently, according to Barker, the position of the Tax Court “on 
pretrial motions has already done much to vitiate the intended purpose of sec- 
tion 534. The taxpayer must prepare for trial as though the burden of going 
forward and the burden of proof were upon him * * *. The taxpayer is again 
placed in a position where the threat of an ‘accumulated earnings tax’ deficiency 
ean be used as a lever in coercing settlement on other issues. The taxpayer must 
again go to the substantial expense and effort of proving that the accumulation 
was for the reasonable needs of the business. * * *”” 


4% This decision is on appeal to the seventh circuit. It is doubtful, even though the 
court should hold for the taxpayer, that a reversal of the Tax Court’s decision would be 
based upon the issue of the burden of proof. 

16 Richard B. Barker observes that “I fear that the Tax Court intends to circumvent 
the intent of sec. 534 by postponing a decision upon the issue of burden of proof in each 
case until a final decision on the merits of such case. Even then, a decision may not be 
rendered, since the court can claim that the issue is moot when the decision on the merits 
is for the taxpayer. Where the decision is for the Government, the court can contend 
that this result would be reached, even assuming that the burden of proving accumulation 
beyond the reasonable meee needs was on the Government. In this way, sec. 534 can 
be laid to rest quietly.” cit., ’ p- 952. 

Barker is of the Pai Pinat. n the application of the accumulated-earnings tax to tax 
years 1954 and beyond, “the result would be quite different,’ as for there to be “any 
accumulated earned income on which the penalty tax can be imposed * * * it would be 
essential to find that all or some portion of the * * * adjusted taxable income * * * 
was not retained for reasonable business needs. Under sec. 534, the burden of proving 
that all or some portion of the taxable income after adjustment was not retained for 
reasonable business needs is upon the Commissioner as regards the grounds alleged in the 
taxpayer’s 534 (c) statement. However, Barker later admits that, should the Commis- 
sioner in his deficiency claim “only that the accumulation was for the purpose of avoiding 
the income tax on the shareholders, the court might then hold that sec. 534. had no appli- 
cation whatsoever”; further, that another way in which “sec. 534 might effectively be 
read out of the code * * * would be to interpret sec. 534 as only requiring the Commis- 
sioner to show that an unspecified amount, no matter how slight, was accumulated beyond 
the reasonable business needs, and then leave the burden upon the taxpayer to prove the 


amount reasonably accumeiated nd business needs and, thus, eligible as a credit against 
total accumulations.” Ibid., 


DP. 
186 Docket No. 56525, par. 28, ist Pp H TC 1957. 
This case involved a deficiency assessment under sec. 102 of the 1939 code for the 
petitioner’s tax years 1947 and 1948. The respondent sent a registered mail notification 


to petitioner pursuant to sec. 534, I. R. C. 1954, on September 7, 1955. The case was 
nee 13, 1957. 


18 Thid. 

19 Op. cit., a gee. 
= Tia. DP. 

= Ibid 
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It may be questioned whether Congress was well-advised in its revision of the 
1939 code section 102 by enactment of the accumulated earnings tax. It is 
evident that serious abuses existed in the administration of section 102 and that 
Congress understandably was motivated to endeavor to secure correction. It may 
be contended, however, that to seek correction of these abuses by the enact- 
ment of code sections 534 and 535 is to attempt to control certain administrative 
offenses by reducing the administrative agency to a position of substantial 
impotency. It is believed that, to those familiar with section 102 and its task 
of protecting the public revenues, the accumulated earnings tax represents an 
effort of statute emasculation rather than one of correction. The Treasury and 
the Service, with the responsibility of maximizing statute workability and 
preventing tax avoidance, have necessarily endeavored to place the burden of 
proof upon the taxpayer. For the Service to accept the burden of proof is to 
eause statute ineffectiveness and to open wide the door to tax avoidance. The 
tax court, in litigation to date, has seen fit to support the Commissioner’s 
position by refusal of pretrial rulings on the burden of proof and by its holding 
in the Pelton Steel Casting Co. case that the critical factor is the purpose of the 
accumulations, with the burden of proof upon the taxpayer. 

It is submitted that Congress may appropriately consider the revision of the 
accumulated earnings tax to the end that it becomes less confusing to taxpayers 
and a more effective instrument to accomplish its declared purpose. The correc- 
tion of the administrative abuses lies with the Service—not in weakening the 
statute. Consequently, we believe that the statute should be strengthened by 
the elimination particularly of sections 584 and 535 (c). Reasons supporting 
this view are as follows: 

1. Experience to date indicates that section 534 is not serving its intended 
purpose. The burden of proof has not been shifted to the Government; thus 
taxpayers must continue to go to the substantial expense and effort of attempting 
to prove that (@) the purpose of the profits accumulation is not that of the 
avoidance of personal tax on its shareholders and/or (0) the accumulation is 
required for the reasonable needs of the business.” 

2. With the burden of proof resting with the taxpayer, threats of deficiency 
assessments under the accumulated earnings tax may continue to be used by 
revenue agents to secure settlement of other tax issues. It should be noted that 
other sections of the Internal Revenue Code may be employed for taxpayer 
coercion with perhaps equal or greater effectiveness than the present accumu- 
lated earnings tax or section 102 of the 1939 code. 

3. The taxpayer may be in a worse position under the accumulated earnings 
tax than under section 102 of the 1939 code, as he not only must carry the burden 
of proof, apparently, but, in addition to the extent that he avails himself of 
section 534, must disclose to his adversary in advance the grounds on which he 
proposes to justify the earnings accumulation with respect to the reasonable 
needs of the business. 

4. There is no present indication that the accumulated earnings tax, sections 
584 and 535 in particular, will result in substantially improved screening of 
cases by the Service. The relative efficiency of case screening and analysis is 
essentially a function of the quality of the Service personnel engaged in the task 
within the operational policy and procedure which applies thereto. Section 
585 (c) (1) (A)® creates additional difficulties and problems in case screening 
and analysis for the Service to the extent it becomes a factor in Service enforce- 
ment of the tax. Section 535 (c) (2), which establishes the minimum credit 
provision of $60,000, affects case screening and analysis only to the extent it 
reduces the corporate universe subject to the tax. 


22 Andrew Kopperud and J. Bruce Donaldson, op. cit., p. 877. 

“The attempt to relieve corporations, which comply with the sec. 534 procedure, of the 
expense and effort of proving reasonable needs for the accumulation has failed to date. 
On the trial day the corporation is faced with a dilemma. On the one hand, to present 
evidence confined to the absence of the interdicted purpose and rely upon the adequacy 
of the statement of grounds for accumulation to shift the burden thereon to the respondent 
represents an imprudent gamble. The alternative—to adduce evidence negativing ‘purpose’ 
and, also, prepare and ah nme complete evidence of the reasonable business requirements 
for the accumulation eaves the corporation where sec. 534 found it. Indeed, from a 
tactical standpoint, a corporation’s position is worse. The trial concomitant of filing a 
statement of grounds is to place in the hands of the adversary, prior to trial, the corpora- 
tion’s entire case. (Italics ours.) Ibid. 

8 Sec. 535 (c) (1) (A) is as follows: 

(c) ACCUMULATED FARNINGS CREDIT.— 

(1) GENERAL RULE.—For purposes of subsection (a) in the case of a corporation 
other than a mere holding or investment company the accumulated earnings credit is 
(A) an amount equal to such part of the earnings and “ for the taxable year as 
are n:tained for the reasonable needs of the business * * 
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5. Section 535 (ce) (2), a minimum credit provision, is apparently designed to 
protect relatively small corporations, as measured by their financial resources, 
from the accumulated earnings tax, even though they may engage in the pro- 
scribed act of unreasonable retention of corporate profits. This congressional 
effort to protect small corporate business from the penalty tax may have unde- 
sirable consequences. Evidence is presently inadequate to indicate the extent 
to which this provision has induced multiple incorporation, corporate diversion 
of earned surplus to other reservation accounts, i. e., depreciation, corporate 
recapitalization designed to draw down earned surplus, operating expense 
manipulation, and the like. With reference to multiple incorporation, this pro- 
vision, in combination with the graduated rates of the corporate tax, offers no 
unimportant inducement. 

In conclusion it should be said that section 102 af the 1939 code and its suc- 
cessor the accumulated earnings tax of the 1954 code, as penalty taxes, always 
will be subject to criticism. Such criticism, however, should not be permitted 
to cause erosion of the statute by amendment to the point that, as a taxing 
instrument, it may no longer serve its essential purpose; nor should Congress, 
it is believed, attempt to correct imperfections in tax administration by reducing 
the seope of the tax, as through the minimum credit provision. Furthermore, 
there should not be placed on the Service a responsibility, such as going forward 
with the burden of proof, which it cannot adequately carry and which will serve 
only to defeat the Service in its endeavor to administer the statute. The accumu- 
lated earnings tax, sections 531 to 537, inclusive, of the 1954 code, has not 
resolved the difficulties and alleged hardships of section 102.% Only the corpora- 
tions which find tolerance and exemption for their personal tax avoidance 
activities under the minimum credit provision have benefited from the statute. 
The present statute is weakened in comparison with its predecessor, and the 
Internal Revenue Service is confronted with increased hazards and difficulties 
in the administration of a statute which is of importance in the protection of the 
public revenues. 

Mr. Haut. I am directing my remarks to the accumulated earnings 
tax, sections 531, 537, of the 1954 code. The accumulated earnings 
tax is the successor to the former section 102 of the 1939 code. 

Congressional dissatisfaction with section 102 of the 1939 code 
caused its modification and replacement as presently expressed in the 
accumulated earnings tax, sections 531-537 of the 1954 code. It is the 
purpose of the accumulated earnings tax, as well as the predecessor 
statute, to prevent avoidance of the personal income tax through the 
unreasonable retention of corporate earnings and profits. For those 
who desire to avoid personal tax on income, whose circumstances per- 
mit, corporate earnings need only to be retained. C apital gains are 
taxable only when realized ; thus, should the securities be held until 
death, no personal tax liability arises during the life of the beneficial 
owner on that portion of his aggregate income represented by the 
retained corporate earnings. 

The modifications of section 102 of the 1939 code may only be con- 
strued as weakening the statute in its enactment as the accumulated 

earnings tax of the 1954 code. The principal modifications to this end 
were the inclusion of section 534—the endeavor to shift the burden of 
proof under specified circumstances; of section 535 (c)—the provi- 
sion of an accumulated earnings credit; and section 537—the repeal 
of the so-called immediacy “test” or rule. 

In the face of the statutory weaknesses noted above, the Treasury 
and the Service, of necessity, have endeavored to give the statute a 
maximum of effectiveness. To this end the Government in litigation 


*4 Kopperud and Donaldson conclude: “It would appear, therefore, that secs. 531 through 
537 of the 1954 code have not, in the present postere of the situation, resolved the business 
and tax problems produced by sec. 102 of the 1939 code. There remains a surtax on 
improperly accumulated earnings which is nebulous and uncertain in application and which 
is Severe in impact.” Op. cit., p. 877. 
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has attempted to shift the burden of proof to the taxpayer by con- 
tending that corporate liability under the accumulated-earnings tax 
depends upon the presence or absence of the interdicted pur pose—the 
accumulation of earnings within the corporation with the purpose of 
avoiding income tax on shareholders, rather than whether the accu- 
mulated earnings are consonant with the reasonable business needs 
of the taxpayer. The Tax Court in the Pelton Steel Casting Co. 
case —a case squarely in point—has seen fit to support the conten- 
tion of the Government. In addition, Barker? reports that a review 
of approximately 60 docketed cases under section 102 and section 531 
(to which sec. 534 is applicable) discloses that the “Commissioner by 
his answer, denying the sufficiency” of the section 534 (c) statements 
of taxpayers, “but in the alternative pleading aflirmatively on the 
issue of res asonable accumulation for business needs, has left the deter- 
mination” of burden of proof with the Tax Court.’ The Tax Court, 
in turn, has consistently refused “to make any decision as to burden 
of proof ina pretrial hearing.” * Thus the “taxpayer must prepare for 
trial as though the burden of going forward and the burden of proof 
were upon him.” § Kopperud ‘and Donaldson declare that, unless the 
taxpayer takes an imprudent gamble, he must “adduce evidence nega- 
tiving ‘purpose’ and, also, prepare and present complete evidence of 
the reasonable business requirements for the accumulation.” * Con- 
sequently, this “leaves the corporation where section 534 found it. 
Indeed, from a tactical standpoint, a corporation’s position is worse. 
The trial concomitant of filing a statement of grounds—section 534— 
is to place in the hands of the adversary, prior to trial, the corporation’s 
entire case,” ? 

The principal complaints : against section 102 of the 1939 code which 
Congress, in sections 534, 535, and 537 of the 1954 code, apparently 
intended to remove were that the Service initiated cases on inadequate 
grounds and under circumstances of insufficient screening, that reve- 
nue agents resorted on occasion to taxpayer coercion for settlement of 
other issues by suggestions of deficiency assessments under section 
102, that the expense and difficulty of litigating a section 102 case 

caused some taxpayers to submit to proposed deficiencies, and that to 
proceed with the burden of proof in attempting to justify an accumula- 
tion of earnings as reasonable was an expensive undertaking for 
taxpayers. 

Deficiency assessments which are litigated under other sections of 
the Internal Revenue Code occasion expense and difficulty on the part 
of taxpayers, including that of going forward with the burden of 
proof. This complaint is not unique to section 102, however. The 
burden of proof which a taxpayer must carry under section 102, of 
course, is of a higher order in that the taxpayer must prove “by the 
clear preponderance of all the evidence submitted” that the purpose 
of tax avoidance was not present. The necessity of this feature of 
a special burden of proof was a product of some 25 years of experi- 
ence with section 102 and its predecessor sections during which it was 


1 Docket No. 50,455, par. 28.20, Prentice-Hall Tax Cases, 1957. 

2Penalty Tax on Corporations Improperly Accumulating Surplus, 85 Taxes 949 
(December 1957). 

8 Ibid., p. 951. 

*TIbid., p. 952 

5 Ibid. 
®The Burden of Proof in Accumulated Surplus Cases, 35 Taxes 827 (November 1957). 
7 Ibid., p. 877. 
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found that effective enforcement of the section was dependent upon a 
requirement of an adequate taxpayer demonstration that the inter- 
dicted purpose was not present. It is fortunate for the protection of 
the public revenue that the Tax Court has supported the position of 
the Service with respect to section 534 of the accumulated-earnings 
tax in that the taxpayer is compelled to carry the burden of proof. 

It would appear that to the extent cases involving unreasonable 
accumulation of corporate earnings are inadequately screened by the 
Service, and to the extent revenue agents resort to taxpayer coercion 
for settlement of other issues by suggestions of deficiency assessments 
under section 102, the remedy lies in the correction of these adminis- 
trative faults and abuses by the Service—not in weakening the statute. 

It is believed that the accumulated-earnings tax of the 1954 code 
will be strengthened and the administrative effectiveness of the statute 
increased by the elimination especially of sections 534 and 535 (c). 
Furthermore, taxpayer confusion which the statute presently induces 
will be removed. The experience to date with the accumulated-earn- 
ings tax indicates (1) that the burden of proof has not been shifted 
to taxpayers as presumably intended by section 534, and (2) that the 
tax may now be employed by revenue agents for taxpayer coercion 
with possibly greater effectiveness than section 102 because not only 
must the taxpayer carry the burden of prof but, in addition, to the 
extent he avails himself of section 534, he must disclose to his adver- 
sary, in advance, the grounds on which he proposes to justify his 
earnings accumulation. The accumulated-earnings credit, as provided 
in section 535 (c) (1) (A), of an “amount equal to such part of the 
earnings and profits for the taxable year as are retained for the rea- 
sonable needs of the business” creates an administrative hazard in 
statute enforcement, may serve as a complicating consideration in 
litigation, and, to the extent allowed, reduces the effective rate of the 
penalty tax which, at best, is inadequate. The minimum-credit pro- 
vision (sec. 535 (c) (2)) of $60,000, apparently intended to protect 
relatively small corporations, as measured by their financial resources, 
from the accumulated-earnings tax, even though they engage in the 
proscribed act, is not regarded as desirable. This involves a restric- 
tion on the corporate universe subject to the tax, which appears to be 
without adequate justification. Wrongdoing by corporations should 
not be tolerated by the Government simply Ave: they are small in 
aggregate financial resources. Evidence is presently inadequate to 
indicate the extent to which this provision has bohenel multiple incor- 
poration and manipulation of corporate expenses and accounts to take 
advantage of this corporate shelter. 

In conclusion it may be suggested that the use of the corporation as 
a tax avoidance device is not in any sense limited to individuals of 
great wealth. There are probably relatively few meetings of boards 
of directors of financially successful private corporations in which 
motivations of personal tax avoidance are not present, influencing cor- 
porate policy in surplus accumulations regardless of the rationale 
which may be used subsequently to explain the corporate policy and 
the corporate act. It would seem that congressional determination to 
maintain the high rates of the personal tax at this time should be 
matched by an equivalent determination to prevent avoidance of these 
tax rates through the corporate device. It should be noted that the 
great majority of our citizens derive their incomes in the form of wages 
and salaries and business income from proprietorships and partner- 
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ships, thus feeling the full impact of the steeply graduated income-tax 
rates. They havea vital interest, as does the Congress, in the equitable 
distribution of the heavy burden of Federal taxation and in the 
prevention of erosion of the tax base. 

Mr. Grecory (presiding). Does that conclude your statement ? 

Hr. Harx. It does. 

Mr. Hotmes. Mr. Hall is a distinguished citizen of the State of 
Washington, a distinguished individual in his own profession. 

I am happy to welcome you before the Ways and Means Committee. 
I have listened to your statement with a great deal of interest. Do I 
understand you to say that in the principle that you are bringing -” 
here, you are not only emphasizing the fact that the corporations ten 
to accumulate their earnings to excess in relation to the penalty pro- 
visions that are available, but also, do you not emphasize the point 
that the individual stockholders sometimes suffer from that type of 
regulation ? ; eee: 

Mr, Hau. I did not indicate the extent to which stockholders, 
as individual owners of securities might suffer, but it is obvious they 
do to the extent that earnings are accumulated within the corporation 
and perhaps during their life they may not share in the profits of prior 
annual periods. 

To the extent that they do not get earnings from these private 
corporations which do not generally have their securities listed on 
organized security exchanges and because such securities at best move 
in a comparatively small volume to a select group of buyers, there is 
probably little offset in higher prices because of limited capitalization 
of the retained earnings in terms of higher security prices for these 
unlisted securities. 

The public to which such securities will appeal is so limited that 
an individual stockholder can have his interest, I think on occasion, 
rather seriously prejudiced. 

Mr. Homes. I can see that point because the base of distribution 
is not large. On the other hand, the minority stockholders in a closely 
held private corporation sometimes can suffer even though they are 
small in number. 

Mr. Hau. Yes. 

Mr. Hotmes. And I have seen that operate in many instances. I 
think that angle along with it, while it may not have great width in 
its base or great numbers involved, the principle is there. 

Mr. Hauu. I would certainly agree with you, Mr. Holmes. 

Mr. Hotmes. Thank you very much. 

Mr. Grecory. Mr. Mason. 

Mr. Mason. Mr. Hall, am I right in gathering this impression from 
your statement, that what was wrong with 102 in the old 1939 code 
was the administration of it by the Revenue Department mostly 
and we did not correct that when we passed the 1954 code and changed 
this accumulated earnings section. We may even have weakened the 
old 102 code or provision; is that right ? 

Mr. Hatt. In my judgment the accumulated earnings tax today 
is a weaker instrument by far than the former section 102. 

Mr. Mason. That is what I gathered from your statement. I also 
gathered that what was wrong with 102 was mainly wrong with the 
enforcement of it and the interpretation of it. 


20675—-58—pt. 2 71 
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Mr. Haut. To the extent that the allegation has been made, and 
it has been made on many occasions, that the Internal Revenue Service 
has used threats of deficiency assessments under section 102 to coerce 
taxpayers into settling other tax issues we are dealing with an ad- 
ministrative abuse and I think this is one of the more serious charges 
which has been directed against the Internal Revenue Service. It 
seems to me the way to correct an administrative abuse of that sort 
is not by statute but by the Service itself taking such steps as may 
be necessary to prevent this occurring. 

Mr. Mason. Thank you, sir. 

Mr. Grecory. Any further questions? 

If not, Mr. Hall, we thank you for your appearance and the infor- 
mation given the committee. 

Our next witness is Richard A. Musgrave, professor of economics, 
University of Michigan, who appears at the invitation of the 
committee. 

For the purpose of the record, will you please give your name, 
address, and the capacity in which you appear ? 


STATEMENT OF RICHARD A. MUSGRAVE, PROFESSOR OF ECONOMICS, 
UNIVERSITY OF MICHIGAN 


Mr. Muscrave. My name is Richard A. Musgrave. I am a member 
of the department of economics of the University of Michigan. Be- 
fore addressing myself to the problem at hand, let me express my 
pleasure at being invited to appear before your committee. This 
pleasure is not only personal. It also extends to the fact that invita- 
tions have been issued to a group of professional people to discuss 
the tax problem with you. I hope that you will find this experiment a 
useful one. Iam sure we shall. 

The topic of these hearings has been announced as general tax 
revision. This is always a good thing to think about. While our 
tax structure is by no means as bad as some people would have it, there 
is plenty of room for improvement. Moreover, there is always the 
problem of setting the general level of tax rates so that taxes pro- 
vide the appropriate level of yield. 

The discussion during recent weeks, statements by the administra- 
tion, by Chairman Mills and others, suggests that it is the level of yield 
which is of most immediate concern to this committee; and it is here 
that the tax problem extends beyond providing for the cost of public 
services in an equitable fashion. Tax policy comes to be related closely 
to the broader problem of economic stabilization. 


SHOULD TAXES BE CuT? 


Should the Congress at this time provide for a change in the general 
level of tax rates? As I see it, the answer depends on (1) the budget 
outlook, (2) the business outlook, and (3) the required level of de- 
fense expenditures. 

The budget outlook, as presented in the President’s message, shows 
an increase in expenditures of $1.8 billion and an increase in receipts 
of $2.2 billion. As a result, the surplus is estimated to rise from $200 
million in the fiscal year 1958 to $600 million in the fiscal year 1959. 
These figures refer to the consolidated cash budget, which is the more 
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significant one in dealing with the economic impact of the budget, but 
the picture in the administrative budget is essentially the same. 

I understand that the revenue estimates are based on the assumption 
of a personal income for calendar 1958 of $352 billion, with corpora- 
tion profits remaining at 1957 levels. This would seem to imply an 
annual rate of gross national product for the last quarter of 1958 of 
about $460 billion, or $25 billion above the fourth quarter of 1957. 

My guess is that this is too optimistic a view, and that receipts 
may well fall $2 billion below the oflicial estimate. 

I may add, in connection with Mr. Smithies’ statement this morn- 
ing, that it does not seem at all appropriate to me that the Treasury 
should estimate the yield on the assumption that there will be a full- 
employment income. I think it is one thing to argue in line with the 
Treasury Department philosophy, which I do not entirely share; 
nevertheless, in line with this philosophy, you may argue that you 
should set tax rates so that the budget is balanced at full employment; 
but it does not follow on this that, in estimating yield, you should not 
estimate the actual yield which will be obtained under the likely 
income at such rates as prevail. 

At the same time, it seems likely that the Congress will provide 
for a somewhat higher level of expenditures than is recommended in 
the budget message. Assuming present tax rates to be continued, in- 
cluding extension of excise and corporation rates as recommended by 
the President, we may well have a deficit of, say, $3 billion. 

Turning now to the economic outlook, I am again doubtful that 
the second half of this year will produce the decisive upturn which 
the administration anticipates. While I am not looking at this point 
for a sharp decline, there is a distinct possibility that we are in for a 
more sustained recession. 

The deficit which I anticipate will help to meet this situation, but 
conditions may become more serious, and a reduction in tax rates may 
be called for. Note that this reduction will be called for if income 
is low and the deficit is larger than anticipated, and not, as some have 
been suggesting in recent years, if an unexpected surplus should 
develop. 

Moreover, note that tax reduction as an anti-recession device in- 
volves an increase in the deficit, and not a contraction. There is little 
merit, at least in the short run, to the pleasant notion that the way to 
raise tax yields is to cut rates. Recent statements by the President 
and members of the administration are reassuring on an understand- 
ing of these points. 

While it is not too difficult to say what should be done if economic 
conditions take this or that course, there remains the difficult matter 
of timing. If you could wave a magic wand and wish that tax rates 
had been reduced as of the beginning of this year, you might well want 
todo so. But this cannot be done. 

It will be difficult to provide for a reduction prior to July 1, and 
by then conditions may have changed. If the administration’s expec- 
tations of a sharp upturn in business are fulfilled, as I hope they will 
be, tax reduction will not only be unnecessary, it will be quite unde- 
sirable. But I fear that this will not be the case. Assuming the 
expenditure level as recommended in the budget, a tax cut is likely 
to be in order. 
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However, it remains to be seen what the level of budget expendi- 
tures will be. A higher level of expenditures will obviously require a 
higher level of tax rates or a lesser rate of reduction. I do not mean 
to imply that this will be needed because it is always desirable to bal- 
ance the budget. 

Rather, I am referring to the level of tax rates which is required to 
maintain high employment and price level stability. Everyone knows 
that if expenditures are increased, tax rates must be raised lest the net 
expansionary effect of the budget is increased. Therefore, the case 
for or against tax reduction will depend greatly on what is done about 
the expenditure side of the budget. 

If the Congress should decide to raise national security expendi- 
tures by $3 billion per annum as recommended in the Rockefeller 
report, a reduction in tax rates, though it might have been needed 
tlnnirsy tnt, would then become undesirable. Since I personally believe 
that this additional contribution to our national security is probably 
needed, I am hesitant to recommend a tax reduction which would be 
justified only if this expansion in the defense program was not forth- 
coming. 

To be sure, an expansion in the expenditure program as suggested 
in the Rockefeller report, cannot be accomplished at once. Even if 
accepted, the adoption of such a program might have little bearing 
on the economic outlook for this year and the possible need for lower 
taxes during this period. 

I am aware of this, but I cannot overlook the likelihood that tax 
reduction, once undertaken, would make it more difficult to attain 
the needed defense effort. Such will tend to be the case, be it for 
fear of deficit or because of disinclination to return to a higher level 
of tax rates. 

This consideration gains in weight if we suspect that the need for 
expansionary action will be more or less short lived, while increased 
requirements for national security will be of a sustained sort. 

In all, I would be hesitant to recommend tax reduction before as- 
suring myself that all efforts have been made toward achieving the 
necessary level of defense expenditures. Again, this introduces diffi- 
culties of timing which frustrate a reasonable plan of action. 


A PLAN FOR FLEXIBLE ADJUSTMENTS IN TAX RATES 


Caught in this maze of uncertainties and pressed by the need for 
legislative action, a Congressman’s prayer—especially if serving on 
the Ways and Means Committee— may well be for a device to provide 
greater flexibility in acting on changes in the level of tax rates. Such 
a device has been discussed at times by economists, but it has not been 
given the public attention which it deserves. I propose therefore, to 
consider such a plan. 

Under this plan, the Congress would continue, on an annual basis, 
to review the tax structure as has been customary in the past. The 
purpose of this review would remain that of dividing the cost of 
public services equitably between various groups of taxpayers, and 
of setting the overall level of yield as required by the prospective level 
of budget expenditures and the likely economic outlook for the coming 
year. 
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Moreover, there is the additional task of using tax policy as a short- 
run stabilization device. This involves adjustments in the level of 
tax rates, such as may be required in the course of the year to maintain 
a high level of employment and stable prices. This second aspect of 

tax policy demands a high degree of flanibility, It cannot be pro- 
vided for elactively by annual adjustments. 

The problem, as it were, is one of driving the car while it moves 
along and of making the turn when the bend in the road appears. 
The impasse of the current situation well illustrates the difficulty of 
doing this job under present arrangements. 

To make such adjustments possible, I suggest that each year you 
provide for a margin of flexibility in tax rates and instruct the Presi- 
dent to raise or lower rates within this margin, when needed to check 
inflation or deflation in line with his functions under section 2 of the 
Employment Act. 

This delegation of authority would be very specific, both as to the 
type and the range of adjustment. Thus, the Congress might au- 
thorize the President to raise or lower income tax exemptions by $100; 
or, he might be authorized to increase or reduce bracket rates by a 
flat 5 percent. 

Still other types of adjustments may be chosen, such as a change in 
the first 2 bracket rates by 3 percentage points. My present concern is 
not with the specific terms of the adjustments which the President 
would be authorized to make, but with the principle of the matter. 
This authorization would be subject to annual review by Congress, in 
connection with the general review of the tax structure, and changes in 
its terms would be made as the situation requires. 

This plan may seem new and drastic, but I believe that it could be 
applied without much difficulty, and that it would greatly add to the 
Government’s ability to deal promptly with emerging elements of in- 
stability. Without going into detail, let me atnicipate several objce- 
tions which will be raised. 

To begin with, I am aware that the power to tax is vested in the 
Congress, as it should be, and that a delegation of this power to the 
Executive is not permissible under the Constitution. While I am not 
competent to discuss the legal question involved, it would seem that 
the proposed measure does not constitute such a delegation. 

It does not in any way negate the congressional control over the 
Nation’s purse strings, and it has no effect whatever on the need for 
legislative authorization of expenditure programs. The only author- 
ity which would be delegated is that of making short-run changes in 
the level of tax rates; and these changes would be held within limits 
and forms prescribed by Congress. They could be applied only as 
needed to carry out a congressional mandate—the executive rspeonsi- 
bility for full employment and price level stability as spelled out in 
the Employment Act. 

Still, it might be asked whether this function may not be performed 
equally well by Congress. While I felt that this cannot be done ef- 
fectively through the annual process of revenue legislation, it may be 
possible to place responsibility for current rate adjustments with a 
congressional committee, say the Joint Committee on Internal Revenue, 
or the Joint Economic Committee. This may serve the same purpose, 
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but I would personally think it preferable to place this responsibility 
for short-term adjustments with the executive branch. 

Finally, there is the question whether a provision of this sort is 
needed. Since adjustments to sustained conditions of inflation or de- 
flation can easily be made at more or less infrequent intervals, the 
problem here is only one of strengthening the Government’s ability 
to respond promptly with initial moves of adequate strength. 

This problem, so it may be argued, should be taken care of by the 
built-in flexibility of the fiscal system, and the remaining responsi- 
bility should be left to monetary controls vested in the Federal Reserve 
authorities. I am not persuaded that these devices are sufficient. 

Built-in flexibility in the fiscal system is highly desirable, but I 
don’t believe that it is sufficiently potent. At present levels of tax 
rates, the built-in flexibility of the Federal tax structure may be ex- 
pected to dampen a potential change in GNP by about one-third or 
slightly more. This is helpful, but it is not enough. Nor do I believe 
that much can be done to increase the built-in flexibility of the tax 
structure. If we are to deal with the problem of instability in an ade- 
quate fashion, it remains necessary, in my opinion, to place a major 
emphasis upon discretionary action. 

he need for discretionary action is accepted as a matter of course 
when dealing with the monetary controls of the Federal Reserve. 
These controls are most important, but again I do not believe that they 
are enough. While the Reserve authorities are in a position to act 
quickly, the effects of monetary changes do not take hold with equal 
promptness, and they may not be sufficiently powerful, especially 
where antirecession action is concerned. 

Finally, note that Federal Reserve policy is not within the responsi- 
bility of the executive branch, and I might add here that it appears 
from the recent statements that the opinion of the executive branch 
is that somewhat stronger expansionary action by the Federal Reserve 
during recent months would have been in order. 

I would welcome this plan as a means of endowing the executive 
branch with a tool of stabilization policy which would be its own 
responsibility, and for the use of which it could be held strictly ac- 
countable by the voter. 

Finally, it should be added that adjustments in the level of tax rates, 
such as here proposed, are more flexible in timing, and more appropri- 
ate to the purpose on hand, than are alternative adjustments on the 
expenditure side of the budget. I should add that this, of course, 
would involve adjustments in the withholding rate in connection with 
this morning’s comment. 

In all, I believe that such a plan would strengthen our ability to 
deal with unemployment and inflation, and that it would add consider- 
ably to the ability of the executive branch to live up to its responsi- 
bility under the Employment Act. At the same time, I am under no 
illusion that this plan can or will be put into effect within a few 
months, and thus become available to deal with the present situation. 

However, the present sort of dilemma, which requires us to guess 
what will be appropriate 6 or 12 months hence, is bound to occur over 
and over again. 'To meet this problem, I suggest that a serious study 
be made of the sort of approach here suggested. In the meantime, we 
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may not be able to do more than consider possible patterns of tax re- 
duction but delay decision until early summer when, we hope, the re- 
quired level of security expenditures has been clarified sufficiently to 
take action. 

PATTERNS OF TAX REDUCTION 


In concluding, I shall consider briefly what pattern of tax reduction 
should be chosen if and when the need for reduction arises. I assume 
that there is no particular need for giving priority to the reduction 
in corporation and excise taxes now scheduled for July 1. In other 
words, let us assume that these taxes are extended as recommended by 
the President and consider the matter of tax reduction de novo, Let 
us suppose that we are to provide for a reduction of $4 billion. 

Looking at this tax reduction as an antirecession device, there is a 
strong case for a tax reduction aimed at raising the disposable income 
of consumers. It would be better to provide the needed increase in 
disposable incomes of consumers by reducing taxes than by wage 
increases not justified by productivity gains, particularly in face of 
the strong probability that such increases would be reflected in higher 
prices. 

This means emphasis on a reduction in excise taxes, and on income 
tax cuts which are concentrated at the lower end of the income scale. 

At the same time, I am anxious to avoid adjustments which meet 
current needs, but do damage to the longer run requirements of the tax 
structure. In this connection, and with regard to tax reduction at 
the lower end of the income scale, I should like to register a distinct 
preference for reducing rates, as against raising exemptions. 

I am aware of the fact that the postwar increase in living costs has 
reduced the real value of exemptions much below wartime levels, and 
that this has resulted in a hidden downward extension of the income 
tax base. I agree that some adjustments should be made to relieve 
this burden, but I consider the downward extension of the base a gain 
which I would like to hold on to. 

I arrive at this conclusion because I feel that the personal income 
tax is the best type of tax, not only in securing a fair distribution of 
the tax bill between people in the middle and the high income groups, 
but also as a means of assuring a fair distribution between people in 
the low and middle income ranges. 

It is this latter aspect of income tax progression which has gained 
increasing importance since, under the pressures of war finance, the 
income tax was transformed from a tax on the well-to-do to a mass tax. 
In a high-level defense economy such as ours, a substantial part of the 
tax bill must be shared by people in the lower middle, though not the 
lowest, income groups; and the distribution of the tax bill paid by these 
people will be more equitable under the income tax than under alterna- 
tive sales or excise taxes. This is the case because, due to the weight 
of the exemption, the income tax is highly progressive at the lower end 
of the income scale. 

For this reason, and because I expect that tax requirements will 
continue high for quite some time, I should like to retain the present 
level of exemptions and the broad tax base which they provide. In- 
stead of raising exemptions I would grant relief by reducing rates 
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at the lower end of the scale. More specifically, I would like to see 
a division of the first bracket of $2,000 into two brackets of $1,000 
each, and concentrate the reduction in the rate applicable to the first 
$1,000 bracket. 

Instead of raising exemptions by $100, I should prefer to reduce the 
rate applicable to the first $1,000 from 20 percent to 15 percent, the 
loss of revenue in both cases being about $3 billion. The resulting re- 
ductions in tax liability are compared in the table below, which also in- 
cludes a further plan, providing for a tax credit of $23 per exemption. 

My rate reduction plan is less favorable at the very bottom of the 
scale than the two others, and it is less favorable to the large as 
against the small family. The first difference simply reflects the fact 
that the base is kept large, and the second, if cbhectiecialele; might 
be taken care of by increasing the allowance for dependents. 

In giving priority to this type of tax reduction, I address myself 
to a possible recession situation, which may develop in the course of 
this year. I do not mean to suggest that corporation tax rates should 
be kept at present levels forever; and I do not mean to overlook the 
fact that income tax adjustments, involving a tightening of the in- 
come concept as well as an adjustment in rates, should be considered 
at the upper end of the scale. These are important problems of tax 
structures, but they fall outside the range of this statement, and I 
might add are not of very great yielding significance. 

Before closing, let me make sure that my discussion of tax reduction 
is not misunderstood. As I see it, the reduction will be in order only 
if a sustained recession develops, and it takes second place to the need 
for expanded security programs and for essential civilian services 
such as aid to education. 

As far as the longer run is concerned, I see at present no place for 
tax programs which outline successive stages of rate reduction such 
as have been proposed to you. As long as no substantial progress is 
made in the international situation, we are in for a sustained period 
of high expenditures and there will be little if any room for tax 
reduction. 

Such will be the case especially if we provide for an expanding level 
of civilian services, but even failure to do so would not change the 
picture greatly. Thus, the longer run prospect is not for tax reduc- 
tion, unless—as we hope will not be the case—sustained deficits should 
be needed to maintain high employment. This prospect for the longer 
run must be kept in mind in dealing with the current situation. 

It suggests that a tax cut designed to deal with recession should 
automatically expire at the end of a year unless renewed. 

(The table referred to in the statement is as follows:) 
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Comparison of various plans to reduce income tam liabilities for low incomes 
revenue cost $38 million * 


SINGLE TAXPAYER 
































Taxes under various plans Percentage reduction of taxes 
Taxable income before | Taxes under various plans 
exemptions under * cae a ce Sd | iil ads 
present | | | | 
law Plan I Plan II | PlanIIIl} PlanI | PlanII | Plan III 
$700 < . bite ntsnsebuds $20 ' | ‘ aun $15 100. 0 | 100.0 | 25.0 
$1,000 ‘ ; ae 80 | $60 $57 60 25.0 | 28.7 25. 0 
$1,900___. is de 260 240 | 237 210 7.7 | 8.8 19.2 
$2,500___. ; : na ail 380 360 | 357 330 5.3 | 6.1 | 13.1 
$3,100..-____- 510 488 487 460 4.3 | 4.4 | 9.8 
$5,000___..- — ttl g44 918 | 921 894 2.7 | 2.4 5.3 
$10,000. _ 2, 436 2, 402 | 2, 413 2, 386 1.4 9 | 2.1 
$25,000. _ ahi : x30 9, 796 9, 737 | 9, 773 9, 746 .6 24 5 
$50,000... | 26,388 | 26,316] 26,365 | 26,338 | "3 | ‘1 | 2 
MARRIED TAXPAYERS WITH 1 DEPENDENT 
o- | 
$700 3 I | : ees 
NS ks Shin thin dade ce hoteell hixdiew va sin sey poss? 
$1,900 ee AS. oe $20 | be $15 | “100.0 100.0 25.0 
$2,500. _- ‘: plas 140 $80 $71 | 105 | 42.9 49.2 | 25. 0 
$3,100_ _. _- : 7 260 200 | 191 195 23.1 | 26.5 | 25.0 
$5,000_ be | 640 | 580 571 | 540 9.4 | 10.8 15.6 
$10,000_. ; 1,732 | 1,658; 1,663] 1,632 | 4.3 4.0 5.8 
$25,000. _ 6, 496 | 6, 382 | 6, 427 | 6, 396 1.8 1.1} 1.5 
$50,000. - i p ; 19, 238 | 19,061 | 19, 169 19, 138 9 4} 5 
| 
MARRIED TAXPAYERS WITH 3 DEPENDENTS 
| a op | | 
$700 ectperteen- one leo pponb qué lireestes “es a o-hes 
WO a= oa . : Saubed : aoa os : : 
aa ane | .| | zal i BGtAeesS 
$2,500. _ _- ? o aa i cantina aca 
$3,100___.- pbs | 920 |.... ee ee oe $15 | 100.0 100.0 25.0 
$5,000 meal . ae 400 | $300 | $285 300 25. 0 28.7 25. 0 
$10,000_ 1, 460 | 1, 350 | 1, 345 1, 360 7.5 7.9 6.8 
$25,000. _-------| 6,040} 5,850] 5,925] 5,040 3.1 1.9 1.7 
$50,000... _. ; ae 18, 530 18, 235 | 18, 415 18, 430 | 1.6 6 5 
| | 








1 Plan I: Increase exemptions from $600 to $700. 

Plan Il: Give tax credit of $23 per exemption. 

Plan III: Split first bracket of $2,000 into 2 brackets of $1,000. Apply rate of 15 percent to Ist $1,000 and 
20 percent to 2d $1,000. For joint returns, apply 15 percent to 1st $2,000, 


Mr. Grecory (presiding). Does that conclude your statement ? 

Mr. Muserave. Yes, sir. 

Mr. Grecory. Mr. Mason will inquire. 

Mr. Mason. Mr. Musgrave, you say on page 2 of your statement that 
you do not agree, and I shall read it: 

There is little merit, at least in the short-run, to the pleasant notion that the 
way to raise tax yields is to cut rates, 

Now, we have had a lot of experience along that line. Tax rates were 
cut under Mellon 4 or 5 different times, at the end of the First World 
War and after each reduction in tax rates more dollars flowed into the 
Federal Treasury vault. 

We had an occasion here when the tax rates were cut 2 or 3 years 
ago by $7.4 billion and yet more dollars flowed into the Treasury after 
that tax cut than before. 

Now that is a fact. That is history. How can you say then, that 
there is little merit that that will not hs uppen ¢ 

Mr. Muserave. Going back to your illustration of fiscal policy in 
the twenties—which is usually not drawn on as being tinny exem- 
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plary—surely, the tax cuts which followed, although I cannot cite fig- 
ures, resulted in considerable reduction in tax yield, that is from 1918 
or 1919 to the level you reached in 1920 or 1921. 

It is true that you had several more stages of tax reduction during 
the twenties, and that in the course of the years as the economy 
grows 

Mr. Mason. That is what the tax reduction is for, to make the econ- 
omy expand and improve. 

Mr. Muserave. If we are ina recession this year, that is to say if our 
level of gross national product this year is 30 or 40 or 50 billion dol- 
lars lower than it might be if we had full employment, then I think 
if we undertake a reduction in tax rates in a year in order to raise our 
level of gross national product more to a full employment level, that 
then in order to do this we will have to have a larger deficit. 

If we do not do this, I do not believe that we will accomplish this 
desired increase in income. 

Mr. Mason. Now, there is another suggestion you make on several 
of the pages. You suggest that we give the President or the executive 
department the power to raise or lower taxes according to the economy. 
In other words, you are suggesting that we place more power in the 
hands of the Executive. 

We have been doing that for the last 20 years and some of us are 
beginning to feel that we have given away practically all of the 
powers of the Congress and turning it over to the executive branch and 
things have not improved as a result of that. 

Mr. Muscrave. Perhaps I need not speak on the question whether 
things have improved over the last 20 years or not, but I would like 
to assure you that I take very seriously the requirement that the con- 
trol and authority over tax legislation over the Nation’s pursestrings 
should be with the Congress. I am really quite sincere on this and I 
would not make this proposal if I felt that it in any way endangered 
this position. 

However, it seems to me that the question of using the tax instru- 
ment as a short-run, stabilizing device is essentially a quite different 
aspect of the problem of tax policy from that which we have in mind 
when we say that Congress should decide how the tax bill is to be 
distributed and generally speaking what the level of the tax bill should 
be. 

You see, the proposal which I make would very, very severely limit 
the range within which the President could adjust and also the type 
of adjustment. I really think that you would keep the degree of 
control which you have now, but you would not be confronted with 
what I think is an impossible problem for you to decide and that is to 
decide now whether you think the tax reduction is desirable in view of 
what happens within the next 18 months with both economic condi- 
tions and expenditure outlook unknown. 

Mr. Mason. Now the arguments you are making are identically 
similar to the arguments made on the reciprocal trade agreements 
and our trade with foreign nations when that was put across. We 
know from actual facts that that has not worked out very well so we 
feel that we made a mistake when we did it—when I say “we” I am 
talking about myself because I canont speak for any New Dealers, but 
that is the way and we are very jealous of the control of the purse 
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strings by the Congress and the control of our foreign trade by the 
Congress because the Constitution provides that that should be done. 

I feel that when we take an oath to uphold the Constitution, why, 
we should not disregard that oath and be free in giving away the 
powers that the Constitution has placed upon us. We have had some 
very bad results from that and we have to do something to get those 
powers back into the Congress in my opinion. 

That is all, Mr. Chairman. 

The Cuarrman. Mr. Herlong will inquire. 

Mr. Hertone. Mr. Musgrave, on page 7 of your report, in discussing 
the patterns for tax reduction, you state : 

Looking at this tax reduction as an antirecession device, there is a strong case 

for tax reduction aimed at raising the disposable income of consumers. 
And then you suggest dividing the first bracket in halves with the 
lower rate for the first half. Of course, that is one way to provide 
more spendable income in the hands of the consumers, but if we are 
going to have an expanded economy we are going to have to have some 
venture capital available to small- and medium-sized businesses that 
they can retain out of earnings. 

From that standpoint, I think there should also be some tax con- 
cession or tax reduction for small business as well as those larger 
corporations because you don’t get any big amounts of money released 
for venture capital unless you are dealing with the people who have 
big money. 

I would like to have your comment on that, if I may 

Mr. Moserave. First of all, I am not recommending at this point 
that we make tax reductions to the larger corporations. I would 
rather concentrate on the personal tax. I do think that if we look 
ahead at the longer run problem that the problem of not only our 
domestic welfare but also the international situation, that surely the 
problem of growth is going to be an extremely important problem. 

If economic conditions are such that we continue with the high-level 
economy, then it may well be desirable to reconsider the tax structure 
to see to it that an increased amount of funds will be available for 
‘apital formation. I don’t think, however, that the kind of situation 
that we will be in, in the course of this year, the kind of recession 
which we will be in will be one which would respond very easily to 
an increase in the amount of investable funds, simply because of the 
capacity situation which we have and other characteristics of the 
present picture. 

Now, when it comes to the special problem of providing for tax 
relief for the smaller firms, as you probably know among students of 
taxation it is usually customary to throw up one’s hands and say this 
is sort of impossible; why not leave it to a credit agency, because it is 
so extremely difficult to make technical provisions which will provide 
for the smaller firms and will not mean benefits for the larger indi- 
viduals. 

I think, however, that some such proposal as made in the President’s 
budget message to permit a limited amount of accelerated depreciation 
on secondhand and purchased equipment might be a good thing to do. 

Mr. Hertone. Thank you 

The Cuarrman. Mr. Musgrave, I want to apologize for not being 
present when you and Professor Hall testified. I was delayed by 
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other official matters and I could not be here. I am sure that both of 
you performed in your usual able manner and have impressed the com- 
mittee with your depth of understanding of these economic problems 
that are before us. I apologize for not being present to hear your 
statement. 

You were preseent this morning, I think, when I asked Professor 
Smithies a few questions about how we might be able to determine 
when there was need for stimulus in the way of tax reduction. Is 
there any set standard or formula which we can use to ascertain that 
we do need to take such action in the interest of stimulating our 
economy ? 

Mr. Musecrove. This is a very good lead question back into the 
testimony which I just gave because one of my main concerns was that 
it would be extremely difficult for this committee to appraise the situ- 
ation for a sufficiently long period in advance to provide for the degree 
of flexibility in tax adjustments which we need. 

Therefore, I suggested that some provision be made for flexibility 
in adjustments which then could be undertaken by the executive 
branch within the limits set forth by the Congress. 

Now, coming back to your question for this year, I think Mr. Smith- 
ies was perfectly correct in saying that you cannot take one index and I 
think you would not be able to legislate, for instance, a change in tax 
rates which should be made if the unemployment figure moves such 
and such for months. 

I think our economy is too complex to permit a move in this fashion. 
If you take the present situation, my feeling would be that disregard- 
ing for a moment the expenditure problem, the problem of public 
expenditures, my feeling would be that or assuming the level of ex- 
penditures to be as recommended in the budget that we should have 
a tax reduction now. 

Mr. Smithies’ feeling, I take it, would be that he was quite dubious 
about it. I would agree with him that priority should be given to 
the expenditure problem to the national security problem, but if you 
ask me, assuming that national security expenditures are developing 
in the budget, would you favor tax reduction now, I would like it now, 
but the trouble is I would have liked it as of January 1 and I am much 
more certain of that than I am certain I will like it as of July 1, which 
is probably the period when you can get around to doing it. This is 
again an idea of flexibility. 

The Cuarrman. Would you provide it on a common base or pro- 
vide for tax reduction on a temporary base ? 

Mr. Muserave. If I provided it now I would provide for it on a 
year’s base. 

The Cuarrman. In other words, you feel that in the long run there 
is mane possibility of inflationary pressure than depressionary pres- 
sure 

Mr. Muserave. My assumption would be that in the longer run we 
will have to have very high security expenditures; therefore, we will 
continue with a very large budget. We must not disregard providing 
for essential civilian needs. In view of this I think that the econom 
will be sufficiently buoyant to, by and large, keep us at a high level wit 
high taxes. 

The CuarrmMan. You do feel very strongly that in times of high 
employment and high economic activity that we surely should bal- 
ance our budget ? 





GENBPRAL REVENUE REVISION 2401 


Mr. Muserave. I think you may want to overbalance it. You should 
have taxes high enough that they will do their share to check inflation. 

The CuarrMan. I want this record to show that is your feeling be- 
cause I thought it to be the case. 

Mr. Kina. I would just like to state, Mr. Chairman, that I hope 
that Dr. Musgrave was not too much disturbed with the remarks of 
our distinguished colleague, Mr. Mason. He has not for years agreed 
with the policies of past administrations. He does not believe in this 
administration’s policy. He does not advocate a third party, either. 

So I hope you will not be too disturbed and when he waved his hand 
and referred to New Dealers he did not mean Mr. Reed or Mr. Jenkins. 

Mr. Mason. And I certainly did not mean Mr. Ikard and Mr. 
Herlong. 

Mr. Kina. He perhaps meant me. 

Mr. Mason. Now in between, I won’t specify. 

Mr. Muserave. I will be happy to include myself, in case he meant 
me. 

The Crrarrman. Mr. Ikard ? 

Mr. Ixarp. Mr. Musgrave, we have had testimony here during the 
last few days by at least one witness who suggested that our present 
economy ahead. This does not mean that if we keep the economy at a 
capacity of some of our basic industry, and that the easing of credit 
would not necessarily be the proper remedy because there is no need 
for it at this time and that the proper approach would be 1 or 2 things: 

One, either to commence or to start an increased public works pro- 
gram or general Federal program of that nature or a tax reduction, 
and they have suggested that the tax reduction would be preferable 
because of the fact that it would be more quickly reflected in creating 
consumer dollars. 

Would you like to comment on that idea ? 

Mr. Muserave. I would say that perhaps the problem of excess 
capacity should be interpreted in the sense that we have reached a point 
where the capacity of business has become such that the building up 
of additional capacity, at least for a while, cannot be counted upon as a 
leading factor as much as we did in recent years in pushing the 
econmy ahead. This does not mean that if we keep the economy at a 
high level of employment and income and growth that then we will 
not easily absorb this capacity. 

Now, I am, myself, somewhat skeptical as to the weight that can be 
placed on easing credit as a means of creating employment, but I do 
think we could do quite a bit. I think the Federal Reserve would have 
been well advised, let us say during November or December, to act 
much more strongly than they did. 

I think it has been disappointing; in view of their tendency in 
recent years to show increasing flexibility I think there should have 
been a reduction in Reserve requirements which would be much more 
potent, I think, than the slight reduction, so I do not belittle it too 
much. We should doit. 

As between tax reduction and expenditure increase, my view and 
looking perhaps at this a little bit from the principle of the thing, 
my basic view is that the Government makes expenditures to save social 
wants which the community has. These social wants are a very impor- 
tant part of our total economic process. 

They should be given their proper place. They should be valued 
as to their own merit and they should be paid for because people 
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should be willing to pay for them if they want them. If I place 
emphasis on the function of public expenditures to meet these wants, 
T am a little hesitant to say let us have these things when we need 
them to create employment and, ergo, let us not have them when we 
don’t need them to create employment and let us cut them out when 
we need to do this to check inflation. 

In other words, I do not like the thought of raising schoolteachers’ 
salaries in a recession by a logic which forces me to cut them when 
inflation comes along. I think on the whole, our economic outlook is 
sufficiently favorable that these expenditures would have to be justified 
on their own merits. 

So I think while there may be a number of things that can be speeded 
up, such as the highway program and certain other things, I think 
basically the idea is let us take these things seriously; let us look at 
them for their own merit; let us have by all means, enough, but for 
their own merit and rely physically speaking for stabilization pur- 
poses more on the tax adjustment and I think this is the point in prin- 
ciple, quite apart from the greater degree of flexibility which I think 
we could provide for on the tax side and more quickly taking hold of 
the economy. 

The Cuamman. Any further questions of Professor Musgrave? 

If not, Professor Musgrave, we thank you for coming to the com- 
mittee and giving us the benefit of your thinking. 

Our next witness is Prof. W. A. Paton. For the purpose of the 
record will you state your name, address, and capacity in which you 
appear ? 


STATEMENT OF WILLIAM A. PATON, PROFESSOR OF ACCOUNTING, 
UNIVERSITY OF MICHIGAN 


Mr. Paton. My name is W. A. Paton. My address is Ann Arbor, 
Mich. I might say I am professor of accounting at the University of 
Michigan and also have the title of professor of economics. 

Mr. Mason. I thought Mr. Musgrave was the head of the depart- 
ment of economics there. 

Mr. Paton. There is quite a gang of us. 

Mr. Mason. You are all heads of that department ? 

Mr. Paton. I donot say we are all heads. 

The Cuatrman. The difference is that Professor Musgrave is in the 
undergraduate school, is that not right ? 

Mr. Muscrave. In the department of economics, which is both grad- 
uate and undergraduate, but I am not head of that department. 

The Cuarrman. Professor Paton is in the school of business admin- 
istration. 

Mr. Paton. The chairman at the present time is Gardiner Ackerly. 

The Cuarrman. Before you begin your statement we do have ma- 
terial here at the desk which you have submitted. Would you suggest 
that we have it in the record since you will not use this material in 
your statement to us? 

Mr. Parton. I would like to have it in the record, although I would 
like also to utilize a part of it informally. 

The Cuarmman. Without objection, this material will appear in the 
record in connection with your statement. 

Mr. Paton. Thank you, Mr. Chairman. 
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(The documents referred to are as follows :) 


EFFECT OF INFLATION ON MEASUREMENT OF COSTS AND INCOME 
(Submitted by William A. Paton, University of Michigan) 


This exhibit is concerned with the problem of interpreting accounting data 
during and following a major and presumably permanent change in the general 
price level. In particular, it deals with the proper measurement of the cost 
of plant consumed when recorded plant costs are expressed in varying monetary 
units. It recognizes that the underlying accounts must present the dated dollar 
costs as incurred, but it shows that these basic accounting data cannot be 
validly compared, without a process of conversion, with revenues expressed in 
current dollars. 

Accounting is the means by which business measures revenues, expenses, and 
net income, year by year. 

The measurement of revenues and costs has special significance and impor- 
tance in the public utility field, where the price of the product is determined 
by regulation rather than by the action of market forces. Basic to the regu- 
latory process is accurate determination of the costs of providing the service. 

In general, the accountant meets no very difficult problem in the measurement 
of revenues, especially in the utility field, where payments are in cash and un- 
collectibles are relatively unimportant. 

Measurement of costs presents more serious problems in any business. 

Such costs as wages and taxes, which are incurred largely in the same account- 
ing period as the revenues to which they are related, present no difficulty. 

Other costs, however, originate in whole or in part in a different accounting 
period from that in which the related revenues appear, and the accountant 
is thereby faced with the problem of tracing those costs and assigning them 
to the revenues to which they apply. Examples are the cost of materials and 
supplies and the cost of plant consumed. 

In addition to the usual problems encountered in accounting for inventory 
and plant costs, a new problem—the major accounting problem of the day—has 
been created by the serious and sustained inflation of the last 15 years. 

Ordinary accounting procedure assumes a stable, unvarying yardstick. When 
this assumption is invalidated, as it has been by inflation, the result is to render 
accounting data accumulated over a period of years, and consisting of dollars 
of different values, unusable for significant determinations unless they are 
carefully converted and interpreted. 

Failure to make the necessary conversions of recorded data has resulted 
in serious understatement of certain business costs, and consequent overstatement 
of true earnings. 

As shown by the illustration following, it is simply not arithmetically sound 
to add dissimilar things as though they were the same. 

The illustration assumes that two buildings are built, one at a time. When 
the first building is built the foot is officially defined as it is today, and in 
terms of this unit the first building is 100 feet wide. 

It is then assumed that the unit of linear measure called the foot is changed 
to the equivalent of the previous 6 inches instead of the previous 12 inches. 
Following this change in the unit a second building is added, immediately ad- 
jacent to the first and of the same actual width as the first (and of the same 
character in all other respects). This second building is properly described 
as 200 feet wide in terms of the new short foot. 

With these conditions, what is the total actual width of the two buildings in 
terms of the prevailing short foot? 

It seems clear that the total width of the 2 buildings is 400 feet, computed 
as follows: 


Feet 

Width of 1st building originally recorded in the old measuring unit at 
100 feet, multiplied by 2 to convert to the new measuring unit________- 200 
Width of 2d building, already recorded in terms of new unit.___________ 200 
Total width of the 2 buildings expressed in the new unit___________ 400 


It would also be possible to say that the 2 buildings are 200 long feet wide but 
it is manifestly impossible to say that the combined width is 300 feet, for that 
is meaningless. 
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TOTAL WIDTH OF TWO ADJACENT BUILDINGS 


If lst Building is 100 Long Feet Wide 


And 2nd Building is 200 Short Feet Wide 


Eto 


100 Ft. (in old long unit) 









200 Ft. (in new short unit 


Relative Length Number of Number of Feet 
of Foot Feet Converted 
(New Foot = 1.00) (Unconverted) To New Foot 


FIRST BUILDING 2. 00 . 100 " 200 
SECOND BUILDING 1. 00 - 200 200 
TOTAL WIDTH 3x6 400 


The building illustration on page 3 is repeated on the following page to show 
that the same kind of arithmetic problem occurs when we describe the cost of the 
two buildings. If the first building were built in 1940 at a cost of $100,000 in 
1940 dollars, and the second building is added in 1955 at a cost of $200,000 in 1955 
dollars, what is the total actual cost of the 2 buildings if the 1955 dollar is worth 
half as much as the 1940 dollar? 

It seems clear that to say the total cost of the 2 buildings is $300,000 without 
explanation is a sheer inaccuracy. If it is desired to express the total cost in, 
terms of the 1955 measuring unit, which is roughly one-half of the 1940 unit, it is 
necessary to describe it as follows: 


Cost of 1st building ($100,000) multiplied by 2 to convert to 1955 


a bl ines $200, 000 
Cost of 2d building, expressed in 1955 dollars_____._.__-_-_-_----_---.-- 200, 060 
Total actual cost, expressed in 1955 dollars._.___._._--__.------~- 400, 000 


Of course, it can be said that the total cost of the 2 buildings is 100,000 1940 
dollars plus 200,000 1955 dollars. But if we add these 2 figures together and 
describe the cost as $300,000, without qualification, we are making the same kind 
of error as is made when the total width of the 2 buildings as shown on page 3 is 
described as 300 feet rather than 400 feet. 

The point is that cost is not just of number, but a number of something. Cost 
is an actual economic quantum—the amount of economic power or purchasing 
power committed or sacrificed. The problem is simply to measure it accurately, 
and if the size of the measuring unit varies, accurate measurement requires 
conversion of costs recorded in unlike units to a common denominator before 
putting them together for practical use. 
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TOTAL COST OF TWO ADJACENT BUILDINGS 
If lst Building Cost $100, 000 in 1940 Dollars 


And 2nd Building Cost $200, 000 in 1955 Dollars 


(assuming one 1940 Dollar equals two 1955 Dollars) 


100, 000 - 1940 Dollars | | 200, 000 - 1955 Dollars _ 








Relative Value Cost in Cost 
of Dollar Dollars Converted to 
(1955 Dollar = 1.00) (Unconverted) 1955 Dollars 


FIRST BUILDING 2. 00 x $100,000 = $200,000 
SECOND BUILDING 1. 00 x $200,000 = $200,000 
TOTAL COST $300,000 $400, 000 


Because of the change in the dollar under inflation conditions unconverted 
accounting compilations overstate real. corporate earnings. This results pri- 
marily from inaccurate measurement of cost as just illustrated. 

If a business started fresh every year and completely consumed all materials 
and supplies, plant, and other cost factors in producing that year’s revenues, 
both revenues and costs would be stated in the same kind of dollars, and data for 
that year, taken alone, would not be materially distorted. But of course this 
is not the typical situation. 

Instead, most businesses have large investments in inventories and plant, 
and in the case of plant particularly the cost is incurred long before the capacity 
represented by that cost is consumed. In the utility field, where large aggregates 
of plant must be provided and where that plant may continue in use for 20 to 30 
years or longer, the situation is especially serious. When the dollar is declining, 
unless the cost of plant consumed is stated in current dollars the effect is to 
understate the real cost and thereby overstate earnings. 

The statement on page 7 is a simple example of this. 

In the unadjusted version of this statement the cost of plant consumed is shown 
as $150,000. This is the result of adding 50,000 1940 dollars to 100,000 1955 
dollars without reducing the 2 quantities to a common denominator. The total 
of 150,000 of mixed dollars is then deducted from revenues, which are stated in 
1955 dollars, resulting in a statement of net earnings of $100,000. 

Actually, the net earnings ficure of $100,000 is overstated by $50,000, due to the 
understatement of the true cost of plant consumed. This is shown in the con- 
verted statement, in which this cost has been correctly stated entirely in 1955 
dollars—the same dollars that are used to express all other items in the 
statement. 
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X company, income statement, year 1955 





| As recorded 


| (unconverted) 
Line 
1 Revenues $750, 000 
2 Expenses: 
3 Employees’ services - - 250, 000 
4 Outside services_- 50, 000 
5 Material and supplies- as 100, 000 
6 Cost of plant consumed ! 2 150, 000 
T SRR oe i a ogee 100, 000 
8 Total deductions - 650, 000 
9 Net earnings. -- | 100, 000 


! Calculation of plant consumed: 
2 5 percent of $1, 000, 000 cost of plant installed at 1940 prices 
5 percent of $2, 000, 000 cost of plant installed at 1955 prices 


Total__- 
8’ Assuming 1955 price level is twice the 1940 level: 
5 percent of $1,000,000 cost of plant installed at 1940 prices meted by 2 to cor 
RE IE on tna wamceecee 
5 percent of $2,000,000 cost of plant installed at 1955 pr ices 


Tot: 
ILLUSTRATIVE COMPUTATION OF ALLOWABLE RETURN ON PROPER 


Assumptions: 
1. The 1955 dollar is equal to one-half the 1940 dollar. 


Stated in 
current or 
1955 dollars 


250, 000 
50, 000 
100, 000 

3 200, 000 
100, 000 





nvert te 


TY 


2. Property consists solely of 2 buildings, 1 completed at end of 1940 ata 
cost of 100,000 1940 dollars, the other completed at end of 1955 at a 


cost of 200,000 1955 dollars 
need for other assets, including working-capital resources, 

3. Fair rate of return on actual cost correctly measured, less dey 
assumed to be 6 percent. 


in unlike monetary units). 


Cost of property (summation of unlike dollars) 


i at ll ee i Le aka 


Depreciation of 1st building (assume, for illustration, 30 percent) —_- 


Cost of 2a tree, 1068 CepreciIAtion. «nen ene 
a ce sviietc Gesiiatennen Amine dno 


Total cost of property, less depreciation, in use beginning of 19: 


Allowable income 


(Over and above all expenses, including depreciation and tax 


(To keep the example in simple terms the 


is ignored.) 
»wreciation, is 


I. Erroneous computation (ignoring fact that the two buildings are recorded 


__ $100, 000 

30, 000 
70, 000 
__ 200, 000 





6. 270, 000 


es ) 


Income, or return, 6 percent of total cost of property less depreciation 


a mpecmempeninomt ss) et os toes oi se ee cs 


.-. $16, 200 


II. Correct computation (recognizing the fact that the 21 buildings are recorded 
in unlike monetary units). 
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Cost of property (correctly measured in uniform dollars) 


Cost of 1st building: 
As recorded in 1940 dollars, $100,000 


Converted to 19065 dollars, SX SiG 000 cme nn nemae $200, 000 
Depreciation on first building (assume, again 30 percent) ~.....------ 60, 000 
Cost of 1st building, less depreciation.._..._._..__-.._-_--_____-- 140, 000 

Cost of 2d building, just completed, and already recorded in 1955 


GOUUGIIE Soret abi hn ig lee we eget lille ttn ea wee iain 200, 000 


Total actual cost of property, less depreciation, in use beginning 
GO cc ene a a ach hi a iti lt 340, 000 


Allowable income 
(Over and above all expenses, including depreciation and taxes) 


Income, or return, 6 percent of total actual cost less depreciation ex- 
pressed in 1955 dollars, per above computation__.._.__._-_----------- $20, 400 


Rate of return realized on actual cost of property less depreciation, with cost 
data stated in uniform monetary units, current dollars: 

1. Under erroneous computation, 4.76 percent (16,200-+-340,000). 
2. Under correct computation, 6 percent (20,400-+-340,000) . 

Since the late thirties the Internal Revenue Service has implicitly recognized 
the impact of changing prices in the area of inventory valuations, by authorizing 
and later extending the use of the last-in first-out procedure (LIFO) in deter- 
mining taxable income, as an alternative to the first-in first-out procedure 
(FIFO) formerly prescribed. 

The first example on the opposite page illustrates the FIFO procedure. The 
example is that of a radio manufacturer who had on his shelves at the beginning 
of the year 100 loudspeakers which had cost him $5 each. To this stock he 
added 200 more units which he bought at $10 each. During the year he manu- 
factured 200 sets using this type of loudspeaker, so that at the end of the year 
he again had 100 left on his shelves. 

On the FIFO basis it is assumed that in his manufacturing he first uses the 
100 $5 units that were on his shelf at the beginning of the year. On this basis 
the deductible cost for loudspeakers used would be $1,500 (100X$5 plus 100x 
$10). Assuming an income of $5,000 after deducting other expenses but before 
consideration of the cost of loudspeakers, his taxable income would then be 
$5,000 less $1,500 for the cost of the loudspeakers used, or $3,500. 

The second example illustrates the use of the last-in first-out procedure 
(LIFO), and the allowable deduction for cost of loudspeakers used on this basis. 

It is assumed by the LIFO procedure that the 200 units used in manufacture 
were those last added to stock and hence were all $10 units. The manufacturing 
costs for the year therefore include 200 units at $10, a total of $2,000. Thus 
if the taxpayers’ income were $5,000 after deducting all other costs, his taxable 
income would be only $3,000 ($5,000 less $2,000 for the cost of the loudspeakers 
used). This is $500 less than it would have been under the FIFO procedure. 
The effect of the LIFO procedure evidently, is to state cost of loudspeakers 
used in the same current dollars as are used to express revenues and other costs. 

As indicated by this example, the use of the LIFO procedure has permitted 
the costs of merchandise and other inventories consumed to be stated in current 
dollars from year to year, thus avoiding in large measure understatement of 
cost and consequent overstatement of income. Use of the procedure for tax 
purposes has enabled many companies to avoid taxation of nonexistent inventory 
profits resulting from the inflation of the last 15 years. 

Businesses where inventory costs are important have thus had a great ad- 
vantage over public utilities and other businesses whose investment is primarily 
in long-lived plant. 

However, it is primarily in the case of long-lived assets that a serious problem 
of financial measurement is posed by a major change in the value of the dollar. 
Immediate recognition should be given to this problem to avoid further over- 
statement of true earnings of utilities and similar businesses. 
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TAXABLE INCOME, USING FIRST-IN, FIRST-OUT BASIS 














_— F L on —e 

BEGINNING OF YEAR CARRIED OVER-END OF YEAR 
On Shelf Beginning of Year 100 $ 5 Units 500 
Bought During Year 200 $10 Units $2,000 
Total Available in Stock 300 Units $2,500 
Used During Year (FIFO Basis) 100 $ 5 Units $ 500 
100 $10 Units 1,000 

200 Units $1,500 

Assumed Income Before Recognition of Cost of Loudspeakers Used $5,000 
Tax Deduction For Cost of Loudspeakers Used (FIFO Basis) 1,500 
Taxable Income $ 3,500 





TAXABLE INCOME USING LAST-IN, FIRST-OUT BASIS (LIFO) 


Used During Year | 











ws “ $5 UNITS 

BEGINNING OF YEAR : CARRIED OVER-END-OF YEAR 
On Shelf Beginning of Year 100 $ 5 Units $ 500 
Bought During Year 200 $10 Units 2,000 
Total Available in Stock 300 Units $2,500 
Used During Year (LIFO Basis) 200 $10 Units $2,000 
Assumed Income Before Recognition of Cost of Loudspeakers Used $5,000 
Tax Deduction for Cost of Loudspeakers Used (LIFO Basis) 2,000 
Taxable Income $ 3,000 


THE NEED FOR EXPRESSING THE BASIS OF THE DEPRECIATION DEDUCTION IN THE 
COMMON DENOMINATOR OF THE CURRENT DOLLAR 


(Submitted by W. A. Paton, University of Michigan) 


I’m going to take as my starting point a statement by Dan Throop Smith, 
Deputy to the Secretary of the Treasury, appearing in the January 1958, issue 
of the Journal of Accountancy, as follows: 

“The worldwide shortage of savings, in amounts and forms sufficient to finance 
needed investments, is one of the principal inflationary forces in the world. 
This fact requires new analysis of total levels of taxation and of the structure 
of tax systems.” 

To me this is a significant and important statement, and one which is basic 
to the deliberations of this committee. From time to time we all need to remind 
ourselves that the continuing growth of capital facilities is absolutely essential 
to maintain a high standard of living for a rapidly increasing population, 
and that this means that the incentives to save and invest funds in industrial 
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plant should be fostered in every practicable way. There is no mystery about 
this. Here in the United States the productivity which supplies one hundred 
and seventy-odd million persons with the highest per capita level of goods and 
services to be found anywhere on the face of the earth is crucially dependent 
on our stock of buildings, equipment, and other plant facilities, and the know- 
how of the people who construct and direct the use of these facilities. Without 
this endowment the North American Continent is nothing but rocks, water, and 
other elements of raw nature, and is completely incapable of meeting our needs. 
It follows that in the field of tax policy and elsewhere it is vital that every 
effort be made to safeguard the processes of capital conservation and forma- 
tion. We cannot assume that regardless of what is done taxwise the needed 
flow of capital will somehow be forthcoming. 

One phase of this general problem, and the phase to which I particularly 
wish to direct your attention, is the basic principle that in taxing income the 
taxpayer should be permitted to maintain his stock of capital from receipts 
from customers tax free; in other words the taxpayer should be allowed to 
deduct from revenue received during the life of a particular installation of 
buildings or equipment an amount sufficient to replace the productive capacity 
consumed in operation, free of tax. To date, however, this basic principle has 
largely been ignored in our tax structure with resulting major inequities between 
taxpayers and serious damage to the economy from the standpoint of capital 
preservation. The plain fact is that a substantial part of so-called income after 
taxes has had to be used by business concerns to replace plant capacity consumed 
instead of being devoted to plant expansion. This results from tax policies that 
overlook the change in the price level in defining the amount of depreciation 
deductible in computing income subject to tax. That is, the taxpayer is per- 
mitted to deduct over the life of a plant asset only the monetary units—dollars— 
represented by the recorded cost of the asset, regardless of the change in the 
value of the dollar that has occurred during the period through which the asset 
is used. The effect has been taxation of many taxpayers at rates substantially 
above the statutory rates and in some cases undoubtedly there has been con- 
fiscation of a substantial portion of the taxpayer’s real capital in the guise of 
income taxes. 

A simple example is needed to make my point clear. Assume that a taxpayer 
in January of 1938 built a frame multicar garage at a total cost of $50,000 
and that for the next 20 years he leased this building to various car owners 
on a monthly rental basis. Assume, too, that the operation of this property 
represents the entire business activity of this taxpayer. During the 20 years, 
proceeding on the basis of the applicable tax rules, he deducts from revenue 
each year 5 percent of the recorded dollar cost of the building, $2,500 a year, 
or a total of $50,000. In January 1958, he finds it necessary to demolish this 
building and replace it with a new structure. There is no net salvage value 
and the cost of the new building will be $150,000. For simplicity, let’s assume 
that the proposed new building will have the identical capacity of the old 
garage and be substantially the same type of structure in every respect. Now, 
where does our taxpayer stand and how is the cost of the new building to be 
financed? Assuming the taxpayer has carefully conserved the amount of money 
collected from customers tax free, to recoup his dollar investment of $50,000, 
he will have on hand only that amount, and he will be obliged to raise $100,000 
of new money, by borrowing or otherwise, in order to replace the plant capacity 
used up over a 20-year period in providing car rental space to his clients. Or, 
alternatively, he can invest the $50,000 he has in a building with a third or less 
of the capacity of the property be started with. Thus as a result of a tax 
program insensitive to the changing value of the dollar he has lost—and the 
country has lost—at least two-thirds of the stock of capital that he began 
with in 1938, amounting to $100,000 measured in terms of the current monetary 
unit. He is in about the same position as a man would be who started business 
with 1 fullgrown cow and after 20 years finds himself with nothing left but 
a ealf. 

This is of course a simplified, arbitrary example, but it is right on the beam 
in indicating what has been going on in this country the last 20 years. The 
way to get a grip on the fundamental aspects of our economy and the impact 
of a tax policy is by considering the fate of the person owning a single taxicab, 
a single dumptruck, or a single rental property as in my example. It is easy 
to become confused and overlook reality by contemplating in its entirety a huge 
multiplant steel company or a transcontinental railway system. I submit that 
my example is very much to the point in showing what has been happening to 
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taxpayers in general who have been committing their funds to long-lived plant 
installations during the past two decades. The truth is that such taxpayers 
have been taking a real beating, by paying taxes on overstated earnings. And 
this is serious, not merely because of the gross inequity being suffered by such 
taxpapers, which is bad enough, but because the overall effect is to make 
impossible the replacement of our stock of existing capital facilities without 
making a serious inroad on apparent net earnings and new accumulations of 
savings. 

It should be hardly necessary to labor the point that a 1938 dollar invested in 
plant represents a greater purchasing power, a greater economic commitment, 
than a 1958 dollar so invested, and the same thing can be said of the 1940 dollar, 
the 1945 dollar, or the 1950 dollar. And when a taxpayer collects a 1957 or 1958 
dollar from a customer and in so doing uses up a 1938 or other earlier dollar of 
plant capacity he is not breaking even—unless we are going to insist that the 
person who starts with 1 cow and winds up with 1 calf is holding his own. 

We tend to be confused because we continue to use the old term “dollar” to de- 
scribe our monetary unit. Actually the present United States dollar is not even 
a close relative of the dollars of 5, 10, 15, or 20 years ago. As I told the Joint 
Committee on the Economic Report back in 1948, if we were to change the name 
of our unit from dollar to “zollar,” it would become more plain to all of us that the 
current unit cannot properly be compared with the earlier units without a 
process of conversion. 

One of the oddities of statistical and accounting practice in this country is our 
failure in measuring taxable income of investors in plant assets to do what is 
ordinary, commonplace procedure in most other economic areas. No one would 
think, for example, of measuring changes in real farm income, or in manufac- 
turing wages, or in exports and imports without a preliminary process of convert- 
ing the unlike dollars involved to a common denominator. But when it comes 
to comparing the revenue dollars received from customers with the dollars of 
plant capacity consumed in producing revenues we have so far, in the tax struc- 
ture, persistently kept our eyes closed to the phenomenon of the changing price 
level and the consequent change in the purchasing power of our monetary unit, 
with very substantive and unfortunate consequences with respect to the basic 
matters of capital preservation and growth. 

The added point should be made that not only does our existing tax structure 
not permit the accumulation of funds, free of tax, sufficient to replace plant 
capacity consumed in production, but we are not doing even what we claim to be 
doing; that is, permitting the taxpayer to recover the actual cost he incurs, his 
actual investment in plant, free of tax. Here is one of our most persistent falla- 
cies, common among accountants, economists, and financial analysts as well as 
among laymen. Actual cost is not merely a number written on a peice of paper; 
it is a number of something. And I submit that that “something” is the eco- 
nomic sacrifice incurred, the purchasing power used in acquiring an asset. No 
one would dream of adding Canadian gallons and American gallons, or short 
tons and long tons, or feet and inches, or pounds and kilograms by simply adding 
the number of units together; all of us insist in such computations that there 
be a preliminary process of conversion to a common denominator before we add. 
Moreover, in the field of monetary units, no one would dream of adding English 
pounds sterling and United States dollars as if they were the same thing. And 
in the field of domestic currency no one would dream of adding dimes and dollars 
together without a conversion of dollars into dimes or vice versa. Indeed the 
only connection in which we keep on making errors in our financial arithmetic 
is in treating different generations of United States dollars as if they were iden- 
tical—although we all know better. To make my point entirely clear, let’s use 
a simple example. A taxpayer invests $1,000 in a unit of plant in 1942 and in 
1957, 15 years later, he acquires another unit of identical plant. In the meantime 
the price level has doubled, and he pays 2,000 1957 dollars for the second unit. 
Now, at this point I am asked what is his total actual plant? If I answer 
$3,000—a summation without interpretation or conversion—I am guilty of a 
gross arithmetical error, precisely the same kind of error I’d be making if I 
added 1,000 six-inch units and 1,000 twelve-inch units, and called the result 2,000 
feet. I can correctly say that the taxpayer’s actual cost is 1,000 1942 dollars 
plus 2,000 1957 dollars, but in order to produce a correct total cost, I must first 
convert to a common denominator. If I use the current dollar as my yardstick, 
the correct statement of the total actual cost of plant is $4,000, the cost of the 
last unit plus the cost of the first unit, both expressed in the 1957 dollars. 
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Frankly I am getting very tired of these people who keep on insisting that our 
tax structure is based on actual cost, and permits the investor in plant assets to 
deduct the actual cost of plant capacity consumed in computing taxable income. 
This is simply not true, as I have just demonstrated. It is necessary to convert 
the varying dollars of cost on our books to the common denominator of the cur- 
rent dollar, the kind of dollars the taxpayer is collecting from customers, in 
order to compute the actual cost of plant capacity currently consumed. 

It is of interest to note that the type of compuetation I am stressing is a com- 
monplace form of measurement in many countries other than the United States, 
and in these countries it is clearly recognized that in determining the deprecia- 
tion deduction it is necessary first to convert the unlike units of plant cost on 
the books to the common denominator of the prevailing monetary unit. In 
France, for example, the investor in plant arrays his cost of plant by years of 
installation. He then multiplies each batch of recorded francs by the appropri- 
ate official index or coefficient, and the grand total of the result of these multipli- 
cations gives him the total actual cost of plant expressed in the current franc; 
his depreciation deduction for the year is then found by taking the proper per- 
centage of this grand total. I wouldn’t care to go on record as praising French 
tax habits or procedures generally, but at this particular point French tax pro- 
cedure is on a thoroughly sound basis. 

I have referred once or twice to inequity between classes of taxpayers. I 
have in mind in particular the contrast between the treatment of the taxpayer 
who invests primarily in materials and merchandise and the taxpayer who 
invests primarily in long-lived plant facilities—buildings and equipment. In 
the case of the former group Congress has authorized LIFO procedure through- 
out the period of inflation we have been experiencing. This procedure provides 
in effect for deducting from revenues each year, in determining taxable income, 
the most recent costs experienced in acquiring merchandise. In other words, 
this class of taxpayer is permitted, under the code, an allowable deduction, 
from year to year, in the form of the prevailing level of materials and mer- 
chandise costs incurred. Thus he matches 1957 revenue dollars received, for 
example, with merchandise costs incurred in the same year, and usually toward 
the latter part of the year, and avoids any major overstatement of earnings. 
The investor in plant assets, on the other hand, is permitted to deduct cur- 
rent costs only in the case of plant acquired in 1957, and the bulk of his prop- 
erty, in most cases, was acquired in previous years, often 10 to 20 years earlier. 
Thus this investor is unfairly treated; he is taxed on overstated earnings and 
pays substantially higher rates than the investor in merchandise. 

It is somewhat ironic that LIFO procedure provides for the recognition of 
current cost as an allowable deduction in the field where the impact of inflation 
is least serious from the standpoint of year-by-year accounting measurements. 
That is, materials and merchandise pass through the enterprise as a rule at 
a fairly rapid rate; in general the purchases of the current year are largely 
disposed of within such year or in the immediately succeeding period. Thus 
the impact of a changing price level may not be very marked while a particular 
batch of merchandise is being converted to cash through sale of product. In 
the case of plant investment, on the other hand, the particular installation re- 
quires a period of 5, 10, 20, or more years to be consumed in production and con- 
verted into cash, and during periods of such length a serious change in the 
price level, and in the value of the dollar may be experienced. 

Moreover, it is in the field of plant investment that business risk is most 
acute and that the preservation of capital and the incentive to invest becomes 
especially important. The investor in a stock of merchandise for his store 
takes risks, to be sure, but his risk is greatly minimized by the fact that he 
expects to dispose of his current purchases in a matter of months, or within 
a year or so at the most, and drastic changes in the economy are not to be ex- 
pected during the time he takes to dispose of a particular batch of goods. 
It is of the utmost consequence, accordingly, that the investor in long-lived plant 
assets be permitted to deduct the plant capacity currently consumed measured 
in current monetary units in determining taxable income from year to year. 
We desperately need, in the Internal Revenue Code, some form of LIFO pro- 
cedure applicable to plant, if we are to prevent the further drying up of the 
stream of funds necessary to replace and expand our productive plant—a 
vital matter to the whole economy as I indicated at the outset. 

The point I am making is of crucial importance to the privately owned pub- 
lie utilities—notably electric, gas, and telephone companies (and the railroads 
should be mentioned here too). As is well known, such enterprises require 








' 
' 
' 
} 





2412 GENERAL REVENUE REVISION 


very large installations of plant, with average lives of 20, 30, or more years, 
in order to carry on their operations, and the annual deduction for plant capacity 
consumed is a major operating cost in these fields. But under present tax rules 
these companies are operating under a major handicap as compared with tax- 
payers whose investments are largely in merchandise, or even in relatively short- 
lived industrial plant. The utility. companies are understating their actual 
costs and overstating their net incomes very substantially, as has been demon- 
strated by competent tests again and again, and thus the income-tax rates 
levied on such companies, nominally the same as those in effect in other fields, 
are actually substantially higher than the rates in any other major area. This 
is the more serious in that the selling prices of these industries are subject to 
strict commission regulation and have not generally been permitted to rise 
with the rise in the prices of products in the so-called unregulated fields. I 
submit that the present tax structure is ideally designed to drive private in- 
vestment entirely out of the public utility fields and if it is not the intention 
of Congress to force Government ownership and operation in these fields, which 


would be a most unfortunate development in my judgment, there should be an ‘ 


immediate change in the basis of computing the depreciation deduction for in- 
come-tax purposes along the lines I have tried to indicate. 

I want also to mention the small industrial plant with a potential for growth. 
As I believe my garage-owner example clearly shows, the present tax rules 
with respect to the basis of the depreciation deduction, tend to inhibit replace- 
ment of the plant capacity consumed, in an era of rising prices, to say nothing 
of expansion. This condition is a major roadblock to the growth of small plants, 
relying largely on funds generated in the business. 

I hope you gentlemen will keep clearly in mind the distinction between what 
I am proposing and the question of so-called accelerated depreciation procedures. 
There are two problems in connection with the treatment of depreciable property 
for income-tax purposes: (1) the measurement of the amount of the basis of 
the depreciation charge—the number of dollars to be deducted from revenues 
over the life of the particular installation of property; (2) the scheduling or 
spreading of this amount year by year. My discussion relates entirely to the 
first problem—the total to be deducted over the life of the property—and this 
is the basic problem during a period of inflation. With respect to the second 
problem, the spreading of the accepted base amount by years I’ll only say that 
I am sympathetic, in general, to recognition by Congress of other reasonable 
methods, suitable for particular types of property and conditions of operation, 
in addition to so-called straight-line procedure. In the case of specialized plant 
facilities, carrying a large element of risk, there is much to be said for rela- 
tively rapid absorption in the early years of service life. But I want to point 
out that whatever scheme of spreading the depreciation base over service life 
is adopted the taxpayer will still be denied the right to deduct from revenues 
an amount sufficient to maintain his capital if the total deduction permitted 
is less than the cost of replacing the plant capacity consumed when the par- 
ticular installation is retired. As I said before, in a period of sustained in- 
flation, representing a serious decline in the purchasing power of the mone- 
tary unit in use, the basic requirement is that of granting the taxpayer the 
right to deduct from revenues an amount which will permit him to main- 
tain his actual stock of capital, avoid impairment of his plant capacity, over 
the life of the plant consumed. It is less important as to how the total deduc- 
tion is spread. One possibility, which has great merit as a practical device, 
is to permit a deduction at the date a particular installation is retired equal 
to the excess of the cost of replacing the plant capacity involved over the total 
amount of deductions allowed prior to retirement date. As I understand it, 
this plan has already been recommended to this committee and I am very glad 
to have the opportunity of endorsing this proposal. Including such a pro- 
cedure in the code would amount to the adoption of a form of LIFO applicable 
to taxpayer investment in buildings and equipment. 

I hope that the members of the committee will realize that the position I 
am taking conforms essentially to that held by many leading accountants and 
economists. It is true that the accounting profession as a whole, in this coun- 
try, has been sluggish in the matter of taking an official stand regarding the 
importance of recognizing the change in the value of the dollar in crucial 
accounting measurements. But there has been intensive consideration of the 
problem by professional committees, and there have been a great many articles 
and monographs written on the subject, most of which express views that are 
essentially in accord with the position I am presenting here. In addition there 
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have been a number of research projects which have dealt with the general 
problem, notably those of the American Accounting Association, the results of 
which are available in published form. Recently the Supreme Courts of the 
States of Iowa and Missouri have insisted that in public utility rate regulation 
the depreciation deduction must be expressed in current dollars. A few cor- 
porate reports include financial statements which show the effect of depreciation 
charges computed in the common denominator of today’s dollar. 

The overstatement of income which I have referred to has also been care- 
fully estimated by competent economists. I’ll mention only the notable studies 
made by George Terborgh, research director for Machinery & Allied Products 
Institute. The results of his most recent study were issued last August under 
the title “Corporate Profits in the Decade 1947-56.” This study states that the 
profits of the American corporate system for the decade covered totaled only 
$144 billion instead of the $187 billion reported, an overstatement of 30 percent, 
and that the resulting effective tax rates have exceeded the stated statutory 
rates by an average of nearly 7 percentage points. The report points out that 
the cause of the overstatement is our failure to measure the consumption of 
our stock of buildings, equipment, and other assets in current dollars. I ear- 
nestly recommend the careful examination of this report by this committee. 
Total earnings and earning rates have undoubtedly been grossly overstated 
during the postwar years—a fact which is quite contrary to opinions which 
are widely held and publicized, especially in political and labor circles. This 
condition is not conducive to wise decisions by Government agencies, business 
managements, investors, or other interested parties. 

This brings me to a final observation. Among the arguments which are 
advanced by opponents of any proposal that taxpayers be granted depreciation 
deductions which will permit them to maintain their stock of capital assets, 
their productive plant capacity, without subjecting any portion of the required 
funds to a tax levy, is that we cannot afford at this juncture the tax relief 
involved. This is of course the same thing as saying that in the case of the 
revenues derived from plant assets we must continue a tax system that treats 
a portion of such an investor’s actual capital as income—a sorry situation. 
But I am convinced that there is nothing in this argument. As I emphasized 
at the beginning of my piece our productivity depends essentially upon main- 
taining and expanding our endowment of productive facilities. And it should 
be obvious that as production is increased by encouraging prompt replacement 
and fostering the flow of funds into additional plant assets the stream of taxable 
income at any given rate will also expand. Taxing capital in the guise of income 
is never good policy, even as a practical fiscal expedient. Such a policy always 
amounts to injuring if not killing the goose that lays the golden eggs, and no 
amount of emotional allegations to the contrary will ever alter this fundamental 
economic truth. 





» SMALL CORPORATIONS SHOULD HAVE THE Ricut To BE TREATED AS PARTNERSHIPS 
FoR TAX PURPOSES 


(Submitted by W. A. Paton, University of Michigan) 


There are several hundred thousand small local business corporations in 
this country and there is no substantive distinction between these enterprises 
and the ordinary single-proprietorship or partnership. Accordingly these small 
companies should be granted the election of being treated as partnerships for 
tax purposes. It has been fairly obvious for a long time that it doesn’t make 
sense to treat the local hardware stores, bakeries, laundries, plumbing shops, 
and so on differently if they happen to be operating under the corporate form 
from the host of similar establishments which are unincorporated. I believe 
a change in the code to remedy this situation has been up for consideration 
before, and action on the proposal is past due. There is a closely related 
precedent in our past tax procedures in the privilege extended to so-called per- 
sonal service corporations to elect to be taxed as partnerships; as I recall it, 
this election was permitted for a period of about 4 years, beginning in 1918. 

The main argument for this change is that of avoiding a tax structure which 
discourages small business firms from incorporating, or encourages existing 
small corporations to disincorporate. The corporate form of organization has 
the feature of limited liability and thus facilitates the raising of capital. The 
partnership form, on the other hand, tends to limit development and growth. 
It is highly desirable, accordingly, that our tax structure does not place the 
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Small corporation at a disadvantage as compared with the partnership or single 
proprietorship. 


There is of course the problem of drawing a line between small corporations 
and the larger companies—assuming that it is not practicable at present to 
extend such an election to all corporations. However, I see no major difficulty 
here. Total assets, number of employees, and number of stockholders are major 
criteria that can be used. The limits set, for example, might be assets of $5 
million, 500 employees, and 100 stockholders. 

Mr. Paton. Part of the material that you referred to is a 6-page 
or 514-page, single-spaced statement about the point that I would 
like to give the most attention to and that is the need for expressing 
the depreciation base in business in current dollars. 

Now, that subject has been raised before you gentlemen in this very 
hearing, and I would like to have you think of my statement as sup- 
plementary, but I think the matter is so important that I hope you 
will bear with me if I repeat to some extent, what may have been 
said earlier. I do not think I will consume more time this way. 

I would like to begin with the substance of this 6-page item among 
the 3 items, and speak somewhat informally if I may, and I think 
perhaps I can make my points clearer that way and also not spend 
any more time than I would if I read this statement word for word. 

Mr. Mason. We like that informal discussion of it. 

Mr. Paton. Well, that is my style. 

I do want to start off by using as my golden text, so to speak, a 
couple of sentences quoted from ‘Mr. Dan Throok Smith’s article in 
the Journal of Accountancy in this month, January 1958, Mr. Smith 
is deputy to the Secretary of the Treasury. 

Mr. Mason. We know him quite well. 

Mr. Patron. If I may read two sentences that are in my piece: 

The worldwide shortage of savings, in amounts and forms sufficient to finance 
needed investments, is one of the principal inflationary forces in the world. 
This fact requires new analysis of total levels of taxation and of the structure 
of the tax systems. 

I concur very heartily in that statement of Mr. Smith’s and I want 
to sort of take off from that point of view. 

Let us not delude ourselves with any notion that we are overloaded 
with productive capacity. We depend, as you all realize, of course, 
crucially on our stock of buildings, equipment, and other capital goods 
to maintain the productivity necessary to supply one-hundred-and- 
seventy-odd million folks with the standard of living they are ac- 
customed to, to say nothing of providing for defense, and I think it 
is commonplace, you have heard all this before, but I do think we need 
to remind ourselves occasionally of the commonplace of life and one 
of them is that we have to take special pains in tax matters to preserve 
our stock of capital goods and also try to encourage and foster in- 
centives to add and expand that stock of capital goods. 

We are absolutely dependent on them, and savings are scarce de- 
spite all the talk to the contrary, just as Mr. Smith says here, for the 
size of our economy. The next thing I want to say is this—and I am 
not saying anything news here at all—just reminding us of something 
that we are all familiar with. It is a basic principle of income tax ation 
that any taxpayer be permitted to retain from revenue received from 
customers’ funds sufficient to preserve the stock of capital facilities 
he started out with. 
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I submit, and I think this is serious, gentlemen, that for a period of 
ears we have been ignoring this principle in our tax code in a very 
important way. We have been ignoring it in a sort of implicit way 
that has crept up on us. We are not permitting taxpayers to do this 
simple, understood thing and taxpayers, business concerns generally, 
are overstating earnings and are not collecting from their customers 
free of tax the plant capacity that they are using up from day to day. 
Of course, this is due to inflation. 1 don’t know whether we should 
say it has crept up on us—talking about this creeping inflation of 
Professor Schlichter’s—but we have been having substantial infla- 
tion ; that isa very real fact. 

The value of the dollar has fallen at least 50 percent in the last 
15 years, and I do not think that is peanuts. I think that while it is 
not in a way anybody’s fault in particular that we have been ignoring 
a very important point in the tax structure in not giving attention to 
that matter. 

I want to use the example that I have in here but let me present it 
offhand. I wish you would go along with me. I have given quite 
a little thought to thisexample. It is an imaginary one, of course, but 
let me state it for you. 

Let us imagine a fellow with a big piece of land back in January 
1938, 20 years ago, who likes to do semateane with it. He builds a 
multicar garage on it that costs him $50,000. Let us say a frame con- 
struction. I will leave the size to your imagination. 

He rents the garage. Get the condition in mind. He invested 
$50,000 in 1938 dollars in January of 1938, in this multicar garage. 
He assumed a 20-year life and in accordance with tax rules, he deducted 
5 percent of that cost, ignoring possible salvage value, each year for 
20 years. 

if my arithmetic is right that is $2,500 a year and in 20 years that is 
a total deduction of the $50,000, the recorded cost of that property. 

Now, here in January 1958, 20 years later, let us suppose 2 things 
work according to Hoyle: This building becomes sufficiently decrepid 
so he decides to rebuild. So he goes to the contractor to get esti- 
mates, and he finds that it will cost him $150,000 to rebuild that 
building. He has retained from revenues, free of tax, $50,000. Now 
there is no imagination about this. That man must either borrow 
or raise in some other way, an additional $100,000 1958 dollars in 
order to go ahead with reconstructing that building. 

Iam assuming that that is his entire business activity. In my humble 
opinion, if you want to see what is happening in this economy you 
want to look at it all at once and you don’t want to look even at a 
great big sector of it, but you want to take a chap with one taxicab 
or a fellow with a dumptruck or my fellow here with the multicar 
garage. 

He can either find $100,000 out of the supposed stream of savings of 
somebody in order to get back to where he started or alternatively he 
= build something less than a third of the size garage that he had 

efore. 

Now that man has not maintained out of revenues the plant capacity 
that he started out with. In terms of present-day dollars he has lost 
$100,000 of capital and the community has lost $100,000 of capital 
which is a point I think should be considered. 
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To use my illustration the way we used to describe this kind of 
thing, he is like a fellow who started operating with a full-grown cow 
and after a number of years, winds up with nothing but a calf. That 
is exactly the situation that man is in. 

I realize that that is a symbol and a somewhat arbitrary example, 
but in my humble opinion it is a perfectly valid example in bringing 
out what has been going on in the last 15 years in our economy and 
in our tax structure and I think it is a very serious matter. 

I am going to make a suggestion shortly as to a possible remedy. I 
hope very much that you gentlemen will give this some thought because 
I don’t think it is of negligible proportion. 

Now I might put this another way by saying that when you collect 
from a customer, say in 1957 or 1958 dollars, and use up a 1940 or 
1945 or 1950 dollar of plant capacity you are not breaking even. We 
kid ourselves because we use the same word, “dollar.” I once sug- 
gested here 10 years ago that we change the name of the monetary 
unit to zollar so we would realize what is going on. 

The 1939 dollar that I started my example with is not even a close 
relative of the present-day dollar. You know in measurement, in eco- 
nomic measurement, generally we are very careful about this point. 
In measuring real farm income, measuring changes in exports and 
imports and so on it is commonplace among statisticians to convert 
the entire picture to a common denominator of some usually current 
monetary unit. 

None of us would think of adding English long tons and American 
short tons or Canadian gallons or American gallons or moving over 
into money, French francs or American dollars or pound sterling and 
American dollars as if they were the same thing. 

Right in this country the Canadian dollar is bid at a small premium 
as you know in recent years and most accountants meticulously con- 
vert the Canadian dollar into the American dollar when they are 
computing, but we have been singularly different statistically in the 
field of measuring taxable income to the importance of stating things 
in income units. 

It is just as ridiculous adding 1939 dollars and 1958 dollars as it is 
to take a 6-inch rule and compare it with a 1-foot rule, as if they were 
the same thing. 

In that connection, I would like to make the added point—this is 
a little bit technical, but I think you gentlemen are quite capable of 
appreciating technical points here and it is not too complex. I make 
a suggestion along this line: Say we will base our tax structure on 
cost. Now, I submit to you gentlemen we are doing nothing of the 
kind in the field of pan, along the lines of plant assets. 

Cost is not merely a number on a piece of paper. Cost is a number 
of something; it is a measure of economic sacrifice or purchasing 
power devoted or committed to some undertaking. Believe me, a 1938 
dollar of purchasing power devoted to some undertaking is not in any 
sense the same thing as the 1958 dollar. 

Now, I have a piece there, gentlemen; it has some great big letters 
on the outside. It is flamboyant as far as its cover is concerned, the 
effect of inflation on the cost of income. 

Our time is limited here and I am not going into it at all. I just 
want to say that it is not too difficult reading. I think you would 
be slightly interested in my little point about arithmetical measure- 
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ment here. I have worked this out with some care and I hope you 
will take a look at it for the purpose of trying to see what I am driving 
at when I say we are not permitting our taxpayers to duck the actual 
cost of plant capacity being used up. We are not ea can them 
to duck replacement cost. We are not permitting them to duck the 
cost of the undertaking if it is properly measured in the common 
denominator, of the current dollar which is the dollar we are collecting 
from our customers. 

Now this has been brought out here in this hearing before. Let me 
make one allusion to it. In foreign countries this is a commonplace, 
the kind of conversion I am talking about. In France which is one 
of the most publicized examples, here is what a chap who has an invest- 
ment in plant in France does in rt his depreciation deduction. 

He lines up on a sheet the date of installation. Here are the dates 
in one column. Over in the next column are the frances by years. 
Over in the next column are the index numbers published by the gov- 
ernment. He multiplies across, adds up to the total of all those multi- 
plications and makes his depreciation rate to that grand total at the 
bottom. 

Of course, with the inflation as severe as they have had they would 
have completely wrecked the possibility of accumulating plant re- 
source. There would have been complete confiscation if they had not 
done something of this kind. 

I want to mention the question of equity which has come up here 
from time to time. And it is important, although often you have to 
disregard some consideration of equity when you go back to a field of 
developing a tax program for a particular year or period. But we 
do have and have had it now for 15 years or more. LIFO followed, 
which you know about. 

Congress finally approved that rather wholeheartedly for all tax- 
payers back about 1940. 

Now, what does LIFO do. It permits the investor in materials or 
merchandise in computing taxable income to deduct from the revenues 
of the taxable teil substantially the current cost of the merchandise 
and materials he has handled. 

In other words it permits him to compare both charges and revenues 
in current dollars. 

And many pone think it has been a lifesaver to folks investing 
in material. I have no objection to it but let me say I want you men 
to notice that we have nothing of that sort with respect to the chap 
who has invested heavily in plant and equipment. And we have many 
classes of business taxpayers in which investments in that area are 
much larger and more important than investments in merchandise. 

Notice this, if you will, please. Merchandise turns over fairly rap- 
idly. It is rather seldom that a particular installation of merchandise 
will be purchased without being disposed of in the current year or 
immediately following. 

So it is rather ironical, I think, that that is the place where we have 
the relief. Now, I will say that the investor in merchandise which 
turns over fast does in this country under our tax structure compare 
revenue dollars and deduction dollars that are substantially homo- 
geneous from year to year. That is the easily adopted LIFO to which 
he has the privilege of using. 
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But it is the chap who invests in stuff that lasts for 5, 15, 20 or more 
years who is really in difficulty here. Because the change in the value 
of money can be very substantial while he is working his way out of 
a particular installation of plant facilities. 

That is a feature of our tax structure that I think should be given 
attention. We need something on the order of LIFO very badly 
for the investor in plant and equipment, which is the key type of 
capital for putting Gini on substantially the same footing in an in- 
flationary situation that we have for 7 years placed the chap who 
invests in merchandise and material. 

And please note this. Please note that the chap who assumes the 
big risk in our economy is the taxpayer who has heavily invested 
ieaiiieen and equipment. 

I have often wondered how they have the nerve to do it. If I had 
a million dollars, believe me, I would head for the South Seas rather 
than put it in brick and mortar. But it takes a little nerve. There 
is a lot of risk involved in investing in something that is going to 
take 20, 25, or 30 years to get your money out. So if we have any 
regard for venture capital and the importance of preserving the flow 
of venture capital, new ventures and old, we should add a LIFO for 
the fellow that invested in plant and equipment in the early days 
of this inflation even if we didn’t have something of that kind for the 
man who invested in merchandise and materials. 

This thing is absolutely compact. I am not arguing against LIFO. 
I am saying that it is ridiculous, frankly, to give that privilege to the 
fellow who is investing heavily in merchandise and material and not 
extend a similar privilege to the man who invests in plant and equip- 
ment. 

The merchandise only stocks up his stores, and he is taking risks 
to be sure. But those risks are greatly minimized by the fact that 
he expects to dispose of that stock in a few months or a year or so at 
the very outside. And he doesn’t expect the economy and the price 
level and the value of the dollar to change radically during that period. 

We recognize that situation in our tax return. 

I have a question I think that I would like to ask, or I want to make 
a definite proposal or echo a definite proposal. But let me throw in 
a couple more sidelights on this before I do that. 

I don’t know whether it is bad politics to mention public utilities 
in this circle or not. But you know the situation. The large area 
that is especially hard hit is the public utility railway situation. You 
all know the characteristic of those businesses. There is no business 
quite so striking as an enormous investment in fixed plant that will 
last on the average of 25 or 30 years. And those utilities haven’t 
collapsed yet. They have been raising some capital. 

But they have all been understating their costs, because they are 
all figuring depreciation as a summation without conversion of these 
heterogenous dollars that are represented in their installation of plant. 
And that total figure runs into 10 percent or so of revenue. It over- 
shadows all of their business expenses that they have aside from labor. 
It isa very important item, I mean to say. 

Of course, they are all Commission regulated. 

So their prices are not as free to move. We really believe in pri- 
vate ownership in those fields. Believe me, those chaps are paying. 
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Many of them are paying taxes out of capital without any question. 
I haven’t seen it yet because of the ease of borrowing through the last 
15 or 20 years at relatively low rates of interest. But they will see 
them. You youngsters on this committee just remember that this 
old man told youthat. They willsee it. And those fellows are riding 
for a fall, because they are paying higher tax rates than any other 
major sector of our economy. 

Because of this peculiarity in their plant situation and depreciation 
in economy they are paying higher tax rates. 

I want to mention small business here. I think our preoccupation 
with small business is justified. I think the vitality and growth of 
an economy, if you are going to have a free-market economy at all, 
depends on, to a considerable degree, the coming forward and the 
surging ahead of small business. They need a LIFO in respect to 
plant and equipment if they are really going to expand. There is 
nothing very encouraging about the present situation that doesn’t 
permit a person, taxpayer, or business concern, to deduct from revenue 
during the life of his plant anywhere near enough to replace the plant, 
to say nothing of expanding. 

If he expands, or if he replaces equipment, he has got to rely on 
the stream of income, so-called, or savings that he draws in from 
other sources. 

Now, as to a proposal, what I want to do there is echo a proposal 
that has already been made, particularly by Mr. Maurice Palabay, 
who has testified here within recent days. I want to call your atten- 
tion to a spot that is on page 5 of this piece that I have been talking 
about here. I got carried away and I have forgotten my outline and 
everything else. 

I underscored a few sentences down there, or a long sentence, rather, 
two-thirds of the way down the page 5. I would like to call your 
attention to it, particularly. 

One possibility which has great merit as a practical device is to permit a 
deduction at the date a particular installation is retired equal to the excess of 
the cost of replacing the plant capacity involved over the total amount of 


deductions allowed prior to return date. 

That would be closely allied to applying LIFO to this situation. 
It would take the guesswork out of it, and would permit the taxpayer 
his extra deduction only when the date of retirement has rolled around 
and he can show then what the situation is. 

It is not ideal. In some ways I prefer the system in France and 
some of the other countries. But I think that is the practical sugges- 
tion that we might seriously consider, that you gentlemen might seri- 
ously consider. 

There is nothing startling about it. There is nothing impractical 
about it. And it would be on all fours with LIFO, except for re- 
tardation. But after all we allow LIFO when the goods are dis- 
posed of. 

We can allow the similar system when the chap retires his equipment 
and can demonstrate that he has deducted less than the amount 
required. 

Also Congress has done this. You men have done this a few years 
ago. You put into the code a feature with respect to residences, homes, 
which is very much like what I am talking about here. In other 
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words, a chap who has a home, who paid 10,000 earlier dollars for it 
and sells it for 20,000 current dollars, is not compelled to pay a tax 
on that difference, provided he reinvests the money he has received in 
another home. And I will say that you men, some of you, know 
more about that than Ido. But the matter was raised of this inflation. 

And one of the reasons undoubtedly that influenced Congress in 
this matter of homes was the very point I am talking about, the chang- 
ing value of the dollar. 

Well, I see no reason why we should not do something similar for 
business plant. And it would have a lot of merit in stimulating the 
maintenance of our stock of capital goods, and also adding to it. 
I am not pleading any group of concerns’ cases here at all. I am just 
thinking of the importance of handling our tax code in such a way 
that we don’t discourage or inhibit the maintenance of our stock of 
capital goods out of revenues and we don’t turn the guy into a fellow 
who started with a cow and winds up with a calf. 

I think this proposal which has been presented earlier by Mr. 
Palabay and others is a very practical proposal, and I would like to 
indorse it 100 percent. 

I just want to refer to an item on page 6. 

Mr. George Turborg, I believe, has been a witness here in recent- 
day programs. I am not sure as to that. But Mr. Turborg, who is 
research director of machinery, has come out with a pamphlet everyone 
ought to have. I don’t have to stock of them, but I would be glad to 
ship them to the members of this committee if they don’t have them. 

Mr. Reep. I think that would be fine. 

Mr. Paton. It relates solely to the corporate situation, but it 
applies in principle to this situation. He has a pamphlet which I 
think is based on very thoroughgoing research. Nobody can push 
Mr. Turborg to one side as an objective and competent economist 
and research man. 

The Cuarrman. Mr. Reed, let me make this suggestion. Our staff, 
of course, is acquainted with Mr. Turborg. Rather than have Pro- 
fessor Paton going to the trouble of getting it and sending it to us, 
let us have our staff obtain copies for us. 

Mr. Parton. I wish you would. You gentlemen would be interested 
in reading it. He estimates that in the last decade corporate earnings 
have been overstated by over $4 billion a year as compared with real 
earnings, because of the failure to deduct the actual consumption of 
buildings, equipment, and other assets expressed in the same kind of 
dollar that the revenue is in. That is about a 30-percent overstate- 
ment, and it has quite a profound tax effect. It is good reading. You 
can see at a glance that it is the result of careful work. And I wish 
you would take a look at it. 

Now, I do not wish to impose upon your time here, Mr. Chairman. 
I think I have covered the points I had in mind. I may not have 
covered all the points, but I have said enough about this point. You 
have my 6 pages here and you have got this larger piece that I referred 
to that you can look at if you are interested in the point. And you 
have my endorsement of a specific proposal. I will not take time to 
read it or comment on it, because it 1s largely an unrelated point. 
But it is something that has worried me for a long time. It has been 
before you gentlemen in days gone by. I did not present it, but others 
have. I think in the field of small corporations, of which there are 
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about 700,000 in this country, such as little bakeries and plumbing 
shops, et cetera, it will be very desirable if we permitted these entities 
to elect to be taxed as partnership. I think many of them would so 
elect despite perhaps some implications to the contrary in some of the 
testimony that has been heard today. But at any rate, those con- 
cerns are nothing but incorporated family sole proprietorships or 
partnerships. We ought to have complete flexibility there. 

I am talking about the 200,000 or 300,000 little companies. You all 
know scores of them in any ‘town or community that you happen to 
live in. I would like to see that given consideration. It was up in 
connection with the 1954 code. It may have been in one of the bills. 
I don’t remember now. It is a point that is related to what I have 
had to say before simply in this sense, that when it comes to raising 
capital, the corporate ag is a much more convenient vehicle for 
expansion because of limited liability, and so on, than the partnership 
form. 

I do not like to see us have anything in our tax code that discourages 
the small sole proprietorship or partnership from incorporating so 
that they can get busy and raise more capital and get somewhere. So, 
I think that it does have a little bit of connection with what I have 
previously said. 

I will stop there, Mr. Chairman. Thank you very much for listen- 
ing to this rather scrambled story. 

The Caarrman. Mr. Mason. 

Mr. Mason. I want to give you an actual example of what you have 
been talking about. And this is the example. 

In 1930, the main newspaper in my hometown built a new plant 
and put in new modern machinery. It burned down in 1950. That 
is 20 years later. Of course, it was insured for the value that they put 
into it. But when they went to replace it, they found they had to pay 
3 times as much as their original investment and 3 times as much as 
the insurance amounted to. That is a sample of what you have been 
talking about, a concrete, definite, specific example. ‘That is some- 
thing we must do something about. 

That is all, Mr. Chairman. 

The Cuatrman. Let me inquire, Professor Paton. 

All of us are concerned, I am sure, with the problems that business- 
men face of making replacements of wornout equipment during pe- 
riods of inflation when the replacement price is greatly in excess of 
the original cost. But I find it contrary to my basic thinking with 
respect to tax principles that we endeavor taxwise to correct all the 
faults that exist with respect to inflation by the tax system. Now, if 
we do this in direct situations resulting in replacement because of 
inflation, will we be in the position of discriminating if we do not carry 
the prine iple further and use the tax laws to correct other inequities 
that arise solely as a result of inflation, for example, in the case of 
wages and salaries ? 

Mr. Paton. Mr. Chairman, I think that is an excellent question. 
And I appreciate this opportunity to make a comment on it. 

Let me say to start with that I do not think we are very far apart. 
I go along with the pr oposition that a lot of people are hurt by infla- 
tion, but this committee, nor Congress as a whole, nor anybody, is in 
a position to make that good. A man such ¢ as myself who bought a lot 
of E-bonds and took a ‘beating i is not going to buy more. They are 








! 


2422 GENERAL REVENUE REVISION 


going to have a hard job selling more to me. I went in heavily on 
that. And that is a very striking case in point. 

I do not ask anybody to make me whole or good on that. But, Mr. 
Chairman and gentlemen, let me focus your attention on this: I am 
talking here about a problem of accounting measurement that is re- 
lated to the maintenance of capital. And Iam simply suggesting that 
we do the kind of thing for the fellow who invests in the long-lived 
risk asset that we do, and have been doing for 17 years, for the chap 
who invests in merchandise. It will tend to foster the preservation 
of the stock of capital goods, which is very important. I would say 
that we are not permitting him to deduct his actual costs. We are 
permitting a man who invests in merchandise under LIFO to compare 
current revenue dollars with currently incurred costs, the very last 
incurred costs. 

Now, I would simply like to see us be consistent in a field where 
it is more important for the economy as a whole that we use the 
current dollar as a measure of total depreciation. May I add this one 
further comment that I intended to make previously. We have had 
a good deal of talk about accelerated depreciation. And in the 1954 
code, as we all know, there is quite a bit of liberalizing of ideas about 
how depreciation should be scheduled. And I do not object to Con- 
gress authorizing a number of possibilities; but the point I am direct- 
ing your attention to is not the scheduling of depreciation at all but 
the total number of dollars that is to be deducted during the life of 
the property which is a very different question. 

I think that is the one that is fundamental to inflation. Now, it 
seems to me that it would be simply realistic, and a somewhat belated 
measurement of taxable income, to permit the individual to deduct 
the cost of replacing the cow that he started with rather than just a 
cost of getting a calf. 

The CHatrMan. It is a question of what we are trying to do, of 
course. What we are trying to do is to measure the taxpayer’s income 
over a given period of time—12 months, generally. I will be frank 
with you; I have thought about this matter over a period of several 
years. It is a suggestion that would bring about, without question, 
much more money for replacement. , 

But the fundamental theory of our system of taxation, as I under- 
stand it, is the measurement of an individual’s income fairly. When 
we try to make him whole against the evils of inflation without doing 
so for all taxpayers, we create an inequity. So that since we are 
leaving the fundamental concept of measuring an individual’s income 
in an effort to make him safe from the evils of inflation, for the life 
of me I have been unable to rationalize doing it in this one instance, 
even though all you are doing here is applying a sort of LIFO method 
of depreciation accounting to depreciable assets as well as to inven- 
tory, and not doing it in the case of the individual who may not be 
in business but who is also suffering as a result of the evils of inflation. 

Mr. Paton. I think I agree with you. And yet, I have a little dif- 
ferent conception of the scheme that is proposed, Mr. Chairman. 

If we did not have LIFO and if we did not have this extension of 
the privilege to the fellow who invests in a home, which is a capital 
goods in a broad sense, durable consumer goods, it would be something 
of a departure for you folks to attempt to measure cost in the case of 
consumption of building and equipment in the way suggested. 
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But please do not forget this: If you look over my more extensive 
piece there, you will find, I think, an argument that is a little difficult 
to dodge, that all I am proposing is that we reduce the man’s dollars 
to a common denominator, which is a commonplace in many countries. 

And I think it is absolutely necessary when you have an inflation 
in order to measure costs correctly. Now, what es oom to him in 
measuring his costs correctly and measuring his taxable income? I 
think it is a more nearly correct way in accordance with our funda- 
mental ideas of income, but doesn’t make him whole. He is still 
exposed to the market. And it is up to him to not only replace his 
capital but expand if he can. But we are at least not levying a tax 
on a portion of his dollars then. As I say at the end of aay piece 
there, I personally think that this would not cost us a nickel in reve- 
nue. I think that by letting these people replace their property out 
of revenues, as they should be permitted to do, we are going to add 
to our stock of buildings and facilities. And no one can make me 
believe that taxing away a part of a man’s capital in a business under- 
taking in the guise of an income tax can possibly be good even for 
the tax structure. 

The Cuatrman. I am not disagreeing there, Professor Paton, with 
the objective which you have in mind of enabling business to accumu- 
late sufficient amounts to enable it to continue in business by making 
proper replacement. In the code of 1954, as I understood the situa- 
tion—and the author of the bill, Mr. Reed, is here—I thought we were 
trying new accounting methods which we provided to get back to the 
taxpayer his investment in real terms more promptly. And through 
the device of getting his investment back to him more promptly, we 
were subjecting him less to the possibility of deterioration of value 
through inflation. 

Mr. Parton. I think that is true. 

The Cuatrman. But what has disturbed me about the suggestion 
you made is the point I have already made. And then, too, I am 
always disturbed that we depreciate for tax purposes at a far more 
rapid rate than the price of the article depreciates in the market place 
and accord the opportunity to the individual upon sale of that article, 
which we depreciated so much faster than its price has depreciated, to 
have a capital gains treatment upon a sale of it. If we could get away 
from this business of capital gains in the sale of some of these capital 
assets that are used in trade or business, I think we could do a lot of 
these things that you suggest be done in the interest of permitting a 
recovery of the capital more promptly. 

Mr. Mason. What we did in the 1954 code was to say that if you in- 
vest now we will let you depreciate over 5 years where inflation would 
not amount to much. 

. The Cuarrman. Not in the 1954 code. 

Mr. Mason. Well, that is our depreciation. 

The Cuarrman. That wasthe rapid amortization. In 1954 we added 
double-decline blame and sum-of-the-year digits methods. 

Mr. Patron. That is right. 

The Cuarrman. And these methods did provide against some of the 
evils of inflation by permitting the return of capital at an earlier 
date. But when we try to use tax law to safeguard against the evils 
of inflation without doing it through some method of reducing the so- 
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called holding period, or the period within which the individual can 
get his capital back, I think we must extend such a formula to the in- 
dividual to protect him from the evils of inflation. 

So that in our desire to accomplish this very worthwhile objective 
I hope we can come up with a solution that is more peculiarly adapta- 
ble to this limited area and one that will not be interpreted as an ex- 
cuse for further application, or one in which we will be accused of 
being discriminatory in not extending to a wider application. That 
is the thing that has been disturbing me about this suggestion. 

Mr. Paton. Well, [sympathize a great deal with what you have said, 
Mr. Chairman. I won’t comment at any length further on it. But I 
would think we have at the present time in the code a very basic dis- 
ee between the merchandiser and the fellow that has invested 
in plant. 

The Cuarrman. I agree with you that LIFO is very favorable treat- 
ment for inventory compared to our present depreciation method for 
plant. I agree with you on that, but there is a distinct difference. 

Mr. Patron. And it seems to me that correcting a condition of that 
kind can hardly be interpreted as moving on into the area of trying to 
make taxpayers whole. I mean there is a thing that has developed over 
15 years or so that has been a blessing, no doubt—at least, many of 
them feel so—to those who have heavily invested in merchandise and 
materials. And it has always seemed to me that it was the people who 
were heavily invested in plant and equipment who were really em- 
barrassed. 

Now, I think if I might add this one further affirmative comment 
along that line. And that is that the changes in the 1954 code permit- 
ting a major part at least of the total cost permitted to an installation 
of equipment to be deducted and recouped if the revenues are big 
enough early is a step that is useful when it comes to high-risk invest- 
ment. It may be less appropriate to certain other types of investment. 
And I understand they have been trying somewhat to deal with the 
odd capital gains feature on some of this short-lived material—some of 
these short-lived items—which worked out rather peculiarly when the 
declining method and some other metheds were applied to them. But 
it doesn’t seem to me that it would be an enormous departure, and I 
think it would go quite a way toward preserving or encouraging the 
preservation of our stock of capital goods and expansion of capital 
goods, to apply LIFO to the long-lived assets as well as to the short- 
lived assets. 

T thank you very much. 

The Cuarrman. Mr. Reed has some questions. 

Mr. Reep. I think this is a little bit off the beam. But what effect 
does our type of currency today have on this inflationary question ? 

Mr. Paton. I am a gold-standard man, I might say. I don’t think 
the gold standard solved everything. But I think a convertible gold 
standard is a peg that is helpful in a monetary system. But it is a 
pretty complex question as to whether our type of currency has an 
effect on the inflationary question. 

It says on this paper money “payable to the bearer” $10. Of course, 
that means he can go and get another piece of paper like it. So we 
have departed in our domestic economy from redeemable currency. 

I personally think that it would be an electrifying vote of confidence 
all over the world if we resumed redemption. 





GENERAL REVENUE REVISION 2425 


Mr. Reep. I agree with you 100 percent. I just figured I would 
get an answer like that you, because you are a very sound thinker, 
and it is very fine to have you here to talk with us. 

I was always a good follower of Professor Campbell, with whom I 
know you must have been acquainted. 

Mr. Paron. Surely. 

Mr. Reep. Thank you. 

ane CuarrMan. Are there any further questions of Professor 
Paton 

If not, we thank you for coming to the committee. 

Mr. Paron. Thank you very much. 

Mr. Reep. Mr. Chairman. 

The Cuarrman. Mr. Reed of New York is recognized. 

Mr. Reep. Mr. Chairman, I have received a statement for inclusion 
in the record at this point which has been submitted to me by a dis- 
tinguished attorney in western New Work, Frank G. Raichle, Esq., 
of Buffalo. Mr. Raichle has kindly commented favorably on legis- 
lation which our colleague, Mr. Simpson of Pennsylvania, and I have 
joined in introducing. The bills have the meritorious purpose of 
amending section 112 (f) of the 1939 code and section 1033 of the 
1954 code to provide that if property owned by a public utility is com- 
pulsory or involuntarily converted by requisition or condemnation or 
threat thereof, the purchase by the taxpayer of other public utility 
property or stock in a utility would qualify as a replacement for tax- 
deferment treatment. This legislation would treat this situation with 
respect to public utilities in a manner that is substantially similar to 
that accorded to other involuntary conversions. This proposed legis- 
lation is in my judgment directed toward a true hardship and tax 
inequity existing under our Federal tax structure in that it would 
alleviate the present problem confronting owners of privately owned 
waterworks utilities who have their property condemned. It is not 
possible for such owners under circumstances of condemnation to find 
other waterworks companies in which they can invest and present law 
does not allow for the deferment or present nonrecognition of gain 
on the proceeds realized from such condemnation. 

I commend Mr. Raichle’s statement to the attention of the commit- 
tee not only because of the substance of the statement but also because 
of Mr. Raichle’s oustanding reputation for ability and integrity. It 
is my hope that during the present session of the 85th Congress we 
will find favorable action taken on this legislative proposal. 

Mr. Chairman, without objection, I ask permission to include Mr. 
Raichle’s statement in the record. 

The CuarrmMan. Without objection, it is so ordered. 

(The statement referred to is as follows:) 


STATEMENT OF FRANK G. RAICHLE, ATTORNEY FOR NEW YORK WATER SERVICE 
Corp. IN Support or H. R. 8563 anp H. R. 8768 


H. R. 8563 and H. R. 8768 are identical bills designed to alleviate the special 
hardship involved in the reinvestment of proceeds received upon a condemna- 
tion of the property of a waterworks system. 

Under section 112 (f) of the Internal Revenue Code of 1939 and section 1033 
of the Internal Revenue Code of 1954, as they now stand, any gain derived 
in the condemnation of a waterworks system may be postponed if the proceeds 
of the condemnation are invested in other waterworks property, or in 80 
percent of the stock of the company engaged in the waterworks business. The 
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cost basis of the old property becomes the cost basis of the new property. Hence, 
gain is only postponed and is realized—gives rise to taxpayment—upon the 
disposition of the new property. 

These sections worked well when there were water properties which could be 
acquired. However, because, in the last two decades, the acquisition of share- 
holder-owned systems by municipalities has been an extensive practice, it is 
practically impossible today to find waterworks systems which can be purchased. 
Hence, the provision in the code means little for any such company whose 
properties are or have been taken by condemnation. 

The proposed legislation alleviates this hardship and makes the above-men- 
tioned sections meaningful. These bills would permit a deferment of gain if 
the proceeds of the condemnation of waterworks are invested in the stock 
of any company whose rates for furnishing service are regulated by a Federal 
or State utility commission. 

There would be no revenue loss to the Government in the enactment of these 
bills. In the case of a condemnation today, an extension of time is secured within 
which to invest the proceeds, and subsequent extensions of time are secured in 
order to find a water company which may be purchased. The Treasury has indi- 
cated some objection to these bills, not on their merits, but on the ground that 
they might lead to other requests for the deferment of the capital-gains tax. 
However, utility companies owning water properties which are acquired by 
municipalities are in a uniquely adverse position and present a unique problem. 
Thus, it is difficult to see how other requests from other taxpayers could be 
founded on the proposed amendment. 


The Cuarrman. Our next witness is Prof. Carl S. Shoup. 

Professor Shoup, will you identify yourself by giving us your name 
and address? We recognized you were invited by the committee. 

Mr. SHovur. My nameis CarlS. Shoup. Iam professor of economics 
at Columbia University. 

The Cuarrman. You are recognized. 

Do you want to use your statement or do you want to speak to us 
orally and have it included in the record ; which way ? 

Mr. Suovr. I believe I would prefer to read the statement if I may ? 

The Cuarrman. Very well. 


STATEMENT OF CARL S. SHOUP, POLITICAL SCIENCE FACULTY, 
COLUMBIA UNIVERSITY, NEW YORK CITY 


Mr. Suovpr. I appreciate the invitation extended to me by the chair- 
man of the Ways and Means Committeee to submit my views on the 
revenue-revision problems facing the committee and the Congress. 

The tax system of our National Government must be examined in 
the light of both the near-term and of the longer term economic forces. 

For the near term, tax reduction, not a tax increase, is indicated. 
The present recession in business activity may continue for many 
months and may go deeper; in either case tax rates should be reduced 
to stimulate the economy. 

I might add parenthetically that perhaps we haven’t much more 
than a month or two to wait before taking action. 

Over the longer term, however, the outlook is quite different. This 
long-term outlook and its implications for our tax system are the 
chief subjects of my testimony today. 

Our Nation appears to be approaching one of the great turning 
points in history, based again on exploration, this time the explora- 
tion of outer space—or at least of orbital space. The exploration 
may be stimulated almost entirely by the need to preserve our exist- 
ence; alternatively, we can at least hope, it may be based on peace 
and understanding among nations. 
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In any case, the program will be costly, and it can scarcely be accom- 
plished except under auspices of the Government. j 

Moreover, if we do not succeed in halting the new accelerating arms 
race, the potential Federal budget in the early 1960’s may unhappily be 
of a greater magnitude than any yet mentioned. The increase in 
expenditures will not be simply in terms of billions for missiles, space 
platforms, and shelters, and, too, for conventional arms and forei 
aid; they will be found also in customary peacetime items, notably 
in aid to education. 

A growing national income will allow part of these added expendi- 
tures to be met without raising tax rates, but only a part. A Federal 
budget of $100 billion by 1963 would not be surprising. This is to 
say that we shall probably decide, in the course of the next 5 or 10 
years, to devote to Government use a somewhat larger fraction of our 
national output than at present. Unless we are to divert resources to 
Government by the process of inflation, or by an extensive system of 
direct controls, we must be prepared to operate under a somewhat 
higher average level of taxation. 

hat a higher level of taxation can be supported, if we choose that 
path, there can be little doubt. Experience of the past two decades 
shows how the private-enterprise system can function under tax rates 
thought impracticable not ait ago. The fact is, higher taxation 
puts pressure on us from two directions at once: to work more, because 
our standard of living is threatened; and to work less, because the 
reward for working more is reduced somewhat by the higher tax 
rates. At least this is so if the tax moneys are spent on defense or 
on other things that do not make us feel better off immediately, hence 
less inclined to work. 

The net result of these two forces seems to be about zero, or perhaps 
even a somewhat heightened level of work. With respect to invest- 
ment, to be sure, a higher level of taxation may well prove more 
restrictive than desired. Even here, our experience and that of Brit- 
ain, France, and Germany suggests that the degree of investment we 
need for a stable price level in a growing economy would not be appre- 
ciably endangered by a somewhat higher average level of taxation. 

We may decide not to undertake the additional expenditures; and 
if we do undertake them, we may choose inflation or direct controls 
as the method of diverting the resources to Government. But in any 
of these cases, if the consequences turn out to be unfortunate—the 
consequences of not spending, of spending by inflation, or of imposing 
a network of direct controls—we cannot then absolve ourselves from 
blame by saying, “No; we had to act that way because more taxation 
was unthinkable.” We hypnotized ourselves by that specious argument 
in World War I, and then again in World War IT, and paid for it in 
both instances by a more or less delayed inflation; we shrank from 
courageous action by convincing ourselves that we could stand no 
more taxation. 

If, on the other hand, we do turn to higher taxation, it is the income 
tax on which we shall doubtless attempt to rely. This tax seems 
to suit us better than any other on a comparable scale. We use the 
income tax to a greater degree even than Great Britain; their National 
Government obtains less than half of its current revenue from its 
income-tax system ; ours, nearly four-fifths. 
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In France the proportion is only one-third. The reasons for these 
differences in reliance on the income tax are many, and complex, but 
three stand out: } } 

First, we spend a smaller proportion of our national income through 
Government than do Britain and France, and at the same time we 
have a higher income per head. If those two countries tried to finance 
three-quarters or four-fifths of their National Government expendi- 
tures from income taxation, the rates would have to be more steeply 
progressive, and with personal exemptions of a smaller amount, than 
anything experienced so far, even in wartime. 

econd, the income tax does appeal to us with perhaps somewhat 
more force than in other countries, as the most just form of taxation, 
despite all its shortcomings. 

Third, much of what we finance outside the National Government, 
through our State and local tax systems is in Britain and France 
covered by national taxes. 

If it is true that the income tax is the one to which we have re- 
course in a time of need, anything that impairs the operation of that 
tax is even more serious for us than for other countries. We need 
to be as certain as we can that our income-tax system is in good con- 
dition, as insurance against the times ahead. 

But the fact is, it is not in good condition. It is not dangerously 
defective; it does not face imminent collapse; but it may not be able 
to respond to further calls upon it as it should, unless we admit the 
existence of, and do something about, what I shall here call the “dead- 
lock.” 

This is a deadlock between two groups of proponents of income tax 
reform. One group, looking to a lightening of the income tax, seeks 
a lowering of the top bracket rates that now go as high as 91 percent 
in the United States and 92.5 percent in Britain. 

The other group, believing that many taxpayers of substantial in- 
come contribute less than their fair share because of loopholes, urge a 
tightening of the tax base. Both groups are in the right, but neither, 
seemingly, will agree that the other one is. Meanwhile, each of those 
two defects in the tax law tends to perpetuate the other. Loopholes 
are driven in the law because the high rates make for hard cases, and 
arouse understandable sympathy in the minds of legislators. But 
some of the loopholes, when publicized, arouse resentment and envy 
in taxpayers, usually large in number, who are not in a position to take 
advantage of those provisions. These feelings in turn create a for- 
midable barrier to the lowering of the top surtax rates. Those rates 
are only slightly lower now, in real terms, than they were in 1945. 
This is so, even for married couples, despite the introduction of income 
splitting in 1948, and some lowering of the rate schedule itself. 

The countervailing factor has been the fall in the value of the dollar. 
An income of $200,000 for example, is of much less real value than 
was an income of $200,000 in 1945, and hence should be compared 
with a smaller number of 1945 dollars. If we allow for this fact b 


using the consumer cost of living index to put the 1945 and 1957 dol- 


Jars on a comparable basis, we find that the marginal income tax rate 


on a married couple with $200,000 income in 1957 dollars has dropped 
only from 92 percent in 1945 to 89 percent in 1957. 
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We may recall that a similar effort is found at the other end of the 
income scale; the real value of the personal exemption is now lower 
than it has ever been in the history of the income tax. 

Meanwhile, loopholes have been spreading rapidly through the 
income tax law. <A loophole is a provision of the tax law that allows 
some taxpayers—usually relatively few in number—to get off with a 
tax bill well below that required of other taxpayers who are in essen- 
tially the same economic situation. And in a biseilet definition, loop- 
holes are those tax relief provisions that destroy, in practice, the degree 
of progression indicated on the surface by the schedule of tax rates. 

Disagreement will arise in applying the test “essentially the same 
economic situation” to any concrete case. Nor can we get agreement 
on how far tax relief measures can go without destruction of the 
progressive rate schedule. But despite these disagreements, the con- 
cept of a loophole has real meaning; any student of the income tax 
law can cite what appear to him to be loopholes, some of them glaring 
ones. 

To my mind, 3 of the largest loopholes, under either of the 2 defini- 
tions just given, are (1) the excessive depletion allowances, together 
with the option, for oil and gas properties, to deduct intangible drill- 
ing and development costs as expense, (2) the degree to which capital 
gains are given favorable tax treatment, and (3) exemption of interest 
on State and local obligations. 

The first two of these loopholes have been widened in recent years 
by extending percentage depletion and capital gains tax rates to 
new areas. 

Whatever illustrations anyone of us may select, the main point is, 
our income-tax law contains loopholes and it levies excessively high 
top rates, and those who would like to eliminate the one seem unable 
to reach an agreement with those who would like to eliminate the 
other. 

Moreover, the chances of an agreement in the near future are not 
very good, as things stand. This somewhat pessimistic view is based 
partly on the fact that we observe the same kind of impasse in Great 
Britain and France. Its ingredients in those countries are much the 
same as they are here. 

To explain why the two parties of reform do not join forces and 
accept a compromise consisting of complete reform, I should like to 
oversimplify a bit and group those who favor a lowering of the ex- 
cessive top bracket rates as conservatives and those who campaign 
against loopholes—at least high-income loopholes—as liberals, with- 
out connotations of praise or censure for either group. We find that 
few of the conservative leaders in the three countries are willing to 
support loophole closing in exchange for lower top rates, and that, 
similarly, a few of the liberal leaders are ready to trade on the same 
basis. Why not, when it would seem to be to the advantage of all 
concerned ¢ 

The conservatives, at least those with large incomes, reason as fol- 
lows: Tax rates cannot go beyond 100 percent; loophole creation, on 
the other hand, has no known limits; and anyway, what assurance is 
there that, the loopholes once closed and the top rates set at, say 60 


or 70 percent, some future government may not move the top rates up 
again ¢ 
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Meanwhile, the liberal leaders fear to be misunderstood by their 
constituency if they advocate a reduction of top income rates to 60 
or 70 percent in exchange for loophole closing. The rank and file, 
who do not lead complex financial lives, know well enough what a tax 
rate is, but have only a vague notion of loopholes, Thus the deadlock 
results; few leaders of either group find it to their interest to advocate 
both reforms at once. High top rates, while distorting business prac- 
tices, continue to spawn loopholes. The only difference from one 
country to another 1s in the kinds of loophole developed; there seem 
to be national characteristics in this practice. 

Thus, to quote from a distinguished British tax scholar, one of the 
basic features of income taxation in the United Kingdom is “the tree 
and fruit conception. Income tax in theory takes its share of the 
fruit but leaves the tree unscathed ; so much so that income, in order to 
be taxable, must have a source—which corresponds to the tree—and 
if the source disappears, delayed receipts from it are no longer re- 

arded as income”—for example, “the fees received bv a barrister after 
S has retired or the copyright royalties received by an author’s 
executors.” 

Again, capital gains are not taxable in Britain; and, although they 
have a narrower concept of capital gain than is in our law, this loop- 
hole is broad enough to impair substantially the progressivity of the 
British income tax. 

If the effects of the deadlock between high top rates and loopholes 
were confined to the few incomes in the very highest brackets, they 
might be deplorable from the point of view of tax equity without being 
significant financially. But the effects spread throughout the income 
tax structure. Stimulated by the sight of top-bracket loopholes, groups 
of taxpayers at all income levels ask Congress for relief, by means 
of exemption, or special low rates, or tax postponement, for this or that 
kind of income, and by adding to the kinds of deduction that are al- 
lowed in computing taxable income. Certain deductions of long stand- 
ing, which ought to be reexamined in the light of our revenue needs, 
become more and more immune from questioning, particularly the 
deductions allowed for interest on personal debts, taxes paid—especi- 
ally property taxes—losses by casualty or theft, and snalieninies ad- 
debt deductions. 

Unless, then, the deadlock is broken, we shall enter the coming decade 
with an income taxing machine that we shall be unwilling to operate 
at a higher speed. We shall probably spend the money just the same, 
but will raise it by inflation Seotaaat of taxation, for, if we are un- 
willing to raise income tax rates we shall probably be unwilling also to 
introduce a broad-based indirect tax. Thus the road will have opened 
again for inflation. The best guaranty against repeated inflation is a 
greatly improved income tax, one that we shall be willing to use in- 
tensively if we embark on a program of enhanced expenditures. 

Can any way be suggested to end the impasse? Some might say, 
by a constitutional amendment, limiting the top income tax rate, not 
to 25 percent—those who support such an amendment are living in an 
unreal world—but to, say, 70 percent. 

Such a limitation, however, would be one sided. It would afford 
no constitutional guaranty against loopholes. Moreover, as a general 
principle, it is unwise to tie our hands so closely by constitutional limi- 
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tations. Indeed, on this point, we might do well to move in the op- 
posite direction, if we are to be truly prepared for any emergency; 
thus the Constitution might be amended to remove those clauses that 
require direct taxes—other than the income tax, covered by the 16th 
amendment—to be levied at the same per capita amount in all States— 
thus implying a low tax rate in wealthy States, a high rate in the 
poorer States. 

It may, therefore, be doubted that a constitutional tax-rate amend- 
ment is the answer to the deadlock, though if no other way out is found, 
it might have to be seriously considered. 

The only solution that I can suggest is to continue to try to bring the 
problem out in the open, to mobilize public opinion against both 90 
percent rates and loopholes. We must bring ourselves to realize that 
we shall always yield to pressure for special tax favors as long as we 
maintain 90 percent rates, and that as we yield to those pressures, we 
shall in turn, yield to others down the income scale. 

Once we admit all this to ourselves, perhaps the deadlock will be 
loosened a bit. And if some degree of trust and understanding can 
arise between the taxpaying groups, so that a mutual tax reform bill 
can be drafted and command widespread support, the impasse may 
be broken. 

This would be a notable achievement. Under ordinary circum- 
stances it would probably be too much to hope for. But as the finan- 
cial task ahead becomes more evident, and if dislike of inflation, heavy 
taxation of necessaries, and extensive direct controls turns out to be 
strong, it is just possible that the reform can be accomplished. 

That concludes my statement. 

The Crratrman. Mr. Mason 

Mr. Mason. Professor Shoup, your paper is very, very thought 
provoking. It certainly has held my attention right along. And that 
may be a little unusual. 

Mr. Suovur. Thank you. 

Mr. Mason. I notice that you discuss entirely only income taxes. 

Mr. Suovupr. Yes. 

Mr. Mason. You don’t say anything about other taxes. 

Now, I want to ask youthis. You say Britain depends upon income 
taxes only for 50 percent of her income. We depend 80 percent, say. 

How does England get the other 50 percent ? 

Mr. Snovur. Mainly by extremely heavy taxation of liquor and 
tobacco. 

Mr. Mason. Excise taxes? 

Mr. Snovur. Those two. Liquor and tobacco. Their tobacco tax, 
for example, is so heavy that when you purchase cigarettes in Britain 
four-fifths of what you pay is tax. 

Mr. Mason. Consumption taxes or excise taxes, you can call them. 

Mr. Srovr. Yes. They have a sales tax that is called a purchase 
tax at wholesale that doesn’t yield much revenue. But they don’t go 
in for broad-based sales taxes at all. 

Mr. Mason. Canada gets approximately 36 percent of their entire 
revenue from excise taxes. We only get about 14 or 15 percent of ours. 

Would you advise in order to ease up a little bit on this income tax 
business maybe expanding a little on our excise taxes and getting more 
income from that source than from our income taxes ? 
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Mr. Suour. My own opinion would be in the negative on that, I 
believe. As far as a broad-based widespread sales tax is concerned, 
the States have already fairly well preempted that field. 

Mr. Mason. Yes. But those are retail sales taxes. I am talking 
about general manufacturer’s excise tax to take the place of all this 
hodgepodge that we now have with the exception, of course, of liquor 
and tobacco. 

Mr. Suovr. If it were advocated as a substitute for the current 
excises, other than liquor and tobacco, there might be something to be 
said for it. I feel, however, that the manufacturer’s sales tax has no 
net advantage over the income tax. 

Mr. Mason. Not as an advantage, but as a supplement to our heavy 
income tax. Maybe lighten it a little bit. 

Mr. Suovp. It certainly is a matter for one’s judgment of values. 
My own personal view happens to be that I would prefer to see heavier 
income taxation under a renovated income tax than the introduction 
of a wholly new tax of the manufacturer’s sales-tax type. 

Mr. Mason. I have said more than once that fairly decent tax sys- 
tems should get about a third of the income from individual income 
taxes, a third from corporation taxes, and a third from excise taxes. 

Would you say that I am going too heavy on the excise-tax thing? 

Mr. Suour. There again it is certainly a matter of personal waiv- 
ing of different advantages. But, yes; I would have to say that I 
would not be prepared to go that far on indirect taxing. 

Mr. Mason. For instance, didn’t you, when you assisted in the tax 
system in Japan, bear pretty heavy on excise taxes ? 

Mr. Suovr. It was our view that we bore fairly heavy on direct 
taxes for a country such as Japan, which, after all, had been shattered 
by war and was not yet quite on its feet industrially. And the system 
that was enacted under our recommendations provided for as great 
a percentage of the national revenues from income taxation as is now 
taken by Great Britain. 

Mr. Mason. Fifty percent ? 

Mr. Suovr. Yes. 

Mr. Mason. And 50 percent for consumption ? 

Mr. SuHovp. In fact, somewhat more than 50 percent—which, for 
Japan, a country, as I say, which was shattered by war and indus- 
trially not comparable to the United States, seemed to be a fairly 
substantial percentage. Any country that is largely agricultural, or 
even that is almost largely agricultural, will have to place more reli- 
ance on indirect taxation. The income tax as I see it is primarily a 
tax for the industrialized. 

Mr. Mason. Yet Japan has become quite an industrial nation. 

Mr. SHovr. Compared with the United States, I would be inclined 
to say it is still not highly industrialized on a purely industrial basis. 

Mr. Mason. That is all. 

The Cuarrman. Mr. Eberharter. 

Mr. Exsrruarter. I just want to make a comment for what it is 
worth. 

I think Professor Shoup has presented to this committee one of the 
most objective papers that we have ever received since the commenc- 
ing of these hearings. It indicates that you have a broad viewpoint. 

What I liked particularly about your statement was that you did not 
come here as a special pleader for any particular idea. So I think 
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you are to be commended very highly and you should be extended the 
thanks of this committee. 

Mr. Mason. Mr. Chairman, I want to say this: I agree entirely 
with that statement. It is one of the most impersonal and practical 
statements we have had. 

The Cuarrman. Any further questions § 

May I just inquire momentarily ? 

The reason ae you would favor, in the United States, a proper 
pay-as-you-go system of income taxation is the fact that you are taking 
into consideration that the States and local governments are already 

raising most, or at least a very large percentage, of their own revenue 
through what you and I would term a “more aggressive type of tax, 
sales taxes, and the property taxes” ; is that the case ? 

Mr. Suovur. It is true, of course, but in viewing the country as a 
whole, we must take account of the State and local tax system which 
is much less dependent on the income tax than is the Federal system. 
It is, however, I think significant that if we look at the figures for 
1956, we find that of a total of $97 billion of taxes, Federal, State, and 
local, the income tax, Federal, State, and local, contributed something 
like $62 billion, or $63 billion, which is approximately two-thirds, and 
is a percentage larger still than the percentage let us say in Britain 
alone for the national level. 

The Cuairman. But we must under our system of government look 
to the total amount of the tax derived by State, local, and Federal Gov- 
ernment, because all of it is derived from the same people. 

If we adopted at the Federal level, the degree of regressivity that is 
inherent and perhaps unavoidable in the State and local government 
systems, then we will have much more difficulty, will we not, in main- 
taining a tax system than by pursuing a progressive system to as 
great an extent as possible to offset the regressivity of the local system ; 
is that true? 

Mr. Suour. Yes. Certainly I would agree absolutely that a power- 
ful reason for making the Federal tax system depend as heavily as 
possible on the income tax is because as you so well state the necessary 
use by the States and localities of other forms of taxation. 

The CuairMan. So it is your thought that as we approach the time 
for reduction in taxes that we think in terms of getting rid of our 
regressive taxes before we get rid of or reduce our progressive taxes. 
Would that be your thinking ? 

Mr. Suoup. It would be if we could view tax reduction as a new, 
permanently low lev el to which we could sink. 

It is still my view if we would be willing when the time came for 
tax increases again to strengthen the income tax by that much more 
needed to make good the loss of the money from these excises which, 
if I understand correctly, are not the tobacco and the liquor excises, 
but the miscellaneous ones—-and not the gasoline and automobile tire, 
and so forth, excise taxes, but rather the miscellaneous excises, espe- 
cially including the tax on freight which seems to be a very good 
example of a very bad tax. 

The Cuamman. In your paper, you argue for more progressivity 
within the system of indiv idual income taxes. You want us to have 
the tax system more responsive to economic conditions than it is today 
when you argue in favor of the establishment of different rates and 
closing of the so-called loopholes to broaden the base, do you not ? 
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Mr. Suovp. That will be one of the reasons for—— 

The Cuarrman. I say that is the result that would accrue, is it not? 

Mr. Suour. Yes. The tax system—the income tax system—would 
become more progressive in fact, not more progressive in name; less 
progressive perhaps in name. But in reality it will become more 
progressive. And above all—which surely is the most important 
thing—more fair as among taxpayers in practically economic circum- 
stances where we now have great differentials. 

The Cuatrman. In fact there is very little progressivity within the 
income tax for most taxpayers; isn’t that true? 

Mr. Suour. If I may become a little technical for the moment, it 
depends on how we look at progressivity. It is true that most tax- 
payers fall simply in the 20-percent rate, and most of the remainder 
in the 22-percent bracket. Nevertheless, the personal exemptions do, 
to my mind, insert an element of progressivity in the sense that the 
ratio of one’s tax total to his total income does vary quite a bit as your 
income moves from the exemption level and then moves up and up 
and up. 

The. ratio of tax to total income grows steadily. 

The Cuarrman. You would, however, as I take it, urge us to try 
to develop more progressivity within the lower brackets not by in- 
creasing exemptions but by adjusting rates. 

Mr. Sanus. I do believe that if the need comes—and I think it 
may—for income tax reduction in the near term, it will be better to 
reduce rates than to increase exemptions. 

The Cuarrman. Tell us why, will you please, sir ? 

Mr. Suovp. I believe the chief reason to my mind would be that 
once we increase exemptions, we lose track administratively of a large 
number of taxpayers. 

The filing requirements, to be sure, might be kept as they are now. 
But we would have an enormous mass of nontaxable returns. And it is 
quite possible that we might go on to lessen filing requirements. 

I think it would be dangerous to lose track of a large number of tax- 
payers that way. It is better to keep them filing and keep them paying 
some tax, it seems to me, and keep ourselves filing and keep ourselves 
paying some tax, than to have a large segment of our population drop 
out of the income tax net only to be brought back in again in the very 
near future, as I see it, when the increased expenditure level really 
begins to take hold. 

The Cuarrman. But is it not better to reduce taxes by narrowing 
the base of taxation? Is that not one of the primary reasons why you 
would say that it would be better to reduce rates than to increase 
exemptions ? 

Mr. SHovr. Yes, I would be willing certainly to say that. 

As a er principle it is better not to narrow the base, not to 
impair the base. 

The Cuarrman. The base is already too narrow, is it not? 

Mr. Suovp. It is too narrow in view of all the loopholes. I will 
ut it that way. It is not too narrow in terms of the exemptions; 
600 is as low as we should go. 

The CHarrman. I am not talking about the exemptions. I am 
talking about the terms of the provision of the code which tend to 
narrow the base materially from the language that appears in the 
first 2 lines of the code in Chapter z: 
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Mr. Suovr. The base is not only narrow, but it is twisted and 
distorted. 

The Cuammnan. In such a way that it is not responsive to economic 
trends and conditions and is discriminatory ? 

Mr. Suovr. That is true. And also I fear we ourselves as a Nation 
will be reluctant to call upon it for a heavier duty, you see, if it re- 
mained in its present distorted fashion. 

Its shortcomings will be so evident to us that we won’t want to put 
on the pressure. 

The Cuarrman. If the revenue needs of Government should become 
materially greater than they are today in view of defense, if we'needed 
$5 billion or $10 billion of additional revenue, it would be necessary 
for us to broaden the base, would it not ? 

Mr. Suoup. Yes, clearly so it seems to me. 

The Cuarmrman. That should be done rather than to further tinker 
with a lot of the rates? 

Mr. Suovur. Yes. Clearly so. 

The Cuatrman. I have no further questions. 

Are there any further questions? 

Thank you very much for coming to the committee and giving us the 
benefit of your views. And I want to compliment you particularly 
with respect to your paper. I think it is a very outstanding paper. 

Mr. Mason. I want to compliment him, too, on the fact that he has 
stimulated more thought on my part than most of them have. 

The Cuarrman. And that comes from a former schoolteacher, too, 
I want you to know. 

Without objection, the committee stands adjourned until 10 o’clock 
in the morning. 

(The following statement was filed with the committee :) 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT, New YorK Stock BxcHANGE 
INTRODUCTION 


Recent Russian accomplishments have provided dramatic evidence of the 
strides of Soviet science and technology. They provide a challenge not only to 
our scientists and our military, but also to the legislators and businessmen who 
are responsible for the Nation’s basic economic strength—in the long run, the 
foundation on which America’s defense is built. 

Our country is counting on these people for wise judgment and courageous 
action to insure that our overall economic and industrial superiority won’t be 
as dramatically challenged in the next few years as we are today in the military 
and scientific fields. 

Recent events should destroy any illusions that we can be complacent about 
our basic economic strength or sanguine about the adequacy of our rate of 
growth. The long-term struggle with the Communist world demands that our 
economy be kept as strong and dynamic as is possible. To finance the progress 
we must make in military and civilian technology, and to improve the efficiency 
and productivity of our industrial machine, will require tremendous capital 
investment over the next few years. 

These vast capital needs will include $360 billion to finance corporate plant 
and equipment expansion. For this and other corporate purposes, such as 
working capital, $60 billion should be provided by new outside equity. 

The impact of a missile-age economy gives new urgency to the estimates of 
desirable goals and makes them essential minimums to meet the challenges that 
confront us. 

SPECIFIC IMPLICATIONS FOR TAX POLICY 


Such investment—properly financed—is essential if we are to expand our 
economy so that we can— 
1. Pay for an unmatched space-age defense program out of current 
earnings. 
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2. Stop eroding the purchasing power of our $250 billion in fixed dollar 
savings. 

3. Finance seven new jobs every working minute for our expanding 
population. 

4. Raise real living standards just 3 percent annually. 

To obtain $60 billion of new equity financing means— 

1. Attracting at least 5 million new share owners in the next 10 years; and 

2. Encouraging additional equity investment by the over 814 million present 
share owners of public corporations. 


ROLE OF TAXES IN INSURING ADEQUATE CAPITAL INVESTMENT 


Taxes can play a vital role in stimulating and encouraging the capital in- 
vestment needed for a vigorous economy. Here are two current examples of 
the effect that tax policy can have on economic progress— 

1. The $50 dividend exclusion and 4 percent credit legislated in 1954: 
Three significant advances have occurred since then— 
(a) An increase in dividends paid, with tax revenues from dividends 
much higher in 1955 than in 1953. 
(>) Broader share ownership—by over 1 million. 
(c) Increase in new equity security issues—a 30-percent increase in 
the past 2 years, compared with 1952-53. 
2. West Germany’s dramatic recovery, aided largely by a realistic tax 
policy which deliberately and successfully encouraged capital investment. 

A decade after World War II, West Germany has regained its place as 
one of the major world powers. It has rebuilt a bombed-out industrial machine, 
clothed and housed and fed its own population and millions of refugees. West 
Germany has moved into the forefront in world markets. All of this has been 
accomplished without inflation. The deutschemark has recently shown more 
strength than almost any other currency in the world. 

How was this tremendous rate of recovery made possible? As a study pre- 
pared by the Legislative Reference Service of the Library of Congress noted in 
1955, “‘ * * * West Germany’s recovery since World War II has been remarkable, 
with great credit due to effective taxation policies.” * 

The Bonn government slashed income taxes (maximum effective rate of 55 
percent), eliminated capital gains taxes (as is now true in 46 out of 54 foreign 
countries recently surveyed), and greatly eased the double tax on dividends. 

Germany’s recovery and United States progress—unlike Russia’s economic 
gains—have been attained through a free-enterprise tradition. They have been 
achieved without Russia’s techniques of state-directed capital investment : Forced 
saving, slave-labor camps, and capital confiscation. 


WHAT MORE SAVINGS WOULD MEAN 


Our past rate of growth has been financed with an inadequate amount of 
savings—resulting in inflation. The bank-credit expansion of the last 3 years 
has taught us the inflationary perils in that method of financing. Total loans 
of commercial banks jumped 30 percent since the beginning of 1955. Over the 
same period, the cost of living rose 6 percent compared to 1 percent in the 
preceding 3 years. 

Tax policy should not place obstacles in the way of savers and equity in- 
vestors. Rather, tax policy should insure enough incentives to make current 
saving more attractive than nonessential spending. 

Progress since the modest 1954 start in easing double taxation of dividends 
offers persuasive evidence that a reiatively few selective tax changes can help 
achieve the essential goal of $60 billion in new equity funds in the next 10 


years. 
RECOMMENDED TAX CHANGES 


The New York Stock Exchange believes that the committee should consider 
five proposals for tax revisions which could stimulate saving and investment. 

1. Raise the dividend tax exclusion from $50 to $100, and the dividend credit 
from the present 4 to 10 percent: 





1Trends in Economic Growth, A Study Prepared for the Joint Committee on the Eco- 
nomie Report by the Legislative Reference Service, Library of Congress, 838d Cong., 2d sess., 


1955, p. 69. 
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This would dramatically stimulate broader shareownership, and help insure 
the billions in new ownership capital needed for economic growth in the space 
age. Eventually, the credit should be raised to 20 percent, as in Canada. 

2. Cut the capital-gains tax in half, by requiring only 25 percent of any long- 
term gain on a capital asset to be included as income: 

The prime sufferer of the restrictive effects of the capital-gains law is not 
the investor, who can avoid the tax by inaction, but the Government, through lost 
revenue; and the Nation as a whole, because of the hampering effect of this 
tax on mobility of capital. 

The present capital-gains tax provisions are also detrimental in causing 
undue fluctuations in the price level of securities. With stability an expressed 
goal of national economic policy, aggravation of market fluctuations can be 
minimized by capital-gains tax revision. 

Though this is a current problem, one of the most comprehensive studies 
on the subject was made about 10 years ago by Dean Harold M. Somers of 
the University of Buffalo. He concluded (in the National Tax Journal of Sep- 
tember 1948): “* * * The net effect * * * is that the (capital-gains tax) ac- 
centuates upswings and downswings in security and other asset prices. * * * 
The destabilizing effect of the tax through its accentuation of price fluctuations 
is * * * of considerable importance. * * *” 

3. Reduce the capital gains holding period from 6 to 3 months: 

There are 2 excellent reasons why the holding period can and should be re- 
duced to 3 months: (1) It would undoubtedly help liquidity of the capital 
markets—which benefits small investors and institutions as well. Above all, 
improved liquidity facilities the much-needed sale of new equity securities. 
(2) The Government would almost certainly gain revenue by the resulting in- 
crease in transfers. Now taxes which would be incurred on gains taken after 
3 or 4 months often disappear or are reduced considerably by the time the 
6-months holding period is up. 

An actual case history demonstrates this point vividly: 


Price 

per 

share 

Investor A purchased 100 shares Bethlehem Steel, April 8, 1957_._._.._____ 4336 
Potential gain af: ORE OCS MONEBinni ck ce tcis dace teecdine thee 7% 
Actual loss on sale after 6 months, October 24, 1957...---.---------_-_- 8% 


The Treasury, of course, garnered nothing from this transaction. Another 
investor saw a 20 percent gain in Goodyear Tire after 3 months evaporate into 
a net loss by the time he sold the stock after 6 months had elapsed. Under a 
shorter holding period provision, the Treasury would receive tax revenue it now 
loses in situations of this sort. 

4. Increase the present maximum capital loss offset from $1,000 to $5,000: 

This would help to right the “heads I win—tails you lose” anachronism of our 
present tax laws. It would give considerable relief to the broad middle-income 

®brackets that constitute a major source of new equity capital. At the same time 
a larger loss offset would help direct more of this equity to the smaller venture 
companies that need risk or venture capital. The Cabinet Committee on Small 
Business has recognized this problem by considering a proposal to allow in- 
vestors a limited deduction, from ordinary income, of losses sustained from in 
vestments in small business. 

5. Permit the individual taxpayer, at his option, to sell a stock on which he 
has a long-term capital gain without incurring an immediate tax—providing 
he fully reinvests the proceeds of the sale in another single stock investment 
within 30 days: 

Instead of paying a tax, the investor would carry forward the tax basis of 
his old stockholding to his new purchase. Since 1921 it has been possible to 
exchange like property such as commercial buildings, farms, and other real 
estate, without incurring a capital gains tax on the transaction. In 1951 this 
concept was expanded to include the sale of personal residences. 

This full reinvestment treatment would give the investor free rein to exercise 
his judgment in the purchase and sale of equity securities. It would thereby 
energize the flow of venture capital—and help this Nation meet the investment 
demands of the space age. 


(Whereupon, at 4:30 p. m., the committee adjourned to reconvene 
at 10 a. m., January 31, 1958.) 
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